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HOW TO USE THIS VOLUME
NEW CHANGES

This edition contains the following significant additions:

•

•
•

•

•
•

Updated illustrative inquiries for a review of financial statements to reflect the
issuance of Statement on Standards for Accounting and Review Services No. 12,
Omnibus Statement on Standards for Accounting and Review Services—2005 [AAM
section 2000]
Footnoted requirements of Statements on Auditing Standards (SASs) No. 104-111
(The Risk Assessment Standards) [AAM section 3000]
Updated sample engagement letters to reflect new terminology of significant
deficiencies and material weaknesses, as defined in SAS No. 112, Communicating
Internal Control Related Matters Identified in an Audit [AAM section 3000]
Updated communication with audit committees to reflect issuance of SAS No. 112
[AAM section 7000]
2005/2006 Alerts [AAM section 8000]
Updated partner's engagement review program for not-for-profit organizations
[AAM section 9220]

Scope of the Volume ...
This Volume, which is a reprint of the looseleaf edition, brings together for continuing reference a set of
nonauthoritative audit tools and illustrations prepared by the staff of the Accounting and Auditing Publica
tions Team of the American Institute of Certified Public Accountants.

How This Volume Is Arranged ...
The contents of this Volume are arranged as follows:
Introduction

Compilation and Review
Engagement Planning and Administration

Internal Control
Audit Approach and Programs

Audit Documentation
Correspondence, Confirmations & Representations
Alerts
Supervision, Review and Report Processing

Accountants' Reports
Quality Control
State and Local Governments

Government Auditing Standards
Circular A-133

How to Use This Volume ...
The arrangement of material is indicated in the general table of contents at the front of the Volume. There
is a detailed table of contents covering the material within each major division.
AICPA Audit and Accounting Manual
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How to Use This Volume

The major divisions are subdivided into sections, each with its own section number. Each paragraph
within a section is decimally numbered. For example, AAM section 7100.01 refers to the first paragraph of
section 7100, Control of Confirmations and Correspondence. Section and paragraph numbers located on each
page are provided as corner references at the bottom of each page.

The AICPA Professional Standards is referenced by the use of the following abbreviations: AU (Auditing),
AT (Attestation Standards), AR (Accounting and Review Services), ET (Code of Professional Conduct), BL
(Bylaws), QC (Quality Control), and PR (Peer Review).

The AICPA Technical Practice Aids is referenced by the use of the following abbreviations: AUD (Auditing
and Attestation Statements of Position).
The FASB Accounting Standards Current Text is referenced in a similar manner by the use of the
abbreviation AC before the section and paragraph numbers. The Current Text contains an abridged version
of the currently effective financial and reporting standards, as amended.

Quotations of accounting standards in this Volume are derived from the original pronouncements and
may have been editorially changed in the Current Text.

Copyright © 2006, American Institute of Certified Public Accountants, Inc.
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AAM Section 1000

Introduction
This manual has not been approved, disapproved, or otherwise acted upon by any
senior technical committees of the American Institute of Certified Public Accountants
or the Financial Accounting Standards Board and has no official or authoritative status.
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AAM Section 1100

Introduction
.01 This manual has been prepared by the staff of the American Institute of Certified Public Accountants
and issued as a nonauthoritative practice aid. The materials included in it are intended primarily as a
reference source for conducting audit, review, and compilation engagements. The objective is to provide
practitioners with the tools needed to help plan, perform, and report on their engagements. The manual is not
intended to serve as a complete or comprehensive quality control system. The materials are not intended as a
substitute for the professional judgments that must be applied by practitioners. The manual, where practi
cable, offers choices and alternatives rather than particular positions. The manual is not a substitute for the
authoritative technical literature and users are urged to refer directly to applicable authoritative pronounce
ments for the text of technical standards.
.02 This manual is intended to be used in connection with engagements of nonpublic entities and is not
intended to be used in connection with audits of public entities that are required to be audited under
standards set by the Public Company Accounting Oversight Board (PCAOB).
.03 Some sections of the manual include quotations from Statements on Auditing Standards and other
authoritative pronouncements. Those quotations are intended only to illustrate certain matters, not to serve
as a substitute for careful study of the relevant pronouncements. References are made throughout the manual
to the original authoritative pronouncements and to their section numbers in AICPA Professional Standards
and the FASB Accounting Standards Current Text to help users locate those authoritative pronouncements.

.04 The authors hope that the manual will be helpful to practitioners in the conduct of their audit and
accounting practice. However, no generalized material, such as that included in this manual, can be a substitute
for development and implementation by a firm of a system of quality control which is appropriately comprehensive
and suitably designed in relation to the firm's organizational structure, its policies, and the nature of its practice.

.05

Explanation of References:
AC =

Reference to section number in FASB Accounting Standards Current Text

APB =

AICPA Accounting Principles Board Opinion

AR =

Reference to section number in AICPA Professional Standards (vol. 2)

ARB =

AICPA Accounting Research Bulletin

AT =

Reference to section number in AICPA Professional Standards (vol. 1)

AU =

Reference to section number in AICPA Professional Standards (vol. 1)

AUD =

Reference to section number in the Auditing and Attestation Statements of
Position in AICPA Technical Practice Aids (vol. 2)

EITF =

Emerging Issues Task Force consensus

FASBI =

FASB Interpretation

FSP =

FASB Staff Positions

PB =

AcSEC Practice Bulletin

QC =

Reference to section number in AICPA Professional Standards (vol. 2)

SAS =

AICPA Statement on Auditing Standards

SFAS =

FASB Statement of Financial Accounting Standards

SOP =

AICPA Statement of Position

AICPA Audit and Accounting Manual
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SQCS =

Statement on Quality Control Standards

SSAE =

Statement on Standards for Attestation Engagements

SSARS =

Statement on Standards for Accounting and Review Services
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9-05

.06 The manual is in looseleaf format in anticipation of updating and expansion. Changes are expected
to arise from three main sources:

(1)

Comments and suggestions from practitioners. Since this manual is a product of AICPA staff,
not of a committee of practitioners, it is particularly important that practitioners advise the staff
on any suggestions for material that could be improved or added.

(2)

Issuance of new official pronouncements.

(3)

Other additions to or deletions from the manual as a result of continued staff study.

Comments and suggestions should be addressed to:

Accounting and Auditing Publications
AICPA
Harborside Financial Center
201 Plaza III
Jersey City, NJ 07311-3881
or call Karin Glupe at (201) 938-3142. .

.07 For disclosure checklists and illustrative financial statements, obtain the AICPA looseleaf service
entitled Financial Statement Preparation Manual (FSP). The FSP includes disclosure checklists and illustrative
financial statements for the following:
Cash- and Tax-Basis Financial Statements

Common Interest Realty Associations

Construction Contractors
Corporations

Defined Benefit Pension Plans
Defined Contribution Pension Plans

Depository and Lending Institutions: Banks and Savings Institutions, Credit Unions,
Finance Companies, and Mortgage Companies
Development Stage Enterprises

Health and Welfare Benefit Plans
Health Care Organizations

Investment Companies
Life and Health Insurance Entities

Not-for-Profit Organizations
Oil and Gas Producers
Personal Financial Statements

Property and Liability Insurance Companies

Prospective Financial Statements
Real Estate Ventures

State and Local Governments

AAM §1100.06
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To order, call the AICPA Service Center Operations at (888) 777-7077, or go online at www.cpa2biz.com.

Robert Durak, Director—Accounting and Auditing Publications

AICPA TECHNICAL HOTLINE
The AICPA Technical Hotline answers members' inquir
ies about accounting, auditing, attestation, compilation,
and review services.

Call Toll Free
(888) 777-7077
This service is free to AICPA members.

[The next page is 1201.]
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1201

AAM Section 1200

How to Use the Audit and
Accounting Manual
Overview
.01 The Audit and Accounting Manual (AAM) is designed to provide practitioners with the tools needed
to help plan, perform, and report on audit, review, and compilation engagements. The AAM is not intended
to serve as a complete or comprehensive quality control system, and is not intended to be used in connection with
the audits of entities that are required to be audited under standards set by the PCAOB. The AAM is
comprised of the following sections:

Section No.

Section Name

2000
3000
4000
5000
6000
7000
8000
9000
10,000
11,000
12,000
13,000
14,000

Compilation and Review
Engagement Planning & Administration
Internal Control
Audit Approach & Programs
Audit Documentation
Correspondence, Confirmations & Representations
Alerts
Supervision, Review & Report Processing
Accountants' Reports
Quality Control
State and Local Governments
Government Auditing Standards
Circular A-133

AICPA Audit and Accounting Manual
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Audits
.02 To perform an engagement in accordance with generally accepted auditing standards (GAAS) an
auditor must comply with the General Standards, the Standards of Field Work, the Standards of Reporting,
and the Quality Control Standards.
.03 The general standards are concerned with the qualifications of the auditor and the qualitative aspect
of the work performed. They specifically address the auditor's training and proficiency, independence, and
due care in the performance of work.

.04 The standards of field work address the manner used by the auditor to perform the audit. This
standard begins with the appointment of the auditor and ends with the auditor communicating to those
responsible for the oversight of financial reporting of the entity being audited.

.05 The standards of reporting are concerned with the opinion the auditor renders on the client's financial
statements.
.06 The AAM will assist the auditor in performing an audit, in accordance with GAAS, in the following
ways:
a.

The Quality Control section [AAM section 11,000] includes sample forms which can be used by a
firm to document its adherence to the AICPA requirement for a System of Quality Control for a CPA
Firm. Included in this section are forms that relate to the five elements of Quality Control:
•

Independence, Integrity, and Objectivity

•

Personnel Management

•

Acceptance and Continuance of Clients and Engagements

•

Engagement Performance

•

Monitoring

b.

The Engagement Planning & Administration section [AAM section 3000] provides guidance in the
planning stage. Included in this section are various formats of audit assignment controls, engagement
letters, and a planning program.

c.

The Internal Control section [AAM section 4000] conforms to the Internal Control—Integrated Frame
work, published by the Committee of Sponsoring Organizations of the Treadway Commission (the
COSO report) and the Audit Guide Consideration of Internal Control in a Financial Statement Audit. This
section provides guidance in evaluating internal control by utilizing checklists, questionnaires, and
other generalized aids.

d. The Audit Approach & Programs section [AAM section 5000] explains how the auditor should design
audit programs as well as providing an illustrative audit program which can be used to assist the
auditor in designing an audit program for specific clients.

e.

The Audit Documentation section [AAM section 6000] provides the auditor with a general discussion
of the purpose of audit documentation.

f.

The Correspondence, Confirmations & Representations section [AAM section 7000] provides the
auditor with numerous examples of confirmations, illustrative inquiries to legal counsel, repre
sentation letters, communications with audit committees, as well as a reliance letter.

g. The Supervision, Review & Report Processing section [AAM section 9000] provides the auditor with
an overview of supervision and review procedures as well as engagement review programs for the
in-charge accountant and the partner responsible for the engagement. It also provides procedures
for processing the report.
AAM §1200.02
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h. The Accountants' Reports section [AAM section 10,000] addresses the format of the accountants'
report and numerous examples of the auditor's report.

Compilation and Review Services
.07 To perform either a review or compilation engagement in accordance with Statements on Standards
for Accounting and Review Services (SSARS), an accountant must comply with the standards promulgated
by the Accounting and Review Services Committee. There have been eleven statements issued.
.08 SSARS No. 1, Compilation and Review of Financial Statements (AR section 100), provides guidance to
accountants concerning the standards and procedures applicable to compilation and review services for a
nonpublic entity. The statement also provides examples of standard single year reports and departures from
those reports.

.09 SSARS No. 2, Reporting on Comparative Financial Statements (AR section 200), establishes standards for
reporting on comparative financial statements of a nonpublic entity when one or more prior periods have
been compiled or reviewed in accordance with SSARS No. 1 (AR section 100).
.10 SSARS No. 3, Compilation Reports on Financial Statements Included in Certain Prescribed Forms (AR
section 300), provides an alternative form of standard compilation report when reporting on a prescribed
form calls for a departure from generally accepted accounting principles (GAAP).
.11 SSARS No. 4, Communications Between Predecessor and Successor Accountants (AR section 400), provides
guidance to a successor accountant who communicates with a predecessor accountant regarding acceptance
of an engagement to compile or review financial statements of a nonpublic entity.

.12

SSARS No. 5 (Deleted by SSARS No. 7).

.13 SSARS No. 6, Reporting on Personal Financial Statements Included in Written Personal Financial Plans (AR
section 600), provides an exemption from SSARS No. 1 for personal financial plans.

.14 SSARS No. 7, Omnibus Statement on Standards for Accounting and Review Services—1992.
.15 SSARS No. 8, Amendment to Statements on Standards for Accounting and Review Services No. 1, Compi
lation and Review of Financial Statements (AR section 100), provides communication and performance
requirements for unaudited financial statements submitted to a client that are not expected to be used by a
third party.

.16 SSARS No. 9, Omnibus Statement on Standards for Accounting and Review Services—2002 (AR sections
100 and 400).

.17 SSARS No. 10, Performance of Review Engagements (AR section 100), expands on previous guidance on
analytical procedures, inquiries, and other review procedures.
.18 SSARS No. 11, Standards for Accounting and Review Services (AR section 50), clarifies the standards by
which the SSARS are issued and defines terms that are used to describe certain publications. SSARS No. 11
also amends SSARS No. 2, paragraph 17, footnote 9 (AR section 200.17, footnote 9).
.19 SSARS No. 12, Omnibus Statement on Standards for Accounting and Review Services—2005 (AR sections
100 and 200).
AICPA Audit and Accounting Manual
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.20 SSARS No. 13, Compilation of Specified Elements, Accounts, or Items of a Financial Statement (AR section
110), expands SSARS to apply when an accountant is engaged to compile or issues a compilation report on
one or more specified elements, accounts, or items of a financial statement.
.21 SSARS No. 14, Compilation of Pro Forma Financial Information (AR section 120), expands SSARS to apply
when an accountant is engaged to compile or issues a compilation report on pro forma financial information.

.22 The AAM will assist the accountant in performing compilation and review engagements in accord
ance with SSARS in the following ways:
a.

The Engagement Planning and Administration section [AAM section 2200] provides guidance in the
planning stage. Addressed are engagement letters, changes in the level of service for the engagement,
sample acceptance form, sample information form, and sample engagement letters.

b.

The Working Papers section [AAM section 2300] provides sample procedures for both compilation
and review engagements, representation letters, and checklists.

c.

The Form and Content of Financial Statements [AAM section 2400] provides guidance on the
statements, notes, supplementary information, and subsequent discovery of facts.

d. The Accountants' Reports section [AAM section 2500] includes examples of several reports for the
engagement.

e.

The Special Areas section [AAM section 2600] addresses prescribed forms and specified elements.

.23 It is suggested that the accountant also review the following areas when performing compilation and
review engagements for additional guidance:

Correspondence, Confirmations & Representations [AAM section 7000]
Quality Control [AAM section 11,000]

Audit Risk Alerts
.24 The Audit Risk Alerts section [AAM section 8000] is intended to provide accountants with an
overview of recent economic, professional, and regulatory developments that may affect their engagements.

[The next page is 2001.]
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Compilation and Review
This manual is a nonauthoritative practice aid and does not include extensive explanation or discussion
of authoritative pronouncements. Users of this manual should refer directly to applicable authoritative
pronouncements when appropriate.

The exhibits are for illustrative purposes only. They are included as conveniences for users of this
manual who may want points of reference when preparing working papers or a report for a compilation
or review engagement.
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AAM Section 2100
Introduction
.01 Statements on Standards for Accounting and Review Services (SSARS) are issued by the American
Institute of Certified Public Accountants (AICPA) Accounting and Review Services Committee (ARSC), the
senior technical committee of the AICPA designated by its Council to issue pronouncements in connection
with unaudited financial statements and other unaudited financial information of nonpublic entities. (A
complete listing of SSARS and the full text can be found in AICPA Professional Standards, vol. 2.) A nonpublic
entity is defined as any entity other than (a) one whose securities trade in a public market either on a stock
exchange or over the counter, (b) one that files with a regulatory agency in preparation for the sale of any
class of its securities in a public market, or (c) subsidiary, corporate joint venture, or other entity controlled
by an entity covered by (a) or (b). Thus, if an entity does not fall into either category (a), (b), or (c) in the above
definition, it is a nonpublic entity.

.02 Although SSARS applies only to engagements involving nonpublic entities, there are circumstances
when an accountant may perform a review of financial statements of a public entity under SSARS. For
example, paragraph 1 of SSARS No. 7, Omnibus Statement on Standards for Accounting and Review Services—
1992, notes that when a public entity does not have its annual financial statements audited, an accountant
may review the entity's annual or interim financial statements in accordance with SSARS as permitted by
footnote 4 of Statements on Auditing Standards (SAS) No. 26, Association With Financial Statements (AU
section 504.05).

Standards for Accounting and Review Services
.03 An accountant must perform a compilation or review of a nonpublic entity in accordance with SSARS
issued by the AICPA. SSARS provide a measure of quality and the objectives to be achieved in both a
compilation and review.
.04 The SSARS are issued by ARSC and provide performance and reporting standards for compilations
and reviews.
.05 Rule 202, Compliance With Standards, of the AICPA Code of Professional Conduct (ET section 202.01),
requires an AICPA member who performs compilations or reviews to comply with standards promulgated
by ARSC. The ARSC develops and issues standards in the form of SSARS through a due process that includes
deliberations in meetings open to the public, public exposure of proposed SSARS, and a formal vote. The
SSARS are codified.
.06 The accountant should have sufficient knowledge of the SSARS to identify those that are applicable
to his or her engagement. The nature of the SSARS requires an accountant to exercise professional judgment
in applying them. The accountant should be prepared to justify departures from the SSARS.

Interpretative Publications
.07 Interpretative publications consist of compilation and review Interpretations of the SSARS, appendixes
to the SSARS, compilation and review guidance included in AICPA Audit and Accounting Guides, and
AICPA Statements of Position to the extent that those Statements are applicable to compilation and review
engagements. Interpretative publications are not standards for accounting and review services. Interpretative
AICPA Audit and Accounting Manual

AAM §2100.07

2102

Compilation and Review

68

9-05

publications are recommendations on the application of the SSARS in specific circumstances, including
engagements for entities in specialized industries. An interpretative publication is issued after all ARSC
members have been provided an opportunity to consider and comment on whether the proposed interpre
tative publication is consistent with the SSARS.

.08 The accountant should be aware of and consider interpretative publications applicable to his or her
compilation or review. If the accountant does not apply the guidance included in an applicable interpretative
publication, the accountant should be prepared to explain how he or she complied with the SSARS provisions
addressed by such guidance.

Other Compilation and Review Publications
.09 Other compilation and review publications include AICPA accounting and review publications not
referred to above; AICPA's annual Compilation and Review Alert; compilation and review articles in the Journal
of Accountancy and other professional journals; compilation and review articles in AICPA's The CPA Letter;
continuing professional education programs and other instruction materials, textbooks, guide books, com
pilation and review programs, and checklists; and other compilation and review publications from state CPA
societies, other organizations, and individuals.1 Other compilation and review publications have no authori
tative status; however, they may help the accountant understand and apply the SSARS.

.10 If an accountant applies the guidance included in an other compilation and review publication, he
or she should be satisfied that, in his or her judgment, it is both relevant to the circumstances of the
engagement, and appropriate. In determining whether an other compilation and review publication is
appropriate, the accountant may wish to consider the degree to which the publication is recognized as being
helpful in understanding and applying the SSARS and the degree to which the issuer or author is recognized
as an authority in compilation and review matters. Other compilation and review publications published by
the AICPA that have been reviewed by the AICPA Audit and Attest Standards staff are presumed to be
appropriate.

Overview of SSARS and Interpretations
.11
•

ARSC has issued fourteen Statements on Standards for Accounting and Review Services. They are

SSARS No. 1, Compilation and Review of Financial Statements (December 1978)

Replaced the former unaudited engagement standards contained in SAS No. 1. The statement
provides guidance to CPAs concerning the standards and procedures applicable to engagements to
compile or review financial statements. It does not establish standards or procedures for other
services (e.g., tax return preparation or bookkeeping services).
•

SSARS No. 2, Reporting on Comparative Financial Statements (October 1979)
Applies to reports on any comparative financial statements that include current period compiled or
reviewed financial statements of an entity that is nonpublic as of the current period. Otherwise, SASs
would apply.

•

SSARS No. 3, Compilation Reports on Financial Statements Included in Certain Prescribed Forms (December
1981)

Amends SSARS Nos. 1 and 2 to provide for an alternative form of standard compilation report on
prescribed forms that call for departures from GAAP. It applies to any standard, preprinted form
designed or adopted by the body to which it is submitted (e.g., a bank).
1 The accountant is not expected to be aware of the full body of other compilation and review publications.
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•

SSARS No. 4, Communications Between Predecessor and Successor Accountants (December 1981)
Provides guidance to a successor who decides to communicate with a predecessor. The standard
does not require communication and does require the predecessor to respond if authorized by
the client.

•

SSARS No. 5, Reporting on Compiled Financial Statements (July 1982; Deleted November 1992 by the
issuance of SSARS No. 7)

All of the former SSARS No. 5 requirements are now included in SSARS Nos. 1,2, and 3.
•

SSARS No. 6, Reporting on Personal Financial Statements Included in Written Personal Financial Plans
(September 1986)

Provides an optional exemption from SSARS No. 1 if the accountant establishes an understanding
with the client, preferably in writing, that the financial statements:

•

—

Will be used solely to assist the client and the client's advisors to develop the client's personal
financial goals and objectives

—

Will not be used to obtain credit or for any other purpose

—

Indicate that nothing comes to the CPA's attention during the engagement that causes him to
believe that the financial statements will be used to obtain credit or for other purposes

SSARS No. 7, Omnibus Statement on Standards for Accounting and Review Services—1992 (November 1992)
Contains a number of technical amendments to various standards.

•

SSARS No. 8, Amendment to Statement on Standards for Accounting and Review Services No. 1, Compila
tion and Review of Financial Statements (October 2000)

Amends SSARS No. 1 to create a management-use-only compilation (and make other changes).
•

SSARS No. 9, Omnibus Statement on Standards for Accounting and Review Services—2002 (November
2002)

Contains a number of technical amendments to SSARS No. 1 and SSARS No. 4.
•

SSARS No. 10, Performance of Review Engagements (May 2004)

Amends SSARS No. 1, Compilation and Review of Financial Statements, by:

•

—

Expanding on previously provided guidance on analytical procedures, inquiries, and other
review procedures

—

Providing inquiries regarding fraud that the accountant should consider making in a review
engagement

—

Requiring representations regarding fraud in the management representation letter

—

Clarifying and providing guidance regarding documentation in a review engagement

SSARS No. 11, Standards for Accounting and Review Services (May 2004)

—

Establishes a SSARS hierarchy

—

Makes practitioners aware of the appropriate literature and the standing of various publications
in the SSARS hierarchy

—

In addition, it amends footnote 9 of SSARS No. 2, Reporting on Comparative Financial Statements,
so that it conforms with the guidance in footnote 29 of SAS No. 58, Reports on Audited Financial
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Statements, which states that a successor auditor may name the predecessor auditor if the
predecessor auditor's practice was acquired by, or merged with, that of the successor auditor
•

SSARS No. 12, Omnibus Statement on Standards for Accounting and Review Services—2005 (July 2005)

Amends SSARS No. 1, Compilation and Review of Financial Statements, by:

— Requiring the accountant to establish an understanding with the client, that the accountant will
inform the appropriate level of management of any evidence or information that comes to the
accountant's attention during the performance of compilation or review procedures, that fraud
or an illegal act may have occurred
— Requiring the accountant to report, to the appropriate level of management, any evidence or
information that comes to the accountant's attention during the performance of compilation or
review procedures that fraud or an illegal act may have occurred

— Providing guidance as to when an accountant should obtain an updating representation letter
from management

— Providing guidance to accountants on restricting the use of reports issued pursuant to SSARS
Amends SSARS No. 2, Reporting on Comparative Financial Statements, to allow a successor accountant
to report on a restatement adjustment while indicating that a predecessor accountant reported on the
financial statements of the prior period before restatement.
•

SSARS No. 13, Compilation of Specified Elements, Accounts, or Items of a Financial Statement (July 2005)
Provides guidance on performance and reporting requirements for an accountant who is engaged to
compile or issues a compilation report of one or more specified elements, accounts, or items of a
financial statement. Examples of specified elements, accounts, or items of a financial statement that
an accountant may compile include schedules of rentals, royalties, profit participation, or provision
for income taxes.

•

SSARS No. 14, Compilation of Pro Forma Financial Information (July 2005)
Provides guidance on performance and reporting requirements for an accountant who is engaged to
compile or issues a compilation report on pro forma financial information.

.12 SSARS No. 1 (AR section 100) defines a compilation of financial statements and a review of financial
statements. A compilation of financial statements is defined as presenting in the form of financial statements
information that is the representation of management (owners) without undertaking to express any assur
ance on the financial statements. A review of financial statements involves performing inquiry and analytical
procedures to provide the accountant with a reasonable basis for expressing limited assurance that there are
no material modifications that should be made to the financial statements for them to be in conformity with
generally accepted accounting principles or, if applicable, with another comprehensive basis of accounting
(OCBOA).
.13

Paragraph 4 of SSARS No. 1 (AR section 100.04) defines a financial statement as:

A presentation of financial data, including accompanying notes, derived from the accounting records
intended to communicate an entity's economic resources or obligations at a point in time, or the changes
therein for a period of time, in accordance with generally accepted accounting principles or a compre
hensive basis of accounting other than generally accepted accounting principles. Financial forecasts,
projections, and similar presentations, and financial presentations included in tax returns are not
financial statements for purposes of this statement. SSARS No. 1 also gives the following specific
examples of financial statements:
•

Balance sheet

•

Statement of income

AAM §2100.12

Copyright © 2005, American Institute of Certified Public Accountants, Inc.

68

Introduction

9-05

•

Statement of comprehensive income

•

Statement of retained earnings

•

Statement of cash flows

•

Statement of changes in owners' equity

•

Statement of assets and liabilities (with or without owners' equity accounts)

•

Statement on revenues and expenses

•

Statement of financial position

•

Statement of activities

•

Summary of operations

•

Statement of operations by product lines

•

Statement of cash receipts and cash disbursements

2105

.14 Paragraphs 20 and 21 of SSARS No. 1, as amended by SSARS No. 8 (AR section 100.20-.21), include
guidelines regarding an accountant's communications with the client when the compiled financial state
ments are not expected to be used by a third party. Paragraph 4 of SSARS No. 1 (AR section 100.04), as
amended, defines third parties as all parties except for members of management who are knowledgeable
about the nature of the procedures applied and the basis of accounting and assumptions used in the
preparation of the financial statements. This definition by exception indicates that all parties are third parties
except for certain members of management who are knowledgeable enough about the business to put the
information in the proper context.

.15 SSARS No. 2 (AR section 200) as amended by SSARS No. 11 (AR section 200.17) and SSARS No. 12
(AR section 200.27-.29), establishes the standards for reporting on comparative financial statements of a
nonpublic entity when the statements of one or more periods have been compiled or reviewed under SSARS
No. 1 (AR section 100).

Practice Tip

If prior-period financial statements are not presented in columnar form, they do not meet the SSARS No. 2
definition of comparative financial statements and, therefore, are not subject to the reporting requirements
of SSARS No. 2. In addition, the requirements of SSARS No. 2 do not apply to prior-period financial
statements in a client-prepared document that are presented on separate pages from the financial statements
that are reported on by the accountant. However, the document should include an indication (generally on
the face of the financial statements) that the accountant has not compiled or reviewed the prior-period
financial statements and assumes no responsibility for them.

.16 SSARS No. 3 (AR section 300) amends SSARS Nos. 1 and 2 (AR sections 100 and 200) to provide an
alternative form of compilation report when a prescribed form calls for a departure from generally accepted
accounting principles (GAAP). Paragraph 2 of SSARS No. 3 (AR section 300.02), defines a prescribed form
as any standard, preprinted form designed or adopted by the body to which it is intended to be submitted
(e.g., banks and governmental bodies).
.17 SSARS No. 3 (AR section 300) does not prohibit the accountant from issuing a SSARS No. 1 (AR
section 100) compilation report that identifies GAAP departures in accordance with paragraphs 46 through
48 of SSARS No. 1 (AR section 100.46-.48). A SSARS No. 3 report is specifically designed to provide an
AICPA Audit and Accounting Manual
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alternative form of reporting when a prescribed form calls for a GAAP departure. This alternative form of
reporting is available only for a compilation service and not for a review service.

.18 SSARS No. 4 (AR section 400), as amended by SSARS Nos. 7 and 9, provides guidance on required,
as well as, optional communications between predecessor and successor accountants. SSARS No. 7 amended
SSARS No. 4 to require the successor accountant to request the client to communicate with the predecessor
accountant, if the successor accountant becomes aware of information that may require revision of financial
statements reported on by the predecessor accountant. SSARS No. 9 amends SSARS No. 4 by providing
guidance on communications between accountants when the successor accountant decides to communicate
with the predecessor regarding acceptance of an engagement. The amendment defines predecessor and
successor accountants, provides guidance regarding acceptance of an engagement, suggests inquiries the
successor accountant may decide to ask the predecessor accountant, and includes an example successor
accountant acknowledgement letter, which the predecessor may want to use in connection with granting
access to working papers.
.19 Under SSARS No. 6 (AR section 600.02), an accountant may submit a written personal financial plan
containing unaudited personal financial statements to a client without issuing a report under SSARS No. 1
(AR section 100), as amended, when all of the following conditions exist—

•

The accountant establishes an understanding with the client that the financial statements (i) will be
used solely to assist the client and the client's advisors to develop the client's personal financial goals
and objectives and (ii) will not be used to obtain credit or for any purpose other than developing the
aforementioned goals and objectives.

•

Nothing comes to the accountant's attention during the engagement that would cause him or her to
believe that the financial statements will be used to obtain credit or for any purpose other than
developing the client's financial goals and objectives.

. 20 Examples of implementation of a personal financial plan by a client's advisors include use of the
plan by—
•

An insurance broker who will identify specific insurance products

•

An investment adviser who will provide specific recommendations about the investment
portfolio.

•

An attorney who will draft a will or trust documents.

. 21 An accountant following the exemption under SSARS No. 6 (AR section 600) should issue a written
report stating that the unaudited financial statements—
•

Are designed solely to help develop thé financial plan.

•

May be incomplete or contain departures from GAAP and should not be used to obtain credit or for
any purpose other than developing the plan.

•

Have not been audited, reviewed, or compiled.

.22

SSARS No. 7, which is an omnibus statement, among other things—

•

Clarified the applicability of SSARS No. 1 (AR section 100) by indicating that, in certain circumstances,
an accountant may perform a review of a public company under the provisions of SSARS.

•

Eliminated the prohibition against merely typing or reproducing financial statements without
modification and defined the term submission of financial statements.2

2 The term submission of financial statements has since been redefined by SSARS No. 8.
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•

Made explicit that the accountant is not required to communicate to a client errors that are not
material and fraud or illegal acts that are clearly inconsequential.

•

Modified the SSARS review report to differentiate it from the review report presented in SAS No.
100 (AU section 722), Interim Financial Information, as well as the review and compilation report to
clarify that the standards referred to in the reports are Statements on Standards for Accounting and
Review Services.

•

Required a client representation letter when performing a review engagement under SSARS.

•

Clarified the accountant's reporting responsibilities in a compilation or review engagement when he
or she decides there is an uncertainty about an entity's ability to continue as a going concern.

. 23 SSARS No. 8 amends SSARS No. 1 (AR section 100) to provide communication and performance
requirements for unaudited financial statements submitted to a client that are not expected to be used by a
third party. Submission of financial statements is defined as presenting to a client or third parties financial
statements that the accountant has prepared either manually or through the use of computer software. The
following two actions are necessary in order to submit financial statements—(1) prepare financial statements,
either manually or through the use of computer software, and (2) present the financial statements to a client
or third party. [SSARS No. 1 sets forth the performance and communication requirements when an
accountant submits unaudited financial statements of a nonpublic entity to his or her client or third parties.]
. 24 SSARS No. 8 amends SSARS No. 1 (AR section 100) to create a provision for management-use-only
financial statements (when an accountant submits financial statements to a client that are not reasonably
expected to be used by a third party) indicating that he or she should document an understanding with the
client through the use of an engagement letter or follow the requirements in SSARS No. 1 for issuing a
compilation report.
. 25 SSARS No. 9 is an omnibus statement. Following is a summary of the amendments included in SSARS
No. 9—
•

The auditing literature permits an accountant who may be associated with financial statements
of a public company, but has not audited or reviewed such statements to state that he or she has
not audited the unaudited information and includes illustrative report wording. This guidance is
also appropriate for compilation and review engagements; however, SSARSs currently does not
include illustrative wording. This amendment revises SSARS No. 1, Compilation and Review of
Financial Statements (AR section 100.03), to include wording that may be appropriate under the
circumstances.

•

SSARS No. 9 includes two footnotes to SSARS No. 1 (AR section 100.14 and 100.42), stating (1) the
statement of retained earnings is not a required statement and, if not presented as a separate
statement, reference in the compilation and review report is not needed and (2) if the statement of
comprehensive income is presented, reference should be made in the appropriate paragraphs of the
report.

•

SSARSs did not specifically require a signature of the accounting firm or the accountant on a review
or compilation report. This amendment revises SSARS No. 1 (AR section 100.11 and 100.39) to require
a signature.

•

SSARS No. 9 requires the accountant to obtain specific representations from management when
performing a review engagement, provides guidance on the dating of the letter, and provides
guidance regarding obtaining representations from current management when they were not present
during all periods covered by the accountant's report.

•

SSARS No. 9 explicitly permits the accountant to issue a separate report on supplementary informa
tion in a compilation engagement, consistent with guidance on supplemental information in a review
report.
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•

SSARS No. 9 clarifies that although an effective quality control system is conducive to compliance
with SSARSs, deficiencies in or noncompliance with a firm's quality control system do not, in and of
themselves, indicate that an engagement was not performed in accordance with the applicable
professional standards.

•

SSARS No. 9 defines predecessor and successor accountants, provides guidance regarding acceptance
of an engagement, suggests inquiries the successor accountant may decide to ask the predecessor
accountant, and includes an illustrative successor-accountant acknowledgment letter that the prede
cessor may want to use in connection with granting access to the working papers.

.26 Every standard does not apply to every engagement. SSARS No. 1 (AR section 100), as amended by
SSARS Nos. 7, 8, 9, 10, and 12, generally applies to any engagement in which the accountant submits
financial statements to a client or third parties (compilation or review engagement). SSARS No. 2 (AR section
200) applies to any engagement to report on comparative financial statements.

.27 SSARS No. 3 (AR section 300) and SSARS No. 6 (AR section 600) are considered optional exemptions
from SSARS No. 1 (AR section 100). (SSARS No. 1 applies unless the conditions in SSARS No. 3 or SSARS
No. 6 are met.) SSARS No. 3 is considered a partial exemption and applies if the engagement is to compile
financial statements contained in certain prescribed forms. The performance standards in SSARS No. 1 apply,
but the reporting standards are replaced by the special reporting requirements of SSARS No. 3. SSARS No.
6 is considered a complete exemption from SSARS No. 1. If the SSARS No. 6 conditions are met, SSARS No.
1 does not apply.
.28 SSARS No. 4 (AR section 400) contains recommended communication guidance for any compilation
or review engagement where a change of accountants has occurred.
.29

Exhibit 2100-1 illustrates the interactions between the standards:

Exhibit 2100-1—Interaction of SSARS

Will you
submit
financial
statements?

SSARS No. 1
(as amended by SSARS Nos. 7, 8, 9,10, and 12)

or
SSARS No. 3

SSARS No. 2 if
comparative
statements are
presented

Guidance in
SSARS No. 4
(as amended by
SSARS No. 9)

or
SSARS No. 6

.30 Illustrative reports to be issued under the provisions of SSARS Nos. 1 through 14 can be found in
AAM sections 2610, 2620, and 2710.
.31 In addition to SSARS Nos. 1 through 14, interpretations issued by the staff of ARSC provide timely
guidance on applying SSARS. An interpretation is not as authoritative as a SSARS, but accountants may have
to justify departure from an interpretation's guidance if the quality of their work is questioned. The following
interpretations have been issued by the staff.

Interpretations of SSARS No. 1
.32 No. 1—Omission of Disclosures in Reviewed Financial Statements (AR section 9100.01-.02, December
1979; revised November 2002; revised May 2004) This interpretation precludes the accountant from accepting
AAM §2100.26
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an engagement to review financial statements that omit substantially all the disclosures required by GAAP.
This interpretation gives guidance on the reporting implications if an accountant who has undertaken a
review of financial statements subsequently finds that the client declines to include substantially all required
disclosures.

.33 No. 2—Financial Statements Included in SEC Filings (AR section 9100.03-.05, December 1979) This
interpretation basically concludes that a compilation or review report should not be filed with the SEC.
.34 No. 3—Reporting on the Highest Level of Service (AR section 9100.06-.12, December 1979; revised
October 2000) This interpretation requires that if an accountant provides more than one level of service on
the same financial statements, the financial statements should be accompanied by the accountant's report that is
appropriate for the highest level of service provided. This interpretation does not preclude the accountant
from using procedures that go beyond those required for the level of assurance expressed. Nor does this
interpretation require that the accountant "step up" the level of his or her report if the accountant uses
procedures that go beyond those required for the level of assurance expressed.
.35 No. 4—Discovery of Information After the Date of the Accountant's Report (AR section 9100.13-.15,
November 1980; revised November 2002; revised May 2004) The interpretation emphasizes the need for
professional judgment in determining an appropriate course of action when information becomes available
after the date of the accountant's report and that information causes the accountant to believe that the
compiled or reviewed financial statements may be incorrect, incomplete, or otherwise unsatisfactory. This
interpretation instructs the accountant to consider the reliability of the information and the existence of
persons known to be relying on or likely to rely on the financial statements when making a decision about
an appropriate course of action.

.36 No. 5—Planning and Supervision (AR section 9100.16-17, August 1981; revised November 2002) The
interpretation clarifies that the audit guidance in "Planning and Supervision," does not apply to compilation or
review engagements. However, this interpretation suggests that the accountant may wish to consider SAS
No. 22, Planning and Supervision (AU section 311), and other references when planning and supervising a
compilation or review engagement.

.37 No. 6—Withdrawal From Compilation or Review Engagement (AR section 9100.18-.22, August 1981;
revised November 2002) The interpretation identifies circumstances in which it is appropriate for an
accountant to withdraw from an engagement. Circumstances suggested include those in which the nature,
extent, and probable effect of GAAP departures or departures from an OCBOA might cause the accountant
to question whether the departures are a result of the preparer's intention to mislead those who might
reasonably be expected to use the financial statements. The accountant would also withdraw from a
compilation or review engagement if the financial statements are not revised after the accountant requests
that revisions be made, and the client refuses to accept the modified standard report that the accountant
believes is appropriate.
.38 No. 7—Reporting When There Are Significant Departures From Generally Accepted Accounting Principles
(AR section 9100.23-.26, August 1981; revised November 2002; revised May 2004) The interpretation
indicates that a statement in a compilation or review report that the financial statements are not in conformity
with GAAP or an "other comprehensive basis of accounting" would be tantamount to expressing an adverse
opinion on the financial statements taken as a whole; therefore, an accountant is precluded from making
such a statement. Such an opinion can be expressed only in the context of an audit engagement. This
interpretation does not preclude the accountant from emphasizing the limitation of the financial statements
in a separate paragraph of the report. This separate paragraph is not, however, a substitute for disclosure of
the specific GAAP or OCBOA departures or the effects of the departures.
.39 No. 8—Reports on Specified Elements, Accounts, or Items of a Financial Statement (AR section 9100.27-.28,
November 1981; revised January 2001; revised November 2002; revised September 2003; revised May 2004)
The interpretation has been rescinded by the issuance of SSARS No. 13, July 2005.
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.40 No. 9—Reporting When Management Has Elected to Omit Substantially All Disclosures (AR section
9100.29-.30, May 1982) The interpretation allows the accountant to modify the language in the sample report
in paragraph 18 of SSARS No. 1 from "Management has elected to omit substantially all disclosures."
However, this interpretation stresses that the language used should clearly indicate that the omission of
substantially all disclosures is the entity's decision, not the accountant's. The interpretation encourages the
use of the language in the sample report in paragraph 18 of SSARS No. 1.
.41 No. 10—Reporting on Tax Returns (AR section 9100.31-.32, November 1982) SSARSs do not apply to
tax returns. The interpretation exempts the accountant from compiling the financial information contained
in a tax return, although the accountant may accept an engagement to compile or review such a presentation.

.42 No. 11—Reporting on Uncertainties (AR section 9100.33-.40, December 1982; revised November 2002;
revised May 2004) The interpretation directs the accountant to paragraphs 10 and 11 of SAS No. 59, The
Auditor's Consideration of an Entity's Ability to Continue as a Going Concern (AU section 341.10-.11), for guidance
in evaluating the disclosure of uncertainties. This interpretation does not require the accountant to modify
his or her report if uncertainties are appropriately disclosed in the financial statements; nor does the
interpretation require modification of a compilation report on financial statements that omit substantially
all disclosures required by GAAP, provided the report clearly indicates the omission and says that the client's
decision to omit the disclosures was not, to the accountant's knowledge, undertaken with the intention of
misleading users of the statements. The interpretation suggests, but does not require, language that may be
used if an accountant wishes to draw attention to an uncertainty in an emphasis paragraph of a compilation
or review report.

.43 No. 12—Reporting on a Comprehensive Basis of Accounting Other Than Generally Accepted Accounting
Principles (AR section 9100.41-.45, December 1982; revised November 1992 and October 2000) The interpre
tation illustrates how the standard compilation and review reports should be modified if financial statements
are prepared on another comprehensive basis of accounting. Footnotes to the financial statements should
state the basis of presentation and describe how that basis differs from GAAP. If footnotes present this
information, the standard compilation and review reports should be appropriately modified to identify the
financial statement title (e.g., Balance Sheet—Income Tax Basis). When an accountant compiles OCBOA
financial statements that omit substantially all disclosures, either a footnote or a note to those statements
should disclose the basis of accounting. If that disclosure is not made, the following sentence should be added
to the first paragraph of the accountant's report:

The financial statements have been prepared on the accounting basis used by the Company
for federal income tax purposes, which is a comprehensive basis of accounting other than
generally accepted accounting principles.
.44 No. 13—Additional Procedures (AR section 9100.46-.49, March 1983; revised October 2000; revised
November 2002; revised May 2004) The interpretation permits the accountant to perform additional procedures
in a compilation or review engagement without requiring the accountant to change the engagement level.
.45 No. 14—Reporting on Financial Statements When the Scope of the Accountant's Procedures Has Been
Restricted (AR section 9100.50-.53, Withdrawn—April 1990)
.46 No. 15—Differentiating a Financial Statement Presentation From a Trial Balance (AR section 9100.54-.57,
September 1990; revised October 2000) The interpretation identifies the attributes of a financial statement
and those of a trial balance. It assists an accountant in determining whether a financial statement presentation
is a financial statement, requiring compliance with the provisions of SSARS No. 1, or a trial balance, which
does not require compliance with the provisions of SSARS No. 1.

.47 No. 16—Determining if the Accountant Has "Submitted" Financial Statements Even When Not Engaged to
Compile or Review Financial Statements (AR section 9100.58-.60, Withdrawn by the issuance of SSARS No.
7—November 1992)
AAM §2100.40
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.48 No. 17—Submitting Draft Financial Statements (AR section 9100.61-62, September 1990; revised
October 2000) The interpretation prohibits an accountant from submitting draft financial statements without
intending to submit those financial statements in final form accompanied by an appropriate compilation or
review report. This interpretation requires that draft financial statements be so marked and suggests that an
accountant document the reasons why he or she intended to submit, but never submitted final financial
statements, should that situation occur.

.49 No. 18—Special-Purpose Financial Presentations to Comply With Contractual Agreements or Regulatory
Provisions (AR section 9100.63-.72, September 1990; revised January 2004; revised May 2004) The interpreta
tion permits an accountant, if asked to report on special-purpose financial statements prepared to comply
with a contractual agreement or regulatory provision that specifies a special basis of presentation, to issue a
compilation or review report on those financial statements in accordance with SSARS No. 1. The interpreta
tion describes how to report on presentations based on contractual agreements or regulatory provisions that
require a financial presentation that (1) does not constitute a complete presentation of the entity's assets,
liabilities, revenues, or expenses but is otherwise prepared in conformity with GAAP or OCBOA or (2) uses a
prescribed basis of accounting that does not result in a presentation in conformity with GAAP or OCBOA.
.50 No. 19—Reporting When Financial Statements Contain a Departure From Promulgated Accounting Princi
ples That Prevents the Financial Statements From Being Misleading (AR section 9100.73-.75, February 1991;
revised October 2000; revised November 2002; revised May 2004) The interpretation addresses Ethics Rule 203,
Accounting Principles of AICPA Code of Professional Conduct (ET section 203.01), which prohibits a member from
expressing an opinion that financial statements are presented in conformity with GAAP if the member is aware
that the statements contain a GAAP departure. If the statements contain a GAAP departure, and the member can
demonstrate that due to unusual circumstances compliance with GAAP would render the financial statements
misleading, the member can comply with Rule 203 by describing in the report the departure; its approximate
effects, if practicable; and the reasons why compliance with GAAP would result in misleading statements. The
interpretation indicates that if the circumstances contemplated by Rule 203 exist in a review engagement, the
accountant's review opinion should be unmodified, but the accountant's review report should be modified to
contain a separate paragraph, including the information required by Rule 203. The interpretation clarifies that
Rule 203 does not apply to compilation engagements. If the circumstances contemplated by Rule 203 exist in a
compilation engagement, an accountant should follow the guidance in paragraphs 46 through 48 of SSARS No.
1 for reporting on a compilation engagement with a GAAP departure.
.51 No. 20—Applicability of SSARS to Litigation Services (AR section 9100.76-.78, May 1991; revised
October 2000) SSARSs do not apply to financial statements submitted in litigation services that involve
pending or potential proceedings before a court, regulatory body, or governmental authority (or the agent
of any of these) such as a grand jury or an arbitrator (mediator) when the
•

Accountant is an expert witness or a "trier of fact" (or an agent for one).

•

Accountant's work is subject to detailed analysis and challenge by each party to the dispute.

•

Accountant is engaged by the attorney and protected by the attorney's work product privilege.

.52 No. 21—Applicability of SSARS No. 1 When Performing Controllership or Other Management Services (AR
section 9100.80-.84, July 2002) The interpretation clarifies that if the accountant is in the practice of public
accounting as defined by the AICPA's Code of Conduct (ET section 92.25) and is not a stockholder, partner,
director, officer, or employee of the entity, the accountant is required to follow the performance and
communication requirements of SSARS No. 1, including any requirement to disclose a lack of independence.
The interpretation further states that if the accountant is in the practice of public accounting and is also a
stockholder, partner, director, officer, or employee of the entity, the accountant may either (1) comply with
the requirements of SSARS No. 1, or (2) communicate, preferably in writing, the accountant's relationship
to the entity (for example, stockholder, partner, director, officer, or employee). In addition, if an accountant
is not in the practice of public accounting, the issuance of a report under SSARS would be inappropriate.
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.53 No. 22—Use of "Selected Information—Substantially All Disclosures Required by Generally Accepted
Accounting Principles Are Not Included" (AR section 9100.85-88, December 2002) The interpretation clarifies
that an accountant cannot label notes to the financial statements "Selected Information—Substantially All
Disclosures Required by Generally Accepted Accounting Principles Are Not Included" in situations where
substantially all disclosures are included. It further states that the omission of one or more notes, when
substantially all other disclosures are presented, should be treated in a compilation or review report like any
other departure from GAAP, and the nature of the departure and its effects, if known, should be disclosed.
The label "Selected Information—Substantially All Disclosures Required by Generally Accepted Accounting
Principles Are Not Included" is not intended to be used for the omission of (intentionally or unintentionally)
one or more disclosures and the accountant should use his or her judgment in determining the appropriate
ness of the label.

.54 No. 23—Applicability of Statements on Standards for Accounting and Review Services When an Accountant
Engaged to Perform a Business Valuation Derives Information From an Entity's Tax Return (AR section 9100.89-.92,
August 2003) This interpretation clarifies whether or not SSARS applies if an accountant derives financial
information from an entity's tax return, and such information is presented as part of the business valuation
report. The interpretation states that as discussed in paragraph 4 of SSARS No. 1, under the definition of a
financial statement, "Financial forecasts, projections and similar presentations, and financial presentations
included in tax returns are not financial statements for purposes of this Statement." Therefore, even if the
accountant has prepared the tax return, he or she has not prepared financial statements in accordance with
SSARS and the financial information derived from the tax return and presented as part of a business valuation
is not deemed to be submission of financial statements as contemplated by SSARS No. 1. It further states that
when an accountant, in the course of performing a business valuation engagement, derives financial
information from the client's tax return, or another accountant's audited, reviewed, or compiled financial
statements, or client-prepared financial statements, the accountant should refer to the source of the financial
information and include an indication in the business valuation report that the accountant has not audited,
reviewed, or compiled the financial information and that the accountant assumes no responsibility for the
information. However, if the accountant submits financial statements in the course of performing a business
valuation as defined in paragraph 4 of SSARS No. 1, then, at a minimum, the accountant should comply with
the provisions of SSARS applicable to a compilation engagement.
.55 No. 24—Reference to the Country of Origin in a Review or Compilation Report (AR section 9100.93-.94,
September 2003) The interpretation states that SSARS does not require the reference to the country of origin
as review and compilation reports refer to the American Institute of Certified Public Accountants. However,
there is no prohibition of the reference if the accountant believes it is appropriate under the circumstances
to include it in the report.

.56 No. 25—Omission of the Display of Comprehensive Income in a Compilation (AR section 9100.95-.99,
September 2003; revised May 2004) The interpretation clarifies that when an element of comprehensive
income is present, the display of comprehensive income can be omitted when issuing a compilation report
with substantially all disclosures omitted. FASB Statement No. 130, Reporting Comprehensive Income, requires
the display of comprehensive income when a full set of financial statements is presented in conformity with
generally accepted accounting principles. However, the display of comprehensive income may be omitted
by identifying the omission in the compilation report or engagement letter. In addition, the interpretation
also suggests wording if the accountant issues a compilation report on financial statements that omit
substantially all disclosures and the display of comprehensive income but include the statement of cash
flows. If the accountant compiles financial statements that include all disclosures but omit the display of
comprehensive income, the omission should be treated as a departure from generally accepted accounting
principles. It further states if an element of comprehensive income has not been computed, for example,
unrealized gains and losses arising from investments in marketable securities classified as "available for sale"
then the accountant should consider a departure from generally accepted accounting principles and follow
the guidance in paragraphs 42 through 44 of SSARS No. 1.
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.57 No. 26—Communicating Possible Fraud and Illegal Acts to Management and Others (AR section 9100.100.103, May 2004) This interpretation has been rescinded by the issuance of SSARS No. 12, July 2005.
.58 No. 27—Applicability of Statements on Standards for Accounting and Review Services to Reviews of
Nonissuers Who Are Owned by or Controlled by an Issuer (AR section 9100.104-.108, August 2005) This
interpretation clarifies whether accountants should perform reviews in accordance with the Public Company
Accounting Oversight Board or in accordance with SSARSs when engaged to review the separate financial
statements of a subsidiary, which itself is not an issuer.

Interpretation of SSARS No. 2
.59 No. 1—Reporting on Financial Statements That Previously Did Not Omit Substantially All Disclosures (AR
section 9200.01-.04, November 1980; revised November 2002) If the financial statements are compiled
(disclosures omitted) from financial statements that previously did not omit disclosures, the accountant's
reference to the previous reports should include a description or quotation of any report modification or
emphasis matter.

Interpretation of SSARS No. 3
.60 No. 1—Omission of Disclosures in Financial Statements Included in Certain Prescribed Forms (AR section
9300.01-.03, May 1982) This interpretation permits an accountant who has reviewed financial statements of
a nonpublic entity to issue a compilation report on financial statements for the same period in a prescribed
form that calls for a departure from GAAP.

Interpretation of SSARS No. 4
.61 No. 1—Reports on the Application of Accounting Principles (AR section 9400.01-.05, August 1987; revised
November 2002) An accountant who has been asked to provide written or oral advice on the application of
accounting principles to a client whose financial statements are compiled or reviewed by another accountant
is obligated to follow SAS No. 50, Reports on the Application of Accounting Principles (AU section 625).

Interpretation of SSARS No. 6
.62 No. 1—Submitting a Personal Financial Plan to Client's Advisers (AR section 9600.01-.03, May 1991) The
interpretation allows the accountant to submit a written personal financial plan, to be implemented by the
client or his or her advisers, without complying with SSARS No. 1. Examples of implementation include an:

•

Insurance broker to identify specific products.

•

Investment adviser to provide investment portfolio recommendations.

•

Attorney to draft a will or trust agreement.

Determining Applicability of SSARS No. 1
.63 SSARS No. 1 (AR section 100) is applicable whenever an accountant submits unaudited financial
statements of a nonpublic entity to a client or third parties. SSARS No. 8 (AR section 100) modified the
definition of “submission." Submission of financial statements is now defined as—

presenting to a client or third parties financial statements that the accountant has prepared
either manually or through the use of computer software.
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Two actions are necessary in order to submit financial statements:

•

Prepare financial statements, either manually or through the use of computer software, and

•

Present the financial statements to a client or third party

.65 Absent either of these actions, the financial statements have not been submitted, and SSARS No. 1 is
not applicable.
.66 The term "prepared" is not defined in SSARS. Rather, professional judgment must be used to
determine if financial statements will be prepared. In making this judgment, the accountant should consider
the difference between mere bookkeeping services (e.g., making adjustments, corrections, accruals, etc.) and
preparation of financial statements. In order to prepare financial statements the accountant must use his or
her knowledge, education, and experience to create financial statements that would not have existed
otherwise. In other words, if the financial statements prepared by the client's bookkeeper require only that
the accountant "tweak a couple of things," then financial statements probably haven't been prepared. On
the other hand, if the client gives the accountant an unadjusted trial balance and the accountant makes all of
the adjustments necessary to convert the information into financial statements, then financial statements
probably have been prepared.
Practice Tip
There is no definitive line to cross that would indicate submitting financial statements. Therefore, a firm
policy should be established to evaluate how certain accounting services are classified within the firm.

.67 The term "presenting" is also not defined in SSARS. Again, the accountant will have to use his or her
professional judgment to determine if financial statements have been presented to a client. Obviously,
physically presenting printed financial statements would meet the definition used here. Other situations,
especially those involving electronic presentation (e.g., via e-mail) should be carefully considered.
.68 The issue of "submission" should be addressed early in engagement planning. This issue, along with
the needs of the client and other financial statements users, is essential to determining the type of engagement
to perform.

[The next page is 2201.]
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AAM Section 2200
Engagement Planning and Administration
.01 It is important to remember that when engaged to provide compilation or review services, the
accountant must comply with Rules 201, General Standards, and 202, Compliance With Standards, respectively,
of the AICPA's Code of Professional Conduct (ET sections 201.01 and 202.01). Rule 201 requires that an AICPA
member comply with the following standards and any interpretations thereof by bodies designated by its
Council:

•

Professional Competence—Undertake only those professional services that the member or the mem
ber's firm can reasonably expect to be completed with professional competence.

•

Due Professional Care—Exercise due professional care in the performance of professional services.

•

Planning and Supervision—Adequately plan and supervise the performance of professional services.

•

Sufficient Relevant Data—Obtain sufficient relevant data to afford a reasonable basis for conclusions
or recommendations in relation to any professional services performed.

.02 Rule 202 requires that an AICPA member who performs audit, review, compilation, management
consulting, tax or other professional services comply with standards promulgated by bodies designated by
Council.

Client and Engagement Selection
.03 Prior to accepting an engagement to perform a compilation or review for all prospective clients, the
accountant should consider if he or she wishes to be associated with them. Factors such as the ability of the
accountant to adequately serve the client, the fee arrangement, client integrity, etc., need to be considered.

.04 The firm's client acceptance and continuance policies represent a key element in mitigating litigation
and business risk. The firm must be aware that the integrity and reputation of a client's management could
reflect on the reliability of the client's accounting records and financial representations, and therefore on the
firm's reputation or involvement in litigation.

.05 Although professional standards do not require consideration of the following elements, you might
consider them in determining whether or not to accept a client. Certain of these elements may not be
applicable to every engagement. Practitioners should exercise professional judgment in determining the
applicability of each of the following to the acceptance or continuance of a specific engagement.

•

Information that might bear on the integrity or competence of management. Is there information that
gives reason to doubt the integrity or competence of management?

•

Past experience with management. Have past experiences on other engagements been positive?

•

Independence and objectivity considerations.

•

Communication with predecessor accountants or auditors.

•

Assessment of management's commitment to the appropriate application of generally accepted
accounting principles. Inquire of the prospective client about its significant accounting policies.
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•

Assessment of management's commitment to implementing and maintaining effective internal
control. Inquiring of management regarding its commitment to implementing and maintaining
effective internal control including anti-fraud programs and controls and inquiring about the entity's
control environment, risk assessment process, information and communications systems relevant to
financial reporting, and control and monitoring activities that are in place and any changes that
management believes should be made to enhance the effectiveness of the entity's internal control.

•

Assessment of the entity's financial viability.

•

Inquiry of third parties.

•

Other considerations. The following listing of other considerations is not intended to be all-inclusive
and the firm should consider whether other conditions are present that may create significantly
increased risk, and carefully assess those conditions that are identified.
— Restrictions on scope of services

— Entities under common control
— One-time engagements

— Business and industry environment
. 06 The client acceptance procedures also should require the firm to consider its ability to provide
professional services, with reference to industry expertise, size of engagement, and personnel available to
staff the engagement.
. 07 Some of the following tips may be helpful when evaluating a potential client (although none of these
procedures is required by professional standards):
•

Gain access to available financial information. Review the prior year's financials, with emphasis on
leverage for debt. Look at the client's assets and sources of income, as well as the current condition
of accounting records.

•

Review S&P, Moodys, or other publications. Many localities provide a local or regional "S&P" in
conjunction with the Daily Journal of Commerce or similar business publication. There is a plethora of
available information on the Web. In addition, many firms offer database searches of financial, legal,
and operational information, as well as personal information about key executives. Check the court
dockets (including the U.S. Bankruptcy and Tax Court dockets) in the area where the client is
domiciled.

•

Meet with financial persons of the company. Ask for a brief overview of their internal practices and
procedures, the business plan, bylaws, staff turnover, and so on. Representatives from other depart
ments may provide information as well.

•

Discuss the prospective client with former accountants (after the client provides written authorization).

. 08 It is often useful to complete a "Client Acceptance and Continuance Form" to assist in determining
whether or not to accept a client. An illustrative client acceptance form can be found in AAM section 2200.67.
Documentation

. 09 Whether or not an engagement is accepted or a professional relationship continued, the firm should
appropriately document its consideration of the elements of the acceptance and continuance process. If the
prospective client becomes or is continued as an attest client of the firm, the firm should comply with its
document retention policies regarding the client acceptance and/or continuance consideration. The docu
mentation with respect to prospective clients not accepted need only be retained for purposes of review by
the appropriate level of firm management.
AAM §2200.06

Copyright © 2005, American Institute of Certified Public Accountants, Inc.

68

2203

Engagement Planning and Administration

9-05

Client Needs
. 10 Generally, the cost of a review will be more than a compilation, and the cost of a compilation with
full disclosure will be more than a compilation that omits substantially all disclosures. These cost considera
tions should be carefully explained and evaluated with the client. In addition, special consideration should
be given to the issues of independence and the demands of bankers and other creditors.

. 11 Several issues must be considered in determining the best type of engagement for a particular client,
including:
•

Needs of third parties. Does a third party (for example, a bank) need financial statements on a regular
basis?

•

Cost-benefit considerations. Which engagement can be performed at a reasonable cost to the client?

•

Risk management considerations. Some practitioners may perceive the "management-use-only" com
pilation as potentially more risky than a "traditional"1 compilation. Others, however, see the specific
representations and restrictions agreed to in the engagement letters for management-use-only
engagements as additional protections that are not present in the report that accompanies a tradi
tional compilation engagement.

. 12 If the client does not need audited financial statements, the accountant can choose from these four
types of engagements:
•

A review (if the accountant is independent and the client needs a moderate level of assurance on the
financial statements)

•

A traditional compilation1
2 (the minimum level of service required if third parties will use the financial
statements)

•

A management-use-only compilation3 (available if third parties will not use the financial statements)

•

Bookkeeping services (available if the procedures do not include the submission of financial statements)

Traditional Versus Management-Use-Only Compilation
.13

SSARS No. 1 (AR section 100.04) defines a compilation as follows:

Presenting in the form of financial statements information that is the representation of
management (owners) without undertaking to express any assurance on the statements.
.14 This definition does not require the accountant to test, verify, or corroborate information supplied
by management, but, simply, to place the information into the form of financial statements.

.15

SSARS No. 1 (AR section 100), as amended, now provides for two types of compilations:

•

A compilation with a report is required when the accountant has been engaged to compile and report
on the financial statements or when the accountant reasonably expects that the financial statements
may be used by a third party. This type of engagement might be referred to as a traditional compilation.

•

A compilation without a report is available when the accountant does not reasonably expect the
financial statements to be used by a third party. This type of engagement might be referred to as a
management-use-only compilation.

1 See paragraph .15 for more information about types of compilations.
2 See paragraph .15 for more information about types of compilations.

3 See paragraph .15 for more information about types of compilations.
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.16 In either case, the engagement is a compilation requiring that the accountant comply with the
performance requirements of SSARS No. 1 (AR section 100). The difference between the two options lies in
the form of communication used in the engagement. See Exhibit 2200-1.

Exhibit 2200-1—Communication Options in Compilation Engagements

YES

<
Do you
x
reasonably expect a
third party to use the
compiled financial
N statements? S

NO

Management-Use-Only Compilation
Two options are available:
• A compilation report in accordance
with the guidance in SSARS No. 1
(AR section 100.11-.19),
OR
• An engagement letter, preferably
signed by management, in
accordance with the requirements of
SSARS No. 1 (AR section 100.21)

Traditional Compilation

You must attach a
compilation report in
accordance with the
guidance in SSARS No. 1
(AR section 100.11-.19).

.17 Though not required by professional standards, you might consider making the decision about the
best type of engagement for the client early in engagement planning and base that decision on a combination
of (1) the needs of the client and other users, (2) knowledge of the client, and (3) the nature of the procedures
that will be performed.
.18 If the client does not need compiled financial statements (taking into account the needs of the client
and other users), the accountant may, instead, choose to perform only bookkeeping services. Other than the
broad general ethical guidance available in ET section 201 of AICPA Code of Professional Conduct, there are
no authoritative standards for bookkeeping services. Thus, it is wise to at least establish a written under
standing with the client concerning bookkeeping services. This understanding should include:
•

A description of the nature and limitations of the services.

•

A statement that the engagement cannot be relied upon to detect errors, fraud, or illegal acts.
Practice Tip

Bookkeeping services fall under the guidance in Statements on Standards for Consulting Services (SSCSs).
SSCS No. 1, Consulting Services: Definitions (CS section 100), states that you should have an "understanding
with the client" for any consulting engagement that you undertake. This oral or written understanding
should be reached with the client about the responsibilities of the parties and the nature, scope, and
limitations of the engagement to be performed. If circumstances require a significant change during the
engagement, the understanding should be modified.
.19 Although not an authoritative requirement in a traditional compilation engagement, a written
engagement letter for a bookkeeping services engagement could be important because there are no specific
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standards to follow for these types of engagements. Other professional engagements, such as audits, reviews,
and compilations, include the added benefit of authoritative standards that define the engagement objectives,
limitations, communication, and so on. An illustrative engagement letter for a bookkeeping service engage
ment can be found in AAM section 2200.71.

Independence Issues
.20 If an accountant is not independent, he or she can only issue a compilation report (with report
modification). If the client needs reviewed or audited financial statements, the nonindependent CPA should
refer the client to another CPA. The primary rules governing independence are found in the "Independence"
section of the AICPA Code of Professional Conduct (ET section 101). The independence standards are contained
in Rule 101, Independence (ET section 101.01) along with the associated interpretations and ethics rulings. Rule
101 states:

A member in public practice shall be independent in the performance of professional services as
required by standards promulgated by bodies designated by Council.
.21 Independence is the foundation of the attest function. Third party users rely on the CPA's opinion
in a review engagement because they believe the conclusion is impartial and unbiased.

.22 In the final analysis, independence in mental attitude means objective consideration of facts, unbiased
judgments, and honest neutrality on the part of the CPA in forming and expressing conclusions. Inde
pendence in mental attitude presumes an undeviating concern for an unbiased conclusion.
.23 The appearance of independence is stressed because the possession of intrinsic independence is a
matter of personal quality rather than of rules that formulate certain objective tests.
.24 In September 2003, the AICPA's Professional Ethics Committee issued a revision to Interpretation
No. 101-3, "Performance of Other Services," of ET section 101, Independence (ET section 101.05), which applies
to AICPA members. The revised Ethics Interpretation modifies the practitioner's responsibilities for main
taining independence when providing nonattest services to attest clients. Given that nonattest services
include bookkeeping services, payroll services, and tax services, many auditors may be affected by this
revised interpretation.

.25 Ethics Interpretation No. 101-3 states that a member who performs attest services should not perform
management functions or make management decisions for an attest client. (However, the member may
provide advice, research materials, and recommendations to assist the client's management in performing
its functions and making decisions.) If a member is engaged to perform nonattest services, the client must
agree to perform the following functions in connection with the engagement:
•

Make all management decisions and perform all management functions

•

Designate a competent employee, preferably within senior management, to oversee the services

•

Evaluate the adequacy and results of the services performed

•

Accept responsibility for the results of the services

•

Establish and maintain internal controls, including monitoring ongoing activities

.26 The member should be satisfied that the client will be able to meet all these criteria and to make an
informed judgment on the results of the member's nonattest services. Assessing the competency of the client's
designated employee is a matter of professional judgment. The member should be satisfied that the employee
AICPA Audit and Accounting Manual
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understands the services to be performed sufficiently to oversee them. In cases where the client is unable or
unwilling to assume these responsibilities (for example, the client does not have an individual with the
necessary competence to oversee the nonattest services provided, or is unwilling to perform such functions
due to lack of time or desire), the member's provision of nonattest services would impair independence.
Before performing nonattest services, the member should establish and document in writing the client's
acceptance of its responsibilities, as well as the objectives of the nonattest engagement, services to be
performed, member's responsibilities, and any limitations of the engagement. Code of Professional Conduct
section 101 provides examples of nonattest services and whether performance of those services would impair
independence.
.27 As with many rules and standards of the profession, the guidance for independence is continually
changing to meet the developments and pressures facing the profession. Nevertheless, CPAs and their firms
should take steps to ensure they meet the independence requirements before performing any review
engagement service for a client.

Understanding the Engagement
.28 Paragraph 5 of SSARS No. 1, as amended by SSARS No. 12 (AR section 100.05), states that the
accountant should establish an understanding with the entity, preferably in writing, regarding the services
to be performed. If the engagement is to compile financial statements not expected to be used by a third
party, a written communication is required. (See AR section 100.20-.21.)

Establishing an Understanding With the Client
.29 As noted in the previous paragraph, SSARS No. 1 (AR section 100.05) requires the CPA to obtain an
understanding with the client. This understanding should include:

a. A description of the nature and limitations of the services.
b. A description of the report the accountant expects to render.

c.

A statement that the engagement cannot be relied upon to detect errors, fraud, or illegal acts.

d. A statement that the accountant will inform the appropriate level of management4 of any material
errors, of any evidence or information that comes to the accountant's attention during the perform
ance of compilation or review procedures, that fraud or an illegal act may have occurred. The
accountant need not report any matters regarding illegal acts that may have occurred that are clearly
inconsequential and may reach agreement in advance with the entity on the nature of any such
matters to be communicated.

.3 0 If the financial statements are not expected to be used by third parties (management-use-only
compilation), the documentation of understanding should include the following descriptions or statements,
according to paragraph 21 of SSARS No. 1, as amended by SSARS No. 8 (AR section 100.21):

•

The nature and limitations of the services to be performed.

•

A compilation is limited to presenting in the form of financial statements information that is the
representation of management.

•

The financial statements will not be audited or reviewed.

•

No opinion or any other form of assurance on the financial statements will be provided.

4 When fraud or an illegal act involves senior management, the accountant should report the matter to an individual or group at a
higher level within the entity, such as the manager (owner) or the board of directors. Refer to SSARS No. 12, Omnibus Statement on
Standards for Accounting and Review Services—2005, for guidance as to the steps the accountant should take to perform the required
communication when, during the performance of a compilation or a review engagement, the accountant suspects that fraud or an
illegal act may have occurred.
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•

Management has knowledge about the nature of the procedures applied and the basis of accounting
and assumptions used in the preparation of the financial statements.

•

Acknowledgement of management's representation and agreement that the financial statements are
not to be used by third parties.

•

The engagement cannot be relied upon to disclose errors, fraud, or illegal acts.

. 31 According to paragraph 21 of SSARS No. 1, as amended by SSARS No. 8 (AR section 100.21), the
documentation of understanding should also address the following additional matters, if applicable:
•

Material departures from GAAP or OCBOA may exist and the effects of those departures, if any, may
not be disclosed.

•

Substantially all disclosures (and statement of cash flows, if applicable) required by GAAP or OCBOA
may be omitted.

•

Lack of independence.

•

Reference to any supplementary information.

.32 A written engagement letter, though not required in a traditional compilation engagement, provides
a means of formalizing the understanding between the accountant and the client concerning the services to
be rendered. Engagement letters are advantageous for several reasons:

•

They help to avoid client misunderstandings.

•

They help to avoid staff misunderstandings.

•

They reduce potential legal liability.

•

They improve practice management.

•

They clarify contractual obligation.

What to Include in an Engagement Letter
. 33 The following items of information to include in an engagement letter are suggestions only; these
items do not represent authoritative requirements:
•

Identification of the client

•

Record retention policy

•

Description of the services to be provided

•

Responses to subpoenas and outside inquiries

•

Staffing of the engagement

•

Explanation of how fees and costs will be billed

•

Description of client responsibilities

•

Payment terms

•

Designation of client contacts

•

Consequences of non-payment

•

Timing of the work
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•

Alternative dispute resolution

•

Consequences of extending completion deadlines

•

Withdrawal and termination

•

Requests for additional services

•

Client signature

•

Client communications required by the AICPA

•

Provisions to resolve potential ethical conflicts

•

Any matter or terms unique to an engagement that are agreed upon in advance of rendering
services

Overcoming Client Resistance to an Engagement Letter
. 34 If you should encounter a situation in which your client exhibits reluctance about or resentment to
an engagement letter, presenting the engagement letter face-to-face usually is sufficient to overcome any
resistance on the part of the client.
. 35 As an alternative to having the client sign an engagement letter, the accountant may consider
developing a letter of understanding and mailing it to the client as a confirmation of the oral understanding.
If an engagement letter is not obtained, the accountant should prepare a memorandum for the working
papers describing the understanding with the client.
. 36 Management is not required to sign the engagement letter, but it is preferable and highly advisable.
Obtaining management's signature on the engagement letter helps to ensure that management has read and
understands the letter and the engagement. If the engagement letter is mailed to the client, it may be advisable
to send the letter by certified mail or another means that would provide proof of receipt. In any case, a copy
of the engagement letter should be included in the working papers.

Engagement Letters for Monthly, Quarterly, or Comparative Statements
. 37 One engagement letter can be drafted to cover financial statements issued for a period of time, such
as a year, or for comparative financial statements issued for multiple periods. It is also possible to use one
engagement letter for all services to be performed (compilation, review, consulting, bookkeeping, tax
services, etc.). However, care should be taken when addressing multiple levels of service (e.g., compilation
and review) in one engagement letter, as this can be confusing to the client.

Minimizing Liability to Third Parties
. 38 In certain cases, it may be beneficial to identify in the engagement letter any third parties that the
accountant knows will rely on the compilation or review report to limit the ability of unknown third parties'
use of the financial statements. For example, if the accountant knows at the time of the engagement that the
client is negotiating with a bank for a loan of $100,000, the following language might be added to the
engagement letter:

We understand that you are negotiating with Last National Bank for a loan of $100,000 and
that the purpose of our report on your financial statements is to enable you to present the
compiled [reviewed] financial statements to Last National Bank. We are not aware of any
other persons, entities, or limited groups of persons or entities for whose use or benefit this
report is intended or contemplated.
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.39 The use of language such as this in engagement letters varies in practice. Some CPAs feel that the
language may offend clients and/or actually increase the likelihood of litigation from the identified third
party. Before adding such language, the accountant should consult with legal counsel.
.40

Illustrative engagement letters for compilation engagements are presented in AAM section 2200.68-.69.

Practice Tip
Care should be exercised in adding additional services to the engagement letter. Although it is common to
address additional services such as bookkeeping, tax, payroll, and consulting in this engagement letter, it is
not advisable to include both the management-use compilation and traditional (unrestricted) compilation
engagements in the same engagement letter. Should the client need compiled financial statements for third
party use, it is recommended that a separate engagement letter be issued in order to reduce the risk of
misunderstanding and confusion about the two types of engagements.
Also, be careful when using a proposal or preliminary engagement letter for a client. If the letter describes
additional services that are not finally agreed upon, it may be used in litigation as an indication of inadequate
performance by you on the engagement. You should also make sure that a final engagement letter is always
issued in such circumstances.

Change in Engagement Level of Service
.41 Occasionally, during the course of an engagement, the client may request that the CPA change the
nature of the engagement. The request may be for a:
•

Step-up—for example, from a compilation to a review

•

Change in service—for example, from a management-use-only compilation to a traditional compila
tion or from a traditional compilation to a review

•

Step-down—for example, from an audit to a review or compilation

•

Step-down—for example, from a review to a compilation

•

Change in service—from a compilation with disclosures to a compilation without disclosures

•

Change in service—for example, from a traditional compilation to a management-use-only compila
tion, or from a management-use-only compilation to bookkeeping services

Step-Ups
. 42 SSARS No. 1 does not specifically address step-ups. Generally, step-ups pose no issues of great
concern. The CPA must:
•

Determine what additional procedures and standards are required for the level of service requested.

•

Determine whether it is possible and practical to perform the procedures and comply with the
standards.

•

Revise the understanding with the client.

. 43 If the client needs financial statements for third-party use, the accountant may compile, review, or
audit the financial statements for that client and comply with the reporting requirements in SSARS No. 1
(AR section 100). The accountant may do this even if he or she has previously compiled the financial
statements for management's use only.

AICPA Audit and Accounting Manual

AAM §2200.43

2210

Compilation and Review

68

9-05

Practice Tip
You may want to include language in the engagement letter alerting the client to the fact that if he or she
needs financial statements for third-party use (compiled, reviewed, or audited), you can provide that service
separately.

Step-Downs and Changes in Service
Step-Down From Audit to Review or Compilation
. 44 SSARS No. 1 lists three reasons that might cause a client to request a change from an audit engagement
to another type of engagement after an audit has begun:
•

A change in circumstances affecting the entity's requirement for an audit
— For example, a bank may no longer require an audit because a line-of-credit is reduced to a level
that does not require audited financial statements.

— Generally, a step-down in this case is acceptable.
•

A misunderstanding as to the nature of an audit, review, or compilation services originally
available
— Generally, a step-down in this case is acceptable.
— The CPA should, however, explain all of the options available to the client.

•

A restriction on the scope of the audit, whether imposed by the client or caused by circumstances
— The implications of a scope restriction need to be considered carefully.
— SSARS No. 1 describes two circumstances that would preclude a step-down:
1)

The accountant has been prohibited from corresponding with the entity's legal counsel.

2)

The management or owner has refused to sign a client representation letter.

Step-Down From Review to Compilation
.45
•

SSARS No. 1 lists three reasons that might cause a client to request a change after a review has begun:
A change in circumstances affecting the entity's requirement for a review
— For example, a bank may no longer require a review because a line-of-credit is reduced to a level
that does not require audited financial statements.
— Generally, a step-down in this case is acceptable.

•

A misunderstanding as to the nature of an audit, review, or compilation services originally available

— Generally, a step-down in this case is acceptable.
— The CPA should, however, explain all of the options available to the client.
•

A restriction on the scope of the inquiries or analytical procedures, whether imposed by the client or
caused by circumstances.
— The implications of a scope restriction need to be considered carefully.
— The management's or owner's has refusal to sign a client representation letter would preclude a
step-down.

Change in Service From Full Disclosure to Omission of Substantially All Disclosures

. 46 The accountant can agree to a request to change in service from a compilation with full disclosure
financial statements to a compilation with financial statements that omit substantially all disclosures only if,
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to the best of his knowledge, the omission of disclosures is not intended to mislead those who might
reasonably be expected to use the statements.

Change in Service From a Traditional Compilation to a Management-Use-Only Compilation
A7 The accountant can agree to a request to change in service from a traditional compilation to a
management-use-only compilation if (1) he or she does not reasonably expect the financial statements to be
used by a third party, (2) nothing comes to the accountant's attention that contradicts management's
representation that the financial statements will not be used by a third party, and (3) the accountant
documents his or her understanding with the client through the use of a written engagement letter.

Step-Down From a Management-Use-Only Compilation to a Bookkeeping Engagement
. 48 The accountant can agree to a request to step-down from a management-use-only compilation to
bookkeeping services if the accountant feels that the services will not constitute preparing and presenting
financial statements to the client or third parties.

Communications Between Predecessor and Successor Accountants
. 49 SSARS No. 4, as amended (AR section 400), establishes guidance for communication between
predecessor and successor accountants. Unlike SAS No. 84, Communications Between Predecessor and Successor
Auditors (AU section 315), which requires such communication between predecessor and successor auditors,
SSARS No. 4 does not require a successor accountant to communicate with a predecessor accountant in
connection with acceptance of a compilation or review engagement, but he or she may believe it is beneficial
to obtain information that will assist in determining whether to accept the engagement. The successor
accountant may consider making inquiries of the predecessor accountant when circumstances such as the
following exist:

•

Information about the prospective client is limited or requires special attention.

•

The change in accountants occurs substantially after the end of the accounting period for which
financial statements are to be compiled or reviewed.

•

The client has frequently changed accountants.

. 50 The successor accountant should bear in mind that the predecessor accountant and the client may
have disagreed about accounting principles, procedures applied by the predecessor accountant, or similarly
significant matters.
. 51 The successor accountant should request permission from the prospective client to make any
inquiries of the predecessor accountant. Except as permitted by the AICPA Code of Professional Conduct,
an accountant is precluded from disclosing any confidential information obtained in the course of an
engagement unless the client specifically consents. Accordingly, if the successor accountant decides to
communicate with the predecessor, the successor accountant should request the client to (a) permit the
successor accountant to make inquiries of the predecessor accountant and (b) authorize the predecessor
accountant to respond fully to those inquiries. If the prospective client refuses to permit the predecessor
accountant to respond or limits the response, the successor accountant should inquire about the reasons and
consider the implications of that refusal in connection with acceptance of the engagement.

Inquiries Regarding Acceptance of the Engagement
. 52 If a successor accountant decides to communicate with the predecessor accountant, either orally or
in writing, the inquiries should be specific and reasonable regarding matters that will assist the successor
accountant in determining whether to accept the engagement. Matters subject to inquiry would include:
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•

Information that might bear on the honesty or integrity of management.

•

Disagreements with management about accounting matters or performance of compilation or review
procedures or similarly significant matters.

•

Cooperation from management when additional or revised information is needed.

•

Predecessor's knowledge of any fraud or illegal acts perpetrated within the client.

•

Predecessor's understanding of the reason for the change of accountants.

.53 SSARS No. 4 (AR section 400) does require the predecessor accountant, when authorized by the client,
to respond promptly and fully to the inquiries on the basis of known facts. If the predecessor accountant
decides, due to unusual circumstances such as impending, threatened, or potential litigation; disciplinary
proceedings; or other unusual circumstances, not to respond fully to the inquiries, the predecessor accountant
should indicate that the response is limited. (Note that unpaid fees are not considered to be an unusual
circumstance for purposes of this paragraph; however, see the paragraph below.) The successor accountant
should consider the reasons and consider the implications of such a response in connection with acceptance
of the engagement.
.54 If authorized by the client, SSARS No. 4 (AR section 400) states that the predecessor accountant should
ordinarily make available certain work papers relating to matters of continuing significance and those
relating to contingencies, for example. However, valid business reasons may lead the predecessor accountant
to decide not to allow access to the work papers. Unpaid fees constitute a valid business reason to deny access
to the predecessor accountant's workpapers. The predecessor accountant may decide to reach an under
standing with the successor accountant about the use of the working papers. Before permitting access to the
working papers, the predecessor accountant may wish to obtain a written communication from the successor
accountant regarding the use of the working papers. The appendix of SSARS No. 4 (AR section 400.12)
contains an illustrative successor accountant acknowledgement letter presented for illustrative purposes
only and is not required by professional standards. In addition, a predecessor accountant is not obligated to
make himself or herself or the work papers available to more than one prospective successor accountant.

Materially Misleading Financial Statements
.55 If during the engagement, the successor accountant becomes aware of information that causes him
or her to believe that the financial statements reported on by the predecessor accountant may need to be
revised, the successor accountant should request the client to communicate the matter to the predecessor
accountant. If the client refuses to do so or if the predecessor accountant's response is inadequate, the
successor accountant should evaluate (a) possible implications for the current engagement and (b) whether
to resign from the engagement. Furthermore, the successor accountant may decide to consult with legal
counsel in determining an appropriate course of further action.

Subsequent Discovery of Facts
.56 After compiling or reviewing a client's financial statements and issuing a report, the accountant may
become aware of facts that lead him or her to believe that information supplied by the entity may have been
incorrect, incomplete, or otherwise unsatisfactory had the accountant then been aware of such facts. In this
case, the accountant may wish to consider the guidance in SAS No. 1, section 561, Subsequent Discovery of
Facts Existing at the Date of the Auditor's Report (AU section 561).

.57 You might consider these two factors in determining the appropriate course of action:
•

The reliability of the information. If the accountant believes that the information is reliable and that it
existed at the date of the report, and if the information indicates that the financial statements, the report,
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or both need revision, the accountant would ordinarily conclude that persons known to be relying
on or likely to rely on the financial statements should be notified in an appropriate manner.
•

The existence of persons known to be relying on or likely to rely on the financial statements. In evaluating
the likelihood that users are currently relying on or likely to rely on the financial statements, the
accountant should consider the time elapsed since the financial statements were issued.

.58 Because of the legal implications involved in these actions, the accountant should consider consulting
with an attorney before proceeding.

Management-Use-Only Financial Statements Distributed to
Third Parties
.59

SSARS No. 1 (AR section 100.23) states the following:

If the accountant becomes aware that the financial statements have been distributed to third
parties, the accountant should discuss the situation with the client and request that the client
have the statements returned. If the client does not comply with this request within a reasonable
period of time, the accountant should notify known third parties that the financial statements
are not intended for third-party use, preferably in consultation with his or her attorney.

.60 If the accountant determines that the financial statements were given to a third party unintentionally
(for example, the client made a mistake or forgot about the restricted nature of the financial statements), then
he or she should remind the client of the restricted nature of the statements and request that the client retrieve
all copies from third parties. If the client complies, then there is no need for further action.

.61 However, if the accountant discovers that the client intentionally disregarded the restriction placed
on the use of the financial statements, and if the client refuses to retrieve the financial statements, then he or
she should notify known third parties that the financial statements are not intended for third-party use. The
accountant also might consider how such an action on the client's part to intentionally disregard the
distribution restriction bears on management's integrity and, as a result, on the performance of any further
services for that client.
.62 Some practitioners have suggested that the potential risk of third-party distribution is high and,
therefore, may avoid performing the management-use-only type of compilation. However, in our profession,
there are other restricted-use professional services that are offered (for example, agreed-upon procedures
engagements and projections). If the management-use-only engagement is performed correctly, including
obtaining a written engagement letter and placing a legend indicating the restricted nature of the presentation
on each page of the financial statements, then the risk of third-party distribution should be very low.

Practice Tip
Notification of third parties would involve legal matters beyond the scope of this Manual, therefore, you
should consult with an attorney before taking any action. In order to minimize the risk of a client distributing
management-use-only financial statements to third parties, the accountant may want to include language in
the engagement letter alerting the client to the fact that if he or she needs financial statements for third-party
use, that service can be provided separately (see illustrative engagement letter in AAM section 2200.68.

When to Withdraw From an Engagement
.63

The CPA should consider withdrawing from an engagement if any of the following conditions exist:
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•

He or she determines that he does not have and cannot obtain sufficient knowledge of the client's
business or industry.

•

The client refuses, or is unable, to provide additional or revised information when the accountant has
become aware that information supplied is incorrect, incomplete, or otherwise unsatisfactory.

•

Disclosures were omitted with an intent to mislead.

•

The CPA determines that he or she is not independent with respect to the entity and reviewed
financial statements are required.

•

The compiled or reviewed financial statements contain departures from GAAP that the client will
not correct and the CPA believes the departures were undertaken with the intention of misleading
statement users.

•

There have been substantial limitations in the scope of the engagement, particularly in a review
engagement when management does not provide a client representation letter.

•

Information comes to the accountant's attention that contradicts management's representation that
financial statements compiled for management's use only will not be used by third parties.

Key Question and Answer Guidance
.64 The AICPA Practice Aid, Compilation and Review Engagements-Essential Questions and Answers (prod
uct no. 006622), is an extensive compendium of questions and answers about compilation and review
services. The content was assembled by CPAs with extensive knowledge and experience in the compilation
and review arena. The questions and answers were developed from inquiries received by the AICPA
Accounting and Auditing Technical Hotline, the AICPA Technical Practice Aids, the AICPA Ethics division,
and from the collective knowledge and experience of the authors.

. 65 Answering specific questions about compilations and reviews, this Practice Aid covers many topics
including:
•

Accounting principles

•

Engagement administration

•

Prescribed forms

•

Supplementary information

•

Fraud and illegal acts

•

Interim financial statements

•

Financial statements prepared on an other comprehensive basis of accounting

•

Personal financial statements

.66 Moreover, the Practice Aid provides an overview of the standards and guidance associated with
compilations and reviews. Developed in an easy-to-read format, Compilation and Review Engagements—
Essential Questions and Answers is available by calling the AICPA at 888-777-7077 or going online at
www.cpa2biz.com.
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Client Acceptance and Continuance Form—Part I
Client: _________________________________________________________________________________________
Financial Statement Date:_______________________________________________________________________

INSTRUCTIONS:
Part I: This form should be completed for all prospective clients for which audit, review, or compilation
services are to be performed. The date on the form should be completed by the in-charge of the engagement
and approved by the engagement partner as a basis for initially accepting the client. Part I should be updated
and reviewed annually as a basis for deciding to retain the client.

Part II: Part II should be completed by the engagement partner and concurring partner to document the
firm's decision to either accept or reject the client.
CLIENT'S LEGAL NAME:

ADDRESS:

PHONE:

FEDERAL I.D. NO.:

FISCAL YEAR END:

STATE I.D. NO.:

1. Describe the nature of the client's business (and locations, if other than above address):

2.

Identify the type of entity (e.g., corporation, proprietorship, partnership, or S corporation):

AICPA Audit and Accounting Manual
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Client Acceptance and Continuance Form—Part I (continued)
3.

List key owners, officers, and directors of the client:

Percentage
Owned

Name

Position

Family
Relationship

4. Identify any related businesses or individuals:

Name

5.

Nature of Relationship

Identify the client's predecessor accountants:

Name:

Address:
Contact Person:
6.

Indicate the results of our inquiries of the predecessor accountants regarding the following:

a.

Reasons for change of accountant: _________________________________________________________

b.

Integrity of management: _ ____________ ____________________________________________________

c.

Disagreements on accounting principles and auditing, review, or compilation procedures:

d.

Fee disputes:____ _________________________________________________________________________

(continued)
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Client Acceptance and Continuance Form—Part I (continued)
7.

Describe the client's relationship with financial institutions:

Type of A/C's
or Loans

Name

Account Executive

8. Describe the services our firm is to provide: ____________________________________________________

How Often?
Service

Monthly

Quarterly

Annually

Report
Deadlines

Other Services:

Consulting services: ______________________________________________________________
Federal tax returns:_______________________________________________________________
State tax returns: _________________________________________________________________
Payroll tax returns: _______________________________________________________________

Tax returns for principal owners:__________________________________________________

9.

Will the financial statements and reports be used for high-risk purposes, for example, reports to regulatory
agencies, to obtain significant amounts of new credit, to obtain performance bonding, or for purchase
of the business?____________________________________________________________________________

Describe the use of the financial statements:

AICPA Audit and Accounting Manual
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Client Acceptance and Continuance Form—Part I (continued)
Read the latest financial statements and tax returns and indicate any unusual items:

10.

11.

Does the client have potential going-concern problems?
If so, describe them:

12.

Describe the client's major sources of financing:

13.

State name(s) of third parties contacted concerning management's and owners' reputation, attitude,
ability, and integrity:

14.

Describe any significant engagement performance, accounting, or tax problems with which we
should be concerned:

(continued)
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Client Acceptance and Continuance Form—Part I (continued)
15.

Identify the client's legal counsel:

Name:
Address:

Contact Person:
16.

Describe any pending litigation against the client or its principals:

17.

Describe the billing arrangements:

18.

Describe any potential independence problems with respect to the client:

19.

Describe any major changes in the above information since our last evaluation of this client. Also
describe any other matters that have come to our attention that would have caused us to reject the client
had we been aware of them at the time of our initial acceptance of this client:

20

20

20

20

20

Prepared or updated by:
In-Charge
Reviewed by:
Engagement Partner

AICPA Audit and Accounting Manual
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Client Acceptance and Continuance Form—Part II
Client: _________________________________________________________________________________________
Financial Statement Date: _______________________________________________________________________

Yes

No

□

□
□
□
□

1.

Is there any reason to doubt the integrity of management (owners)?

2.

Are we aware of any significant disagreements between management (owners) and the
predecessor accountant?

3.

Does there appear to be any potential fee collection problems?

4.

Are the client's needs beyond our capabilities or staffing abilities?

□
□
□

5.

Are we aware of any independence problems that may affect our ability to meet the
client's needs?

□

□

6.

Are there high-risk factors related to the engagement that may affect our decision to
accept the client?

□

□

7.

Is there a potential problem with management (owners) not fully understanding the
limitations of the services to be provided (for example, management's expectation that
we will be responsible for the detection of fraud)?

□

□

Is the required staffing or expertise necessary for this engagement beyond our
capabilities?

□

□

8.

For any "Yes" answers, explain how we plan to mitigate the problem (for example, by assigning more
experienced personnel to the engagement, obtaining outside consultants, obtaining a retainer from the client,
etc.):

Acceptance Decision:
Yes No

Engagement Partner:

Date:

Concurring Partner:

Date:
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Illustrative Engagement Letter for a Compilation of Financial Statements Not Intended for Third
Party Use

Mr. Thaddeus Gowers, President
Gowers Drug Stores
1 Main Street
Bedford Falls, New Hampshire 00000

Dear Mr. Gowers:

This letter is to confirm my (our) understanding of the terms and objectives of my (our) engagement and the
nature and limitations of the services I (we) will provide.
I (We) will perform the following services:

1. I (We) will compile, from information you provide, the [monthly, quarterly, or other frequency] financial
statements of Gowers Drug Stores for the year 20XX. A compilation is limited to presenting in the
form of financial statements information that is the representation of management. I (We) will not
audit or review the financial statements and accordingly, will not express an opinion or any other
form of assurance on them. The financial statements will not be accompanied by a report.
Based upon my (our) discussions with you, these financial statements are for management's use only
and are not intended for third-party use.
Material departures from generally accepted accounting principles (GAAP) or other comprehensive
basis of accounting (OCBOA) may exist and the effects of those departures, if any, on the financial
statements may not be disclosed. In addition, substantially all disclosures required by GAAP or
OCBOA may be omitted. [The accountant may wish to identify known departures.] Notwithstanding these
limitations, you represent that you have knowledge about the nature of the procedures applied and
the basis of accounting and assumptions used in the preparation of the financial statements that
allows you to place the financial information in the proper context. Further, you represent and agree
that the use of the financial statements will be limited to members of management with similar
knowledge.

The financial statements are intended solely for the information and use of [include list of specified
members of management] and are not intended to be and should not be used by any other
party.—[optional]
2. I (We) will also [discussion of other services—optional]

My (Our) engagement cannot be relied upon to disclose errors, fraud, or illegal acts that may exist. However,
I (we) will inform the appropriate level of management
*
of any material errors, of any evidence or information
that comes to the my (our) attention during the performance of compilation procedures, that fraud or an
illegal act may have occurred, unless clearly inconsequential.
We are not independent with respect to [name of entity].—[if applicable]

The other data accompanying the financial statements are presented only for supplementary analysis
purposes and will be compiled from information that is the representation of management, without audit
or review, and I (we) will not express an opinion or any other form of assurance on such data.—[if applicable]
In view of the limitations described above, you agree not to take or assist in any action seeking to hold me
(us) liable for damages due to any deficiency in the financial statements I (we) prepare and you agree to hold
When fraud or an illegal act involves senior management, the accountant should report the matter to an individual or group at a
higher level within the entity, such as the board of directors. Refer to SSARS No. 12, Omnibus Statement on Standards for Accounting and
Review Services—2005, for guidance as to the steps the accountant should take to perform the required communication when, during
the performance of a compilation or a review engagement, the accountant suspects that fraud or an illegal act may have occurred.
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me (us) harmless from any liability and related legal costs arising from any third-party use of the financial
statements in contravention of the terms of this agreement.—[optional]

Our fees for these services [fill in]
Should you require financial statements for third-party use, I (we) would be pleased to discuss with you the
requested level of service. Such engagement would be considered separate and not deemed to be part of the
services described in this engagement letter.

If the foregoing is in accordance with your understanding, please sign the copy of this letter in the space
provided and return it to us.+

Sincerely yours,
[Signature of accountant]

Accepted and agreed to:
Gowers Drug Stores

Title

Date

+ Some accountants prefer not to obtain an acknowledgment, in which case their letter would omit the paragraph beginning "If the
foregoing .. ." and the spaces for the acknowledgment. The first paragraph of their letter might begin as follows: "This letter sets forth
my (our) understanding of the terms and objectives of our engagement..."
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Illustrative Engagement Letter for a Compilation of Financial Statements

Mr. Thaddeus Gowers, President
Gowers Drug Stores
1 Main Street
Bedford Falls, New Hampshire 00000

Dear Mr. Gowers:
This letter is to confirm my (our) understanding of the terms and objectives of our engagement and the nature
and limitations of the services I (we) will provide. I (We) will perform the following services:

1. I (We) will compile, from information you provide, the annual and interim balance sheets and related
statements of income, retained earnings, and cash flows of Gowers Drug Stores for the year 20XX. I
(We) will not audit or review such financial statements. My (Our) report on the annual financial
statements of Gowers Drug Stores is presently expected to read as follows:

I (We) have compiled the accompanying balance sheet of Gowers Drug Stores as of December 31,
20XX, and the related statements of income, retained earnings, and cash flows for the year then ended,
in accordance with Statement on Standards for Accounting and Review Services issued by the
American Institute of Certified Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is
the representation of management. I (We) have not audited or reviewed the accompanying
financial statements and, accordingly, do not express an opinion or any other form of assurance
on them.

My (Our) report on your interim financial statements, which statements will omit substantially all
disclosures, will include an additional paragraph that will read as follows:

Management has elected to omit substantially all of the disclosures and the display of comprehensive
income required by generally accepted accounting principles. If the omitted disclosures and the display
of comprehensive income were included in the financial statements, they might influence the user's
conclusions about the company's financial position, results of operations, and cash flows. Accord
ingly, these financial statements are not designed for those who are not informed about such matters.
If, for any reason, I am (we are) unable to complete the compilation of your financial statements, I
(we) will not issue a report on such statements as a result of this engagement.
2. I (We) will also ... (discussion of other services).

My (Our) engagement cannot be relied upon to disclose errors, fraud, or illegal acts that may exist.
However, I (we) will inform the appropriate level of management * of any material errors, of any evidence
or information that comes to my (our) attention during the performance of compilation procedures, that
fraud or an illegal act may have occurred, unless they are clearly inconsequential.
When fraud or an illegal act involves senior management, the accountant should report the matter to an individual or group at a
higher level within the entity, such as the board of directors. Refer to SSARS No. 12, Omnibus Statement on Standards for Accounting and
Review Services—2005, for guidance as to the steps the accountant should take to perform the required communication when, during
the performance of a compilation or a review engagement, the accountant suspects that fraud or an illegal act may have occurred.
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My (Our) fees for these services. .. .
I (We) shall be pleased to discuss this letter with you at any time.

If the foregoing is in accordance with your understanding, please sign the copy of this letter in the space
provided and return it to me (us).+
Sincerely yours,
[Signature of accountant]

Accepted and agreed to:
Gowers Drug Stores

Title

Date

+ Some accountants prefer not to obtain an acknowledgment, in which case their letter would omit the paragraph beginning "If the
foregoing . . ." and the spaces for the acknowledgment. The first paragraph of their letter might begin as follows: "This letter sets forth
my (our) understanding of the terms and objectives of our engagement. . ."
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Illustrative Engagement Letter for a Review of Financial Statements

Mr. Thaddeus Gowers, President
Gowers Drug Stores
1 Main Street
Bedford Falls, New Hampshire 00000
Dear Mr. Gowers:

This letter is to confirm my (our) understanding of the terms and objectives of our engagement and the nature
and limitations of the services I (we) will provide.

I (We) will perform the following services:
1. I (We) will review the balance sheet of Gowers Drug Stores as of December 31,20XX, and the related
statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of
Certified Public Accountants. My (Our) review will consist primarily of inquiries of company
personnel and analytical procedures applied to financial data, and I (we) will require a representation
letter from management. A review does not contemplate obtaining an understanding of internal
control or assessing control risk, tests of accounting records and responses to inquiries by obtaining
corroborating evidential matter, and certain other procedures ordinarily performed during an audit.

Thus, a review does not provide assurance that I (we) will become aware of all significant matters
that would be disclosed in an audit. My (Our) engagement cannot be relied upon to disclose errors,
fraud, or illegal acts that may exist. However, I (we) will inform the appropriate level of manage
*
ment
of any material errors, of any evidence or information that comes to my (our) attention during
the performance of review procedures, that fraud or an illegal act may have occurred, unless they
are clearly inconsequential. I (We) will not perform an audit of such financial statements, the objective
of which is the expression of an opinion regarding the financial statements taken as a whole, and,
accordingly, I (we) will not express such an opinion on them.
My (Our) report on the financial statements is presently expected to read as follows:

I (We) have reviewed the accompanying balance sheet of Gowers Drug Stores as of December 31,
20XX, and the related statements of income, retained earnings, and cash flows for the year then ended,
in accordance with Statements on Standards for Accounting and Review Services issued by the
American Institute of Certified Public Accountants. All information included in these financial
statements is the representation of the management of Gowers Drug Stores.

A review consists principally of inquiries of company personnel and analytical procedures applied
to financial data. It is substantially less in scope than an audit in accordance with generally accepted
auditing standards, the objective of which is the expression of an opinion regarding the financial
statements taken as a whole. Accordingly, I (we) do not express such an opinion.

Based on my (our) review, I am (we are) not aware of any material modifications that should be made
to the accompanying financial statements in order for them to be in conformity with generally
accepted accounting principles.
If, for any reason, I am (we are) unable, to complete our review of your financial statements, I (we)
will not issue a report on such statements as a result of this engagement.

2. I (We) will also . .. [discussion of other services].
When fraud or an illegal act involves senior management, the accountant should report the matter to an individual or group at a
higher level within the entity, such as the board of directors. Refer to SSARS No. 12, Omnibus Statement on Standards for Accounting and
Review Services—2005, for guidance as to the steps the accountant should take to perform the required communication when, during
the performance of a compilation or a review engagement, the accountant suspects that fraud or an illegal act may have occurred.

AICPA Audit and Accounting Manual

AAM §2200.70

2226

Compilation and Review

68

9-05

My (Our) fees for these services. ...

I (We) shall be pleased to discuss this letter with you at any time.

If the foregoing is in accordance with your understanding, please sign the copy of this letter in the space
provided and return it to us.

Sincerely yours,
[Signature of accountant]

Accepted and agreed to:
Gowers Drug Stores
Title

Date
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Illustrative Engagement Letter for a Bookkeeping Engagement

Mr. Thaddeus Gowers, President
Gowers Drug Stores
1 Main Street
Bedford Falls, New Hampshire 00000
Dear Mr. Gowers:

This letter is to confirm my (our) understanding of the terms and objectives of our engagement and the nature
and limitations of the services I (we) will provide. So that I (we) can meet your expectations related to the
services we will provide, this engagement letter clearly identifies both the services that will be provided and
the frequency with which these services will be provided.
I (We) will prepare semi-monthly payroll checks and compute required withholdings based on hours
worked, rates of pay, tax jurisdictions, and withholding information provided by you or your representative.
You will need to review all payroll checks prior to signing them, and notify me (us) promptly of any errors.
I (We) will notify you of required payroll tax deposits. Failure to make these deposits on a timely basis will
subject you to penalties and interest.
I (We) will prepare quarterly and annual payroll tax returns, as well as your annual 1099 forms. You will
need to review the returns prior to signing them, and notify me (us) promptly of any errors or omissions.

Any significant changes in the number of employees, various miscellaneous deductions, or other items
involved could cause an increase in our fees. I (We) also require that you provide complete information in
good "working order" for us, with checks and deposits coded to the proper accounts. I (We) will discuss
with you in advance any proposed increase in our fees.
I (We) will also assist you with various bookkeeping functions, including consultation on recordkeeping,
recording of transactions, and periodic adjustments, among others.
Our work in connection with this engagement is not intended to result in submission or issuance of financial
statements by [Firm] as defined by Statements on Standards for Accounting and Review Services issued by
the American Institute of Certified Public Accountants. A submission of financial statements, as defined by
professional standards, requires that the CPA present to a client or third parties financial statements that the
CPA has prepared manually or through the use of computer software. By your signature below, you
understand that the submission of financial statements as defined above is outside the scope of this
engagement.

Should you require financial statements (either for management use or third-party use), I (we) would be
pleased to discuss with you the requested level of service. Such engagement would be considered separate
and not deemed to be part of the services described in this engagement letter.

My (Our) engagement cannot be relied upon to disclose errors, fraud, or illegal acts that may exist. However,
I (we) will inform the appropriate level of management
*
of any material errors, of any evidence or information
that comes to my (our) attention during the engagement, that fraud or an illegal act may have occurred,
unless they are clearly inconsequential.
When fraud or an illegal act involves senior management, the accountant should report the matter to an individual or group at a
higher level within the entity, such as the board of directors. Refer to SSARS No. 12, Omnibus Statement on Standards for Accounting and
Review Services—2005, for guidance as to the steps the accountant should take to perform the required communication when, during
the performance of a compilation or a review engagement, the accountant suspects that fraud or an illegal act may have occurred.
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I (We) appreciate the opportunity to be of service to you and believe that this letter accurately summarizes
the significant terms of our engagement. If you have any questions, please let me (us) know. If the foregoing
terms are in accordance with your understanding, please sign the copy of this letter in the space provided
and return it to me (us).
Sincerely yours,

[Signature of accountant]

Accepted and agreed to:

Gowers Drug Stores
Title

Date

[The next page is 2301.]
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AAM Section 2300
Compilation Engagements
Type of Compilation
.01

SSARS No. 1 (AR section 100.04) defines a compilation as follows:

Presenting in the form of financial statements information that is the representation of
management (owners) without undertaking to express any assurance on the statements.
.02

SSARS No. 1 (AR section 100), as amended, now provides for two types of compilations:

•

A compilation with a report is required when the accountant has been engaged to compile and report
on the financial statements or when the accountant reasonably expects the financial statements to be
used by a third party. This might be referred to as a traditional compilation.

•

A compilation without a report is available when the accountant does not reasonably expect the
financial statements to be used by a third party. This might be referred to as a management-use-only
compilation.

.03 In either case, the engagement is a compilation requiring that the accountant comply with the
performance requirements in SSARS No. 1. The difference between the two options lies in the form of
communication used in the engagement (see Exhibit 2200-1 in the previous section of this Manual for
additional details.)

What's the Difference Between a Traditional Compilation and
Management-Use-Only Compilation?
.04 Some practitioners have suggested that there is no real difference between the traditional compilation
and the management-use-only compilation since essentially the same information is communicated in either
a compilation report or an engagement letter. Although there are similarities in the two forms of communi
cation, there are substantial differences. Both forms of communication (report and engagement letter) are
used to communicate:
•

What the engagement is—in both cases the CPA tells the user that the financial statements are compiled
and explains what a compilation is (presenting in the form of financial statements information that
is the representation of management).

•

What the engagement is not—in both cases the CPA tells the user that the financial statements are not
audited or reviewed and that no opinion or any other form of assurance is expressed.

•

Limitations in the financial statements—in both cases the CPA tells the user about any limitations in the
financial statements. In this area, however, the way in which limitations are communicated is very
different:
— Traditional Compilation (Report)—SSARS No. 1 (AR section 100.46-.47) states that if the accountant
becomes aware of a measurement or disclosure departure in the financial statements, the financial
statements should be revised or the report should be modified to disclose the departure. In other
words, absent revision of the financial statements, the accountant should add an additional
paragraph to the report to disclose the nature of the departure and disclose the effect of the
departure on the financial statements (if the effect is known).
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— Management-Use-Only Compilation (Engagement Letter)—SSARS No. 1 (AR section 100.21) states
that the accountant should include in the engagement letter a statement that material departures
from GAAP or OCBOA may exist and the effects of those departures on the financial statements
may not be disclosed.
.05 The reason for this difference in communication is based on the intended user of the financial
statements. In the case of a traditional compilation, the financial statements are intended to be used by anyone
(general-use). Therefore, the limitations must be communicated in such a way as to be understood by anyone,
including those not familiar with the financial matters of the entity. In the case of a management-use-only
compilation, the financial statements are intended for a limited group of management ("non third parties").
By definition, these members of management have a certain level of knowledge about the business and about
the engagement that the accountant is performing. For that reason, the issue of limitations can be handled
in a more broad way ("departures may exist") rather than specifically identifying each and every known
departure.
.06 In an engagement to compile financial statements for management's use only, a written engage
ment letter is required. (Note that in all compilation and review engagements an understanding with
the client is required.) This engagement letter might address certain matters, as described in AAM section
2200.33. It is permissible to issue one engagement letter to cover multiple periods and/or multiple
services. However, it is recommended that this engagement letter be updated at least annually. Because
client relationships change over time, it is especially important in this type of engagement to ensure that
there is a good understanding between the CPA and the client (restricted nature of the statements,
limitations of the financial statements).

Performance Requirements for a Compilation Engagement
.07 SSARS No. 1 (AR section 100), as amended, states that in all compilation engagements, the perform
ance standards in AR section 100.05 and .07-10 should be followed.

.08

•

These performance standards consist of:
Have or obtain a general understanding of the accounting principles and practices of the industry in which the
client operates.

The accountant should have a sufficient understanding of his or her client's industry to know what the
financial statements for an entity in that industry should look like and to be aware of any accounting
principles or practices that are unique to that industry. The accountant does not have to be an industry
expert, and he or she can obtain this general understanding if he or she does not already possess it (for
example, through AICPA guides, non-authoritative industry guides, and trade publications).
•

Have or obtain a general understanding of the client's business.

The accountant should have a general understanding of the client's business transactions, form of its
accounting records, stated qualifications of accounting personnel, basis of accounting on which the
financial statements are to be presented, and form and content of the financial statements, according to
the standard. The purpose of this general understanding is to determine whether it will be necessary for
the accountant to perform other accounting services (such as bookkeeping and adjustments) in order to
compile the financial statements.
•

Obtain additional or revised information if the information supplied by the client appears to be incorrect,
incomplete, or otherwise unsatisfactory.

This requirement to obtain additional or revised information has different meanings depending upon
the intended use of the financial statements. For example, if the financial statements will be used by a
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third party (or if the accountant reasonably expects that they might be used by a third party), any
information that appears to be incomplete, incorrect, or unsatisfactory for use by that third party (for
example, missing disclosures or measurement departures) should be obtained from or corrected by the
client. On the other hand, if the financial statements are not intended to be used by third parties, then
that same information may be sufficient for management, since they have the requisite knowledge of the
business to put the information in the proper context.
•

Read the compiled financial statements and consider whether they appear to be appropriate in form and free of
obvious material error.

This final reading of the financial statements is sometimes called the "smell test." The primary purpose
of the smell test requirement is to look for mathematical or clerical errors, presentation errors (for
example, incorrect titles on the financial statements), and others.

Traditional Compilation
Performance Requirements
.09

In order to perform a traditional compilation, the accountant should

•

Establish an understanding with the client (See AAM section 2200.29-.40).

•

Have or obtain a general understanding of the accounting principles and practices of the industry in
which the client operates.

•

Have or obtain a general understanding of the client's business.

•

Obtain additional or revised information if the information supplied by the client appears to be
incorrect, incomplete, or otherwise unsatisfactory.

•

Read the compiled financial statements and consider whether they appear to be appropriate in form
and free of obvious material error.

Reporting Requirements
.10 If the accountant submits financial statements to a client that will be used by a third party (or if he
or she reasonably expects that they might be used by a third party), the accountant must comply with the
reporting requirements in SSARS No. 1, as amended (AR section 100.11—.19).

.11

Illustrative reports for compiled financial statements are included in AAM section 2610.

Management-Use-Only Compilation
Performance Requirements
.12

In order to perform a management-use-only compilation, the accountant should

•

Establish an understanding with the client (See AAM section 2200.29-.40).

•

Have or obtain a general understanding of the accounting principles and practices of the industry in
which the client operates.

•

Have or obtain a general understanding of the client's business.

•

Obtain additional or revised information if the information supplied by the client appears to be
incorrect, incomplete, or otherwise unsatisfactory.
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Read the compiled financial statements and consider whether they appear to be appropriate in form
and free of obvious material error.

Third Parties

. 13 In deciding whether the financial statements are, or reasonably might be, expected to be used by a
third party, the accountant may rely on management's representation without further inquiry, unless
information comes to his or her attention that contradicts management's representation. SSARS No. 1 (AR
section 100.04) defines third parties as follows:

All parties except for members of management who are knowledgeable about the nature of
the procedures applied and the basis of accounting and assumptions used in the preparation
of the financial statements.
. 14 This is a definition by exception. In other words, the starting point for determining who is a third
party is that all parties are third parties, with the exception of certain members of management. Those certain
members of management would be those members who are knowledgeable enough about the business to
be able to put the information in the proper context. In order to not be considered a third party, the person
or persons must meet two requirements:
•

He or she is a member of management.

•

He or she is knowledgeable enough about the business to put the information in the proper context.

.15 For guidance on determining whether or not a person is a member of management, the accountant
may refer to Financial Accounting Standards Board (FASB) Statement of Financial Accounting Standards
No. 57, Related Party Disclosures, which includes the following definition:

Persons who are responsible for achieving the objectives of the enterprise and who have
the authority to establish policies and make decisions by which those objectives are to
be pursued. Management normally includes members of the board of directors, the chief
executive officer, chief operating officer, vice presidents in charge of principal business
functions (such as sales, administration, or finance), and other persons who perform
similar policymaking functions. Persons without formal titles also may be members of
management.
.16 In Exhibit 2300-1, "Third Parties," circle C represents all potential users of an entity's financial
statements (banks, bonding companies, creditors, shareholders, vendors, customers, and so on), and circle
B represents all members of management. All users in circle C would be considered third parties. In addition,
members of management in circle B—those without the requisite knowledge of the client's business that
would allow them to place the information contained in the financial statements in the proper context—also
would be considered third parties. Compiled financial statements which do not include a report should be
restricted to those parties in circle A—those members of management who have the requisite knowledge of
the business.
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Exhibit 2300-1—Third Parties

All Users

Management

.17 Although some judgment will be involved in making this determination, the accountant may rely on
management's representation that they have the necessary knowledge of the business to put the information
in the proper context.
.18 This definition does not mean that certain members of management must be thoroughly knowledge
able about technical accounting principles and procedures. Instead, management must be knowledgeable
about the nature of the services the accountant is providing and understand the procedures and assumptions
he or she is using. Consider these examples of third parties:

•

ABC Company is a small, closely-held business, owned and managed by its sole shareholder, John.
In this situation, absent evidence to the contrary, John has the requisite knowledge of his business
and would not be considered a third party.

•

KLM Company is a small, closely-held business, managed by one of its ten shareholders, Jane (the
other nine shareholders live out of state and are not involved in the management of the business). In
this situation, absent evidence to the contrary, Jane has the requisite knowledge of the business and
would not be considered a third party. The other nine shareholders, however, would be considered
third parties.

•

XYZ Company is a small, closely-held business. The management team consists of a president, Joe;
controller, Mary; operations manager, Sue; and sales manager, Jim. Joe, Mary, and Sue are all involved
in the financial operation of the company and are knowledgeable about the accounting principles
and practices being used. Jim, on the other hand, has no finance background and is not involved in
the financial operation of the company. In this example, Joe, Mary, and Sue would not be considered
third parties. Jim, although he is a member of management, does not have the requisite knowledge
of the accounting practices of the business and would be considered a third party.

.19 Note that those members of management that are considered third parties (Jim in the preceding
example) could be "brought into the loop" or removed from third party status. Removing management
members from third-party status would occur by educating those members of management about the
accounting principles and practices of the business, thereby allowing them to place the information in the
proper context. This education could be accomplished by other members of management or by the accountant.
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Transmittal Letter for Management-Use-Only Compilation
.20 Some practitioners have questioned whether they should include a transmittal letter with financial
statements compiled for management's use only. While a transmittal letter is not required by SSARSs, it is
permissible to attach such a letter to management-use-only financial statements. This letter, however, should
not contain any language that resembles that found in a traditional compilation report.

Documentation Requirement
.21 SSARS No. 1 (AR section 100) does not discuss work paper documentation for a compilation
engagement except in the case of the engagement letter in a management-use-only compilation.1 Although
not required, including the type of documentation noted below may be helpful from a risk management and
quality control perspective:
•

Engagement letter

•

Trial balance information to bridge the client's records to the compiled financial statements

•

Notes on how incorrect, incomplete, or unsatisfactory matters were resolved, if any

•

If required by firm policy, compilation work program, procedural checklists, and disclosure checklists

. 22 It's wise to document all client discussions, in person or over the phone. Notations should identify
all parties to the discussion, what was said, and by whom. Entries should be initiated and dated by the
practitioner. Also, consider potential consequences to the client if they ignore, misinterpret, or fail to act on
advice or conclusions. If such actions could result in lost financial benefits or adverse tax consequences to
the client, or if action by other professionals is recommended or required, send a follow-up letter to the client
explaining the substance of the discussions and detailed recommendations.
. 23 Never include unsubstantiated subjective statements in a working paper file. If documenting obser
vations regarding questionable client ethics or possible fraud, list the objective findings that led to this
observation. In addition, timesheets should reflect and accurately describe work performed during the
engagement. Avoid using terms like "audit" and "review," unless the service performed fits the definitions
contained in the AICPA professional standards.

Practice Tip
Remember—all relevant information is potentially subject to discovery in a lawsuit, regardless of the storage
medium.

1 SSARS No. 1, as amended by SSARS No. 8 (AR section 100), does require documentation of the understanding with the client in the
form of a written engagement letter for a management-use-only compilation (if a compilation report is not to be issued).
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Compilation Engagement Program

.24

Client:

Balance Sheet Date:

Completed by:

Date Completed:

Procedure

1.

Prepare or update the Client Acceptance and Continuance Form.

2.

Consider whether the firm is independent. If not independent, the compilation
report should be modified to indicate that fact.

3.

Establish an understanding with the client, preferably in writing, regarding the
nature of the services to be performed. Include a copy of the engagement letter or
memorandum describing oral arrangements.

4.

If the engagement was originally intended to be an audit or a review, document the
appropriateness of the decision to step-down.

5.

Acquire the necessary knowledge and understanding of:

a.

Accounting principles and practices of the industry.

b.

Nature of the client's business transactions, form of accounting records,
stated qualifications of the accounting personnel, accounting basis to be
used, and form and content of the financial statements.

6.

Consider the necessity to perform any other accounting services to enable
compilation of the financial statements.

7.

If there is any indication that information supplied by the entity is incorrect,
incomplete or otherwise unsatisfactory, obtain additional or revised information.

8.

Draft and read the financial statements and consider whether:

9.

10.

2307

a.

The financial statements include all required disclosures, unless
substantially all disclosures are omitted.

b.

Financial statements prepared in accordance with an OCBOA present proper
OCBOA titles and disclose the basis of accounting either in the notes or in
the compilation report.

c.

The financial statements are appropriate in form.

d.

The financial statements are free of obvious mathematical or clerical error.

e.

The financial statements are free of obvious measurement departures from
GAAP or OCBOA.

Completed by
or N/A

Draft the accountant's report.

If the financial statements omit substantially all disclosures required by GAAP or
OCBOA, add an additional paragraph to the report disclosing the omission.
(continued)
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Completed by
or N/A

If the financial statements contain a departure from GAAP or OCBOA, including
either a measurement or disclosure departure:

a.

Revise the financial statements or modify the report to indicate the departure.

b.

If the financial statements are not revised, consider whether modification of
the report is adequate to indicate the deficiencies in the financial statements.

c.

If modification of the report is not considered adequate, consider
withdrawing from the engagement.

12.

If supplementary data accompanies the financial statements, consider referring to
the other data in the compilation report or issuing a separate report on the other
data.

13.

Include a reference to the report on each page of the financial statements and
supplementary data.

14.

Document any other procedures performed or unusual problems and their resolution.

15.

Determine that all required forms and checklists have been completed.

16.

Determine that all questions, exceptions, or notes, if any, posed during the work
have been followed up and resolved, and review notes and "to do" lists have been
removed from the work papers.

17.

Date the report as of the date the compilation was completed.

Compilation of Financial Statements Flowchart
.25 During the initial development of SSARS No. 8 (AR section 100), the members of Accounting and
Review Services Committee designed a flowchart to help guide their discussion about the proposed changes
in SSARS No. 1. That flowchart, which appeared in SSARS No. 8, is also useful in explaining how compilation
engagements may change due to the issuance of SSARS No. 8. We are including it here with the addition of
explanatory notes following.
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Exhibit 2300-2—Flowchart of Changes in SSARS No. 1 Resulting From Issuance of SSARS No. 8

START

Will you
submit
financial
statements?

NO

SSARS No. 1 (AR section
100) is not applicable

YES

z
Are any \
exemptions from
SSARS No. 1
(AR section 100)
\ applicable? /

YES

Follow the applicable guidance:
• Personal financial statements included in a personal financial
plan; see SSARS No. 6, Reporting on Personal Financial
Statements Included in Written Personal Financial Plans (AR
section 600).
• Certain prescribed forms; see SSARS No. 3, Compilation Reports
on Financial Statements Included in Certain Prescribed Forms
(AR section 300).
• Litigation support services; see Interpretation No. 20, “Applicability
of Statements on Standards for Accounting and Review Services
to Litigation Services,” of SSARS No. 1 (AR section 9100.76-.79).

NO

Were you
engaged to
compile? and
report on financial
\statements?z/

z/

YES

Establish an understanding with the client and follow performance
requirements in SSARS No. 1 (AR section 100.07-.10) as follows:
• Possess or obtain a general understanding of the industry.
• Possess or obtain a general understanding of the client's business.
• Take certain actions if the information supplied by the client
appears to be incorrect, incomplete or otherwise unsatisfactory.
• Read the compiled financial statements and consider whether they
appear to be appropriate in form and free of obvious material errors.
and follow reporting requirements as set out in AR section 100.11-.19.

NO

/
Do you
\
reasonably expect
a third party? to use
the compiled
financial
\ statements?

YES

Establish an understanding with the client and follow performance
requirements in SSARS No. 1 (AR section 100.07-.10):
• Possess or obtain a general understanding of the industry.
• Possess or obtain a general understanding of the client's business.
• Take certain actions if the information supplied by the client appears
to be incorrect, incomplete or otherwise unsatisfactory.
• Read the compiled financial statements and consider whether they
appear to be appropriate in form and free of obvious material errors.
and follow one of the communication requirements in AR section
100.20-.23:
• Issue a compilation report, or
• Document understanding with client with a written engagement
letter, preferably signed by management4
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1 Submission of financial statements—Presenting to a client or third parties financial statements that the accountant has prepared either
manually or through the use of computer software.
2 Compilation of financial statements—Presenting in the form of financial statements information that is the representation of manage
ment (owners) without undertaking to express any assurance on the statements.
3 Third parties—All parties except for management who are generally knowledgeable and understand the nature of the procedures
applied and the basis of accounting and assumptions used in the preparation of the financial statements.

The engagement letter should include the following matters:

4

•

A description of the nature and limitations of the services to be performed.

•

A statement that a compilation is limited to presenting in the form of financial statements information that is the representation
of management.

•

A statement that the financial statements have not been audited or reviewed.

•

A statement that no opinion or any other form of assurance on the financial statements will be provided.

•

An acknowledgement that management has knowledge about the nature of the procedures applied and the basis of accounting
and assumptions used in the preparation of the financial statements.

•

An acknowledgement of management's representation and agreement that the financial statements will not be used by third parties.

•

A statement that the engagement cannot be relied upon to disclose errors, fraud, or illegal acts.

The engagement letter should also include the following additional matters, if applicable:

•

A statement that material departures from generally accepted accounting principles (GAAP) or an other comprehensive basis
of accounting (OCBOA) may exist and the effects of those departures on the financial statements may not be disclosed.

•

A statement that substantially all disclosures (and the statement of comprehensive income and statement of cash flows, if appli
cable) required by GAAP or OCBOA may be omitted.

•

A statement that the accountant is not independent.

•

A reference to any supplementary information that may be included.
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Management-Use-Only Compilation Engagement Checklist

.26

Client:

Balance Sheet Date:

Completed by:

Date Completed:

Procedure

1.

Prepare or update the Client Acceptance Form.

2.

Consider whether the firm is independent. If not independent, the engagement
letter should be modified to indicate that fact.

3.

Establish an understanding with the client, in writing, regarding the following and
include a copy of the engagement letter in the work papers:

a.

Nature and limitations of the services.

b.

A compilation is limited to presenting in the form of financial statements
information that is the representation of management.

c.

The financial statements will not be audited or reviewed.

d.

No opinion or any other form of assurance on the financial statements will
be provided.

e.

Management has knowledge of the nature of the procedures applied and the
basis of accounting and assumptions used in the preparation of the financial
statements.

f.

Management representation that financial statements are not to be used by
third parties.

g.

Engagement cannot be relied upon to disclose errors, fraud, or illegal acts,
and we will inform appropriate level of management of any material errors,
of any evidence or information that comes to my (our) attention during the
engagement, that fraud or an illegal act may have occurred, unless clearly
inconsequential.

4.

If the engagement was originally intended to be another type of engagement,
document the appropriateness of the decision to change the engagement.

5.

Acquire the necessary knowledge and understanding of:

a.

Accounting principles and practices of the industry.

b.

Nature of the client's business transactions, form of accounting records,
stated qualifications of the accounting personnel, accounting basis to be
used, and form and content of the financial statements.

6.

Consider the necessity to perform any other accounting services to enable
compilation of the financial statements.

7.

If there is any indication that information supplied by the entity is incorrect,
incomplete, or otherwise unsatisfactory, obtain additional or revised information.

8.

Draft and read the financial statements and consider whether:

a.

The financial statements are appropriate in form.

b.

The financial statements are free of obvious mathematical or clerical error.

Completed by
or N/A

(continued)
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9.

Include a legend on each page of the financial statements and supplementary data
indicating the restricted nature of the presentation.

10.

Document any other procedures performed or unusual problems and their resolution.

11.

Determine that all required forms and checklists have been completed.

12.

Determine that all questions, exceptions, or notes, if any, posed during the work
have been followed up and resolved, and review notes and "to do" lists have been
removed from the work papers.
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Completed by
or N/A

[The next page is 2401.]
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AAM Section 2400
Review Engagements
Overview
.01

SSARS No. 1 (AR section 100.04) defines a review of financial statements as follows:
Performing inquiry and analytical procedures that provide the accountant with a reasonable
basis for expressing limited assurance that there are no material modifications necessary
that should be made to the statements in order for them to be in conformity with GAAP or
OCBOA.

.02 The definition of a review assumes the existence of financial statements as a "precedent" to a review
engagement. The accountant may have to perform other accounting services or a compilation prior to the
review engagement.
.03

The following performance standards are applicable to a review engagement:

•

Establish an understanding with the entity regarding the services to be performed and the report the
accountant expects to render (See AAM section 2200.29-.40 for a discussion of engagement letters).

•

Have, or obtain, knowledge of the accounting principles and practices of the entity's industry and a
general understanding of certain matters related to the entity itself.

•

Consider whether it will be necessary to perform other accounting services such as assistance in
adjusting the books of account, consultation on accounting matters, or compilation of the financial
statements.

•

Perform sufficient inquiry and analytical procedures to provide a reasonable basis for expressing
limited assurance.

•

Take certain actions when the accountant becomes aware that information supplied by the entity is
incorrect, incomplete, or otherwise unsatisfactory.

•

Obtain a representation letter from management.

•

Document certain items in work papers, as required by SSARS No. 1, as amended by SSARS No. 10
(AR section 100.36-.38).

Knowledge of Accounting Principles and Practices of the Industry
. 04 SSARS No. 1 requires the accountant to have knowledge of the accounting principles and practices
of the industry in which the entity operates. That knowledge, the sources of obtaining it, and the timing
requirements are identical to the requirements for a compilation.
. 05 The purpose of having that knowledge is not the same, however. In a compilation, the purpose is to
.. enable [the accountant] to compile financial statements that are appropriate in form for an entity
operating in that industry." In review, an additional purpose is to assist the accountant in constructing
inquiries and analytical procedures adequate to provide a reasonable basis for expressing limited assurance.
AICPA Audit and Accounting Manual
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. 06 SSARS No. 1 (AR section 100) states that the accountant must possess or obtain a certain knowledge
about the entity whose financial statements are under review. Since its basic purpose in a review is to enable
the accountant to construct appropriate inquiries and analytical procedures, this level of understanding is
more extensive than that required for a compilation engagement.
07 The accountant who performs a review must have a general understanding of:

.

• Entity's organization

• Operating characteristics of that organization
• Nature of the entity's assets and liabilities
• Nature of the entity's revenues and expenses

08

.

In order to obtain this understanding, the accountant would need a general knowledge of the entity's:

•

Products and services

•

Production, distribution, and compensation methods

•

Operating locations

•

Material transactions with related parties

Necessity to Perform Other Accounting Services
.09 SSARS No. 1 (AR section 100.04) states that "The accountant might consider it necessary to compile
the financial statements or to perform other accounting services to enable him to perform a review."
.10 Since the definition of a review assumes the existence of financial statements as a basis for a review,
if the statements do not already exist, the accountant may have to prepare books of original entry, post the
ledger, prepare a trial balance, and/or compile the financial statements.

.11 In many cases the financial statements may have to be adjusted (accruals, deferrals, depreciation,
etc.) before they are reviewed.

Inquiries and Analytical Procedures
.12 Procedures for conducting a review of financial statements generally are limited to analytical
procedures and inquiries. The accountant performs these procedures to obtain a basis for communicating
whether he or she is aware of any material modifications that should be made to the financial statements for
them to be in conformity with generally accepted accounting principles. The specific inquiries made and the
analytical and other procedures performed should be tailored to the engagement based on the accountant's
knowledge of the entity's business. For example, if the accountant becomes aware of a significant change in
the entity's operations, the accountant may consider making additional inquiries, employing additional
analytical procedures, or both. Professional literature does not indicate how many procedures must be
performed in a given engagement to achieve its reporting objective. That is a matter of professional judgment.
The extent of the total knowledge the accountant possesses about an entity and the industry in which it
operates is the basis for planning the extent of procedures to be performed.

Analytical Procedures
.13 SSARS No. 1 (AR section 100.29) states that the accountant should apply analytical procedures to the
financial statements to identify and provide a basis for inquiry about the relationships and individual items
AAM §2400.06
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that appear to be unusual and that may indicate a material misstatement. Analytical procedures should
include:
•

Developing expectations by identifying and using plausible relationships that are reasonably ex
pected to exist based on the accountant's understanding of the entity and the industry in which the
entity operates.

•

Comparing recorded amounts, or ratios developed from recorded amounts, to expectations devel
oped by the accountant.

.14 Appendix I of SSARS No. 1 (AR section 100.82) contains examples of analytical procedures an
accountant may consider performing when conducting a review of financial statements.

.15 A list of examples of analytical procedures for a review engagement is included in AAM section
2400.48.
.16 Expectations developed by the accountant in performing analytical procedures in connection with a
review of financial statements ordinarily are less encompassing than those developed in an audit. Also, in a
review the accountant ordinarily is not required to corroborate management's responses with other evidence.
However, the accountant should consider the reasonableness and consistency of management's responses
in light of the results of other review procedures and the accountant's knowledge of the entity's business and
the industry in which it operates.

.17 A basic premise underlying the application of analytical procedures is that relationships among data
may reasonably be expected to exist and continue to exist in the absence of known conditions to the contrary.

.18 Specific analytical procedures used are a matter of the accountant's judgment. Therefore, the
accountant should tailor the specific procedures to the client based on his or her understanding of the client's
business and the industry in which it operates.
.19 In applying analytical procedures in a review engagement, the accountant may achieve both
effectiveness and efficiency by using the following approach.
•

Identify immaterial account balances or classes of transactions. Apply analytical procedures to them,
if needed.

•

Identify account balances or classes of transactions to which other accounting services (bookkeeping
or payroll services, for example) have been applied. Consider the evidence that has been gathered
and whether any material errors are likely to remain. If there is already sufficient evidence for those
account balances or classes of transactions to reduce the risk of material misstatement to a moderate
level, consider whether applying analytical procedures is needed.

•

For the remaining account balances and classes of transactions, develop expectations (for example,
using historical trends adjusted for known changes) for them. Note, however, that SSARS No. 1 (AR
section 100) does not require a formal process of developing and documenting expectations.

•

Consider how close the existing account balance or class of transaction comes to the expectation
developed in the previous step. If the differences are small, no additional evidence may be
needed.

•

If the differences are large, material errors could exist. Inquire about valid business reasons for the
difference. If the results of inquiry are plausible and agree with other evidence, no additional evidence
may be needed.

•

If additional evidence is needed, apply other analytical procedures or obtain other suitable evidence.
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Inquiries and Other Review Procedures
.20 The following are inquiries the accountant should consider making and other review procedures the
accountant should consider performing when conducting a review of financial statements:

a.

Inquiries to members of management who have responsibility for financial and accounting matters
concerning (see Appendix B of SSARS No. 1 [AR section 100.75]):

(1) Whether the financial statements have been prepared in conformity with generally accepted
accounting principles consistently applied.
(2) The entity's accounting principles and practices and the methods followed in applying them and
procedures for recording, classifying, and summarizing transactions, and accumulating infor
mation for disclosure in the financial statements.
(3) Unusual or complex situations that may have an effect on the financial statements.

(4) Significant transactions occurring or recognized near the end of the reporting period.
(5) The status of uncorrected misstatements identified during the previous engagement.
(6) Questions that have arisen in the course of applying the review procedures.
(7) Events subsequent to the date of the financial statements that could have a material effect on the
financial statements.
(8) Their knowledge of any fraud or suspected fraud affecting the entity involving management or
others where the fraud could have a material effect on the financial statements, for example,
communications received from employees, former employees, or others.

(9) Significant journal entries and other adjustments.
(10) Communications from regulatory agencies.
b.

Inquiries concerning actions taken at meetings of shareholders, board of directors, committees of the
board of directors, or comparable meetings that may affect the financial statements.

c.

Reading the financial statements to consider, on the basis of information coming to the accountant's
attention, whether the financial statements appear to conform with generally accepted accounting
principles.

d. Obtaining reports from other accountants, if any, who have been engaged to audit or review the
financial statements of significant components of the reporting entity, its subsidiaries, and other
investees.1
.21 Appendix B of SSARS No. 1 (AR section 100.75) contains illustrative inquiries for a review engage
ment. However, these illustrative inquires are not intended to serve as a program or checklist in the conduct
of a review. The inquiries to be made in a review engagement are a matter of the accountant's judgment.
Specific inquiries should be tailored to the client, based on the accountant's understanding of the client's
business and the industry in which it operates.
.22

A list of illustrative inquiries for a review engagement is included in AAM section 2400.53.

Overall, the purpose of the inquiries and analytical procedures is to provide the accountant with the
primary basis for expressing limited assurance that no material modifications should be made to the financial
.23

1 The financial statements of the reporting entity ordinarily include an accounting for all significant components, such as unconsoli
dated subsidiaries and investees. If other accountants are engaged to audit or review the financial statements of such components, the
accountant will require reports from the other accountants as a basis, in part, for the accountant's review report with respect to the
review of the financial statements of the reporting entity. The accountant may decide to make reference to the work of other accountants
in the accountant's review report on the financial statements. If such reference is made, the report should indicate the magnitude of the
portion of the financial statements audited or reviewed by the other accountants.
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statements. SSARS No. 1 (AR section 100) does not specify how many procedures must be performed in
order to express the limited assurance. The extent and type of procedures performed is a matter of
professional judgment.
.24 SSARS No. 1 (AR section 100.35) does allow modification of inquiry and analytical procedures. For
example, the accountant may have acquired knowledge about the entity in the performance of audits of the
entity's financial statements, compilation of the entity's financial statements, or other accounting services
(such as bookkeeping services). This acquired knowledge may be sufficient to reduce the extent of inquiries
and analytical procedures, although the accountant would still have the same degree of responsibility with
respect to the financial statements (expressing limited assurance that no material modifications should be
made to the financial statements).

Analytical Procedures in Initial Review Engagements
.25 Accountants often question how to apply analytical procedures on initial review engagements. For
example, how can the accountant evaluate the results of procedures applied for the current year if he or she
is unsure whether amounts are comparable with prior years or if the company is newly formed? As stated
in the previous section, SSARS No. 1 (AR section 100.35) states:

Knowledge acquired in the performance of audits of the entity's financial statements,
compilation of the financial statements, or other accounting services may result in modifi
cation of the review procedures described. . . However, such modification would not reduce
the degree of responsibility the accountant assumes with respect to the reviewed financial
statements.
.26 This allows the accountant to modify his or her inquiries and analytical procedures based on
knowledge acquired in the performance of other services. Although SSARS No. 1 does not cite initial
engagements as a situation in which the accountant may choose to modify his or her inquiries and analytical
procedures, it is reasonable to assume that these procedures could be modified in initial engagements.

.27 In initial review engagements, the accountant may have to rely on other sources of evidence. For
example, the accountant may have to rely on making additional inquiries. Or, the accountant may have
already compiled the financial statements, or may have provided other accounting or bookkeeping
services for the client. In these cases the accountant may rely on knowledge gained from these other
services to supplement the limited analytical procedures that can be performed because of insufficient
history. Also, the accountant's analytical procedures may also consist of comparisons with results for
similar clients or to industry statistics, and of analysis of the interrelationships between accounts in these
circumstances.

When the Results of Analytical Procedures Are Unfavorable
.28 When results of analytical procedures are unfavorable (i.e., the accountant believes that fluctuations
from expected amounts are significant), SSARS No. 1 (AR section 100.25) requires the accountant to apply
additional procedures. The accountant must achieve limited assurance that no material modifications are
necessary to conform the financial statements to GAAP. Sometimes inquiries and analytical procedures will
be sufficient. However, in many cases, the accountant will combine additional inquiry or analytical proce
dures with preparing other accounting schedules or analyses to explain fluctuations.
.29 Overall, the purpose of the inquiries and analytical procedures is to provide the accountant with the
primary basis for expressing limited assurance that no material modifications should be made to the financial
statements. SSARS No. 1 (AR section 100) does not specify how many procedures must be performed in
order to express the limited assurance. The extent and type of procedures performed is a matter of
professional judgment.
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.30 An illustrative ratio analysis worksheet is included in AAM section 2400.54, and an illustrative
analytical procedures comparative report is included in AAM section 2400.55.

Awareness Concerning Information Supplied
.31 SSARS No. 1 (AR section 100.25) states that a review does not contemplate various procedures that
are ordinarily performed during an audit. However, it goes on to state that ". .. the accountant may become
aware that information coming to his or her attention is incorrect, incomplete, or otherwise unsatisfactory. If any
evidence or information comes to the accountant's attention regarding fraud or an illegal act that may have
occurred, the accountant should request that management consider the affect of the matter on the financial
statements. Additionally, the accountant should consider the affect of the matter on his or her review report.
In circumstances where the accountant believes the financial statement are materially misstated, the account
ant should perform the additional procedures deemed necessary to achieve limited assurance . .

.32 If the accountant is unable to perform the inquiry and analytical procedures he or she considers
necessary to achieve limited assurance contemplated by a review, the accountant's review will be incom
plete. Under these circumstances, the accountant will not have attained his original objective and accordingly
cannot express limited assurance.
.33 SSARS No. 1 (AR section 100.43) also states that "when an accountant is unable to perform the inquiry
and analytical procedures he or she considers necessary . . . the review will be incomplete." A review that is
incomplete is not an adequate basis for issuing a review report. In such a situation, the accountant should
also consider whether it is appropriate to issue a compilation report on the financial statements.

Representation Letters
.34 Written representations are required from management for all financial statements and periods
covered by the accountant's review report. The specific written representations obtained by the accountant
will depend on the circumstances of the engagement and the nature and basis of presentation of the financial
statements. In connection with the review of the financial statements presented in accordance with GAAP,
specific representations should relate to the following matters:2

•

Management's acknowledgement of its responsibility for the fair presentation in the financial
statements of financial position, results of operations, and cash flows in conformity generally
accepted accounting principles.

•

Management's belief that the financial statements are fairly presented in conformity with generally
accepted accounting principles.

•

Management's acknowledgement of its responsibility to prevent and detect fraud.

•

Knowledge of any fraud or suspected fraud affecting the entity involving management or others
where the fraud could have a material effect on the financial statements, including any communica
tions received from employees, former employees, or others.

•

Management's full and truthful response to all inquiries.

•

Completeness of information.

•

Information concerning subsequent events.

2 Specific representations also are applicable to financial statements presented in conformity with a comprehensive basis of
accounting other than generally accepted accounting principles. The specific representations to be obtained should be based on the
nature and basis of representation of the financial statements being reviewed.
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.35 Like the inquiries and analytical procedures in a review engagement, the management representation
letter should be tailored to the client based on the accountant's knowledge of the client's business and the
industry in which it operates. Additional representations may be added to the letter, especially if the client
operates in a specialized industry (e.g., construction contractors, homeowners associations, and not-forprofit organizations). These additional representations may be found in AICPA Industry Audit and Accounting
Guides you can obtain by contacting AICPA Service Center Operations at 888-777-7077.

.36 The written representations should be addressed to the accountant. The representations should be
made as of a date no earlier than the date of the accountant's report since the accountant is concerned with
events occurring through the date of the report that may require adjustments to or disclosure in the financial
statements. The letter should be signed by those members of management whom the accountant believes
are responsible for and knowledgeable, directly or through others in the organization, about the matters
covered in the representation letter. Normally the chief executive officer and chief financial officer or others
with equivalent positions in the entity should sign the representation letter. If the current management was
not present during all the periods covered by the accountant's report, the accountant should nevertheless
obtain written representations from current management on all such periods.

.37 An illustrative management representation letter is provided in Appendix F of SSARS No. 1 (AR
section 100.79) and is included in AAM section 2400.51.
.38 There are circumstances in which an accountant should consider obtaining an updating repre
sentation letter from management (for example, the accountant obtains a management representation letter
after completion of inquiry and analytical review procedures but does not issue his or her review report for
a significant period of time thereafter, or a material subsequent event occurs after the completion of inquiry
and analytical review procedures, including obtaining the original management representation letter, but
before the issuance of the report on the reviewed financial statements). In addition, if a predecessor
accountant is requested by a former client to reissue his or her report on the financial statements of a prior
period, and those financial statements are to be presented on a comparative basis with reviewed financial
statements of a subsequent period, the predecessor accountant should obtain an updating representation
letter from the management of the former client. The updating management representation letter should
state (a) whether any information has come to management's attention that would cause management to
believe that any of the previous representations should be modified and (b) whether any events have occurred
subsequent to the balance-sheet date of the latest financial statements reported on by the accountant that
would require adjustment to or disclosure in those financial statements.
.39 An illustrative updating management representation letter is provided in Appendix G of SSARS No.
1 (AR section 100.80), and is included in AAM section 2400.52.

Work Paper Documentation
.40 The accountant should prepare documentation in connection with a review of financial statements,
the form and content of which should be designed to meet the circumstances of the particular engagement.
Documentation is the principal record of the review procedures performed and the conclusions reached by
the accountant in performing the review. However, an accountant would not be precluded from supporting
his or her review report by other means in addition to the review documentation. Such other means might
include written documentation contained in other engagement (for example compilation) files or quality
control files (for example consultation files) and in limited situations, oral explanations. Oral explanations
should be limited to those situations where the accountant finds it necessary to supplement or clarify
information contained in the documentation. Oral explanations should not be the principal support for the
work performed or the conclusions reached.
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.41 SSARS No. 1 (AR section 100.37) states that it is not possible to specify the form or content of the
documentation the accountant should prepare because of the different circumstances in individual engage
ments. However, the documentation should include any findings or issues that in the accountant's judgment
are significant, for example, the results of review procedures that indicate the financial statements could be
materially misstated, including actions taken to address such findings, and the basis for the final conclusions
reached.

.42 SSARS No. 1 (AR section 100.38) states that the documentation of the inquiry and analytical
procedures should include the following:
•

The matters covered in the accountant's inquiry procedures.

•

The analytical procedures performed.

•

The expectations as discussed in SSARS No. 1 (AR section 100.29), where significant expectations are
not otherwise readily determinable from the documentation of the work performed, and factors
considered in the development of those expectations.

•

Results of the comparison of the expectations to the recorded amounts or ratios developed from
recorded amounts.

•

Any additional procedures performed in response to significant unexpected differences arising from
the analytical procedure and the results of such additional procedures.

•

Unusual matters that the accountant considered during the performance of the review procedures,
including their disposition.

•

Communications, whether oral or written, to the appropriate level of management regarding fraud
or illegal acts that come to the accountant's attention.

•

The representation letter.

.43

In addition, most practitioners include some or all of the following in their work papers:

•

Engagement letter.

•

Checklist or memorandum describing the CPA's knowledge of the client's business and industry.

•

Checklist, work program, and results of analytical procedures in support of inquiries and analytical
procedures, including names of persons responding to inquiries.

•

Support for data in the notes to the financial statements.

•

Discussion of unusual matters encountered.

•

Compilation work papers, if the financial statements required compilation prior to review.

•

Copies of reports from other accountants who have audited or reviewed a subsidiary, etc.

•

Reasons for a step-down from an audit, if applicable.

Additional Guidance
.44 For additional guidance practitioners should refer to the AICPA Accounting and Review Services
Committee Issue Paper on Analytical Procedures in a Review Engagement which is intended to provide
accountants with information that may help them understand certain requirements related to the use of
analytical procedures in review engagements and how the use of analytical procedures should be docu
mented in those engagements.
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.45 Practitioners may also refer to the new AICPA Practice Aid, Review Engagements—New and Expanded
Guidance on Analytical Procedures and Inquiries (product number 006618). The practice aid clarifies certain
existing SSARS, suggests ways of implementing existing and new standards in special circumstances, and
provides practical guidance to help implement the changes to SSARS No. 1, Compilation and Review of Financial
Statements (AR section 100).
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.46

Client:

Balance Sheet Date:

Completed by:

Date Completed:

Procedure

1.

Prepare or update the Client Acceptance and Continuance Form.

2.

Consider whether the firm is independent. If not independent, a review
engagement cannot be performed.

3.

Establish an understanding with the client, preferably in writing, regarding the
nature of the services to be performed. Include a copy of the engagement letter or
memorandum describing oral arrangements.

4.

If the engagement was originally intended to be an audit, document the
appropriateness of the decision to step-down.

5.

Acquire the necessary knowledge and understanding of:
a.

Accounting principles and practices of the industry.

b.

Nature of the client's business transactions, form of accounting records, stated
qualifications of the accounting personnel, accounting basis to be used, and
form and content of the financial statements.

6.

Consider the necessity to perform any other accounting services to enable review
of the financial statements.

7.

Apply analytical procedures to the financial statements to identify and provide a
basis for inquiry about relationships and individual items that appear to be unusual
and that may indicate a material misstatement. Consider performing the analytical
procedures described in AAM section 2400.48.

8.

Inquire of members of management having responsibility for financial and
accounting matters concerning:

a.

Whether the financial statements have been prepared in conformity with
GAAP or OCBOA consistently applied.

b.

The entity's accounting principles and practices and the methods followed in
applying them and procedures for recording, classifying, and summarizing
transactions, and accumulating information for disclosure in the financial
statements.

c.

Unusual or complex situations that may have an effect on the financial
statements.

d.

Significant transactions occurring or recognized near the end of the reporting
period.

e.

The status of uncorrected misstatements identified during the previous
engagement.

f.

Questions that have arisen in the course of applying the review procedures.

g.

Events subsequent to the date of the financial statements that could have a
material effect on the financial statements.

Completed by
or N/A

(continued)
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Procedure

h.

Their knowledge of any fraud or suspected fraud affecting the entity involving
management or others where the fraud could have a material effect on the
financial statements, for example, communications received from employees,
former employees, or others.

i.

Significant journal entries and other adjustments.

j.

Communications from regulatory agencies.

9.

Make inquiries concerning actions taken at meetings of shareholders, board of
directors, committees of the board of directors, or comparable meetings that may
affect the financial statements.

10.

Read the financial statements to consider whether, on the basis of information
coming to the accountant's attention:
a.

The financial statements appear to conform with GAAP or an OCBOA.

b.

Financial statements prepared in accordance with an OCBOA present proper
OCBOA titles and disclose the basis of accounting in the notes or in the review
report.

c.

The financial statements are appropriate in form.

d.

The financial statements are free from obvious mathematical or clerical error.

11.

Obtain reports from other accountants, if any, who have been engaged to audit or
review the financial statements of significant components of the reporting entity,
its subsidiaries, and other investees.

12.

If there is any indication that information supplied by the entity is incorrect,
incomplete or otherwise unsatisfactory, obtain additional or revised information.

13.

Draft the accountant's report.

14.

If the financial statements contain a departure from GAAP or OCBOA, including
either a measurement or disclosure departure:

a.

Revise the financial statements or modify the report to indicate the departure.

b.

If the financial statements are not revised, consider whether modification of the
report is adequate to indicate the deficiencies in the financial statements.

c.

If modification of the report is not considered adequate, consider withdrawing
from the engagement.

15.

Obtain a representation letter.

16.

If supplementary data accompanies the financial statements, modify the report in
accordance with AR section 100.60.

17.

Include a reference to the report on each page of the financial statements and
supplementary data.

18.

Document the following:
a.

The matters covered in the accountant's inquiry procedures.

b.

The analytical procedures performed.

2411
Completed by
or N/A

(continued)
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c.

The expectations as discussed in AR section 100.29, where significant
expectations are not otherwise readily determinable from the documentation
of the work performed, and factors considered in the development of those
expectations.

d.

Results of the comparison of the expectations to the recorded amounts or ratios
developed from recorded amounts.

e.

Any additional procedures performed in response to significant unexpected
differences arising from the analytical procedure and the results of such
additional procedures.

f.

Findings, issues, and unusual matters that the accountant considered during
the performance of the review procedures, including actions taken to address
such matters, their disposition, and the final conclusions reached.

g.

Communications, whether oral or written, to the appropriate level of
management regarding fraud or illegal acts that come to the accountant's
attention.

19.

Determine that all required forms and checklists have been completed.

20.

Determine that all questions, exceptions, or notes, if any, posed during the work
have been followed up and resolved, and review notes and "to do" lists have been
removed from the work papers.

21.

Date the report as of the date the review was completed.
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Analytical Procedures the Accountant May Consider Performing When
Conducting a Review of Financial Statements
.47 Analytical procedures are designed to identify relationships and individual items that appear to be
unusual and that may reflect a material misstatement of the financial statements. The analytical procedures
performed in a review of financial statements are a matter of the accountant's professional judgment. In
determining the appropriate analytical procedures, an accountant may consider (a) the nature and materiality
of the items reflected in the financial statements, (b) the likelihood of a misstatement in the financial
statements, (c) knowledge obtained during current and previous engagements, (d) the stated qualifications
of the entity's accounting personnel, (e) the extent to which a particular item is affected by management's
judgment, and (f) inadequacies in the entity's underlying financial data.
.48 The following list of analytical procedures is for illustrative purposes only. These analytical proce
dures will not necessarily be applicable in every review engagement, nor are these analytical procedures
meant to be all-inclusive. These illustrative analytical procedures are not intended to serve as a program or
checklist to be utilized in performing a review engagement. Examples of analytical procedures an accountant
may consider performing in a review of financial statements include:

•

Comparing financial statements with statements for comparable prior period(s).

•

Comparing current financial information with anticipated results, such as budgets or forecasts (for
example, comparing tax balances and the relationship between the provision for income taxes and
pretax income in the current financial information with corresponding information in (a) budgets,
using expected rates, and (b) financial information for prior periods).3

•

Comparing current financial information with relevant nonfinancial information.

•

Comparing ratios and indicators for the current period with expectations based on prior periods, for
example, performing gross profit analysis by product line and operating segment using elements of
the current financial information and comparing the results with corresponding information for prior
periods. Examples of key ratios and indicators are the current ratio, receivables turnover or days'
sales outstanding, inventory turnover, depreciation to average fixed assets, debt to equity, gross
profit percentage, net income percentage, and plant operating rates.

•

Comparing ratios and indicators for the current period with those of entities in the same industry.

•

Comparing relationships among elements in the current financial information with corresponding
relationships in the financial information of prior periods, for example, expense by type as a
percentage of sales, assets by type as a percentage of total assets, and percentage of change in sales
to percentage of change in receivables.

. 49 Analytical procedures may include such statistical techniques as trend analysis or regression analysis
and may be performed manually or with the use of computer-assisted techniques.

. 50 In addition, the accountant may find the guidance in SAS No. 56, Analytical Procedures (AU section
329), as amended, useful in conducting a review of financial statements.

3 The accountant should exercise caution when comparing and evaluating current financial information with budgets, forecasts, or
other anticipated results because of the inherent lack of precision in estimating the future and the susceptibility of such information to
manipulation and misstatement by management to reflect desired results.
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Review of Financial Statements—Illustrative Representation Letter

A review offinancial statements consists principally of inquiries of company personnel and analytical procedures applied
to financial data. As part of a review offinancial statements, the accountant is required to obtain a written representation
from his or her client to confirm the oral representations made to the accountant. The introductory paragraph should
specify the financial statements and periods covered by the accountant's review report. If matters exist that should be
disclosed to the accountant, they should be indicated by listing them following the representation. The following
representation letter is included for illustrative purposes only. The accountant may decide, based on the circumstances
of the review engagement or the industry in which the entity operates, that other matters should be specifically included
in the letter and that some of the representations included in the illustrative letter are not necessary.

(Date [No earlier than the date of the Accountant's Report])
(To the Accountant)
We are providing this letter in connection with your review of the (identification of financial statements) of
(name of entity) as of (dates) and for the (periods of review) for the purpose of expressing limited assurance
that there are no material modifications that should be made to the statements in order for them to be in
conformity with generally accepted accounting principles.

We confirm that we are responsible for the fair presentation in the financial statements of financial position,
results of operations, and cash flows in conformity with generally accepted accounting principles.
Certain representations in this letter are described as being limited to matters that are material. Items are
considered material, regardless of size, if they involve an omission or misstatement of accounting information
that, in the light of surrounding circumstances, makes it probable that the judgment of a reasonable person
relying on the information would be changed or influenced by the omission or misstatement.1

We confirm, to the best of our knowledge and belief, (as of [a date no earlier than the date of review report, see
section 100.38]), the following representations made to you during your review.
1. The financial statements referred to above are fairly presented in conformity with generally accepted
accounting principles.
2. We have made available to you all:

a.

Financial records and related data.

b.

Minutes of the meetings of stockholders, directors, and committees of directors, or summaries
of actions of recent meetings for which minutes have not yet been prepared.

3. There are no material transactions that have not been properly recorded in the accounting records
underlying the financial statements.
4. We acknowledge our responsibility for the design and implementation of programs and controls to
prevent and detect fraud.
5. We have no knowledge of any fraud or suspected fraud affecting the entity involving—

a.

Management,

b.

Employees who have significant roles in internal control, or

c.

Others that could have a material effect on the financial statements.

6. We have no knowledge of any allegations of fraud or suspected fraud affecting the entity received
in communications from employees, former employees, or others.*2
1 The qualitative discussion of materiality used in this letter is adapted from (FASB) Statement of Financial Accounting Concepts No.
2, Qualitative Characteristics of Accounting Information.
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7. We have no plans or intentions that may materially affect the carrying amounts or classification of
assets and liabilities.
8. There are no material losses (such as from obsolete inventory or purchase or sales commitments) that
have not been properly accrued or disclosed in the financial statements.

9. There are no:

a.

Violations or possible violations of laws or regulations, whose effects should be considered for
disclosure in the financial statements or as a basis for recording a loss contingency.

b.

Unasserted claims or assessments that our lawyer has advised us are probable of assertion that
must be disclosed in accordance with Financial Accounting Standards Board (FASB) Statement
No. 5 [AC section C59], Accounting for Contingencies.2

c.

Other material liabilities or gain or loss contingencies that are required to be accrued or disclosed
by FASB Statement No. 5.

10. The company has satisfactory title to all owned assets, and there are no liens or encumbrances on
such assets, nor has any asset been pledged as collateral.
11. We have complied with all aspects of contractual agreements that would have a material effect on
the financial statements in the event of noncompliance.

12. The following have been properly recorded or disclosed in the financial statements:
a.

Related party transactions, including sales, purchases, loans, transfers, leasing arrangements, and
guarantees, and amounts receivable from or payable to related parties.

b.

Guarantees, whether written or oral, under which the company is contingently liable.

c.

Significant estimates and material concentrations known to management that are required to be
disclosed in accordance with the AICPA's Statement of Position (SOP) 94-6, Disclosure of Certain
Significant Risks and Uncertainties. [Significant estimates are estimates at the balance sheet date
that could change materially with the next year. Concentrations refer to volumes of business,
revenues, available sources of supply, or markets or geographic areas for which events could
occur that would significantly disrupt normal finances within the next year.]

[Add additional representations that are unique to the entity's business or industry. See below for additional
illustrative representations.]
13. To the best of our knowledge and belief, no events have occurred subsequent to the balance-sheet
date and through the date of this letter that would require adjustment to or disclosure in the
aforementioned financial statements.

The following additional representations may be appropriate in certain situations. This list of additional
representations is not intended to be all-inclusive. In drafting a representation letter, the effects of other
applicable pronouncements should be considered.
•

The financial statements disclose all of the matters of which we are aware that are relevant to the entity's
ability to continue as a going concern, including significant conditions and events, and our plans.

•

We have reviewed long-lived assets and certain identifiable intangibles to be held and used for
impairment whenever events or changes in circumstances have indicated that the carrying amount
of those assets might not be recoverable and have appropriately recorded the adjustment.2

2 If management has not consulted a lawyer regarding litigation, claims, and assessments, the representation might be worded as
follows:
We are not aware of any pending or threatened litigation, claims, or assessments or unasserted claims or assessments that are
required to be accrued or disclosed in the financial statements in accordance with Financial Accounting Standards Board [(FASB)]
Statement No. 5, Accounting for Contingencies, and we have not consulted a lawyer concerning litigation, claims, or assessments.
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•

Debt securities that have been classified as held-to-maturity have been so classified due to our intent
to hold such securities to maturity and our ability to do so. All other debt securities have been
classified as available-for-sale or trading.

•

We consider the decline in value of debt or equity securities classified as either available-for-sale or
held-to-maturity to be temporary.

•

Receivables reported in the financial statements represent valid claims against debtors for sales or
other charges arising on or before the balance-sheet date and have been appropriately reduced to
their estimated net realizable value.

•

We believe that the carrying amounts of all material assets will be recoverable.

•

All agreements to repurchase assets previously sold have been properly disclosed.

•

We have made provisions for losses to be sustained in the fulfillment of, or from the inability to fulfill
sales commitments.

14. We have responded fully and truthfully to all inquiries made to us by you during your review.

(Name of Owner or Chief Executive Officer and Title)
(Name of Chief Financial Officer and Title, where applicable)
See SAS No. 85, Management Representations, Appendix B, "Additional Illustrative Representations" (AU
section 333.17), for other representations that may be appropriate from management relating to matters
specific to the entity's business or industry.
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Review of Financial Statements—Illustrative Updating Representation Letter

Management need not repeat all of the representations made in the previous representation letter.
If matters exist that should be disclosed to the accountant, they should be indicated by listing them following the
representation. For example, if an event subsequent to the date of the accountant's review report is disclosed in the
financial statements, the final paragraph could be modified as follows: “To the best of our knowledge and belief, except
as discussed in Note X to the financial statements, no events have occurred .. N

[Date]

To [Accountant]
In connection with your review(s) of the [identification of financial statements] of [name of entity] as of [dates]
and for the [periods of review] for the purpose of expressing limited assurance that there are no material
modifications that should be made to the statements for them to be in conformity with generally accepted
accounting principles, you were previously provided with a representation letter under date of [date of
previous representation letter]. No information has come to our attention that would cause us to believe that
any of those previous representations should be modified.
To the best of our knowledge and belief, no events have occurred subsequent to [date of latest balance sheet
reported on by the accountant or date of previous representation letter] and through the date of this letter that would
require adjustment to or disclosure in the aforementioned financial statements.

(Name of Owner or Chief Executive Officer and Title)

(Name of Chief Financial Officer and Title, where applicable)

1 The accountant has two methods available for dating the report when a subsequent event requiring disclosure occurs after the
completion of the review but before issuance of the report on the related financial statements. The accountant may use "dual dating,"
for example, "February 16, 20XX, except for Note Y, as to which the date is March 1, 20XX," or may date the report as of the later date.
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Review of Financial Statements—Illustrative Inquiries

The inquiries to be made in a review of financial statements are a matter of the accountant's professional judgment. In
determining the appropriate inquiries, an accountant may consider (a) the nature and materiality of the items reflected
in the financial statements, (b) the likelihood of a misstatement in the financial statements, (c) knowledge obtained
during current and previous engagements, (d) the stated qualifications of the entity's accounting personnel, (e) the
extent to which a particular item is affected by management's judgment, and (f) inadequacies in the entity's underlying
financial data. The inquiries should generally be made of members of management with financial reporting and
accounting responsibilities.
The following list of inquiries is for illustrative purposes only. These inquiries will not necessarily be applicable in every
review engagement, nor are these inquiries meant to be all-inclusive. These illustrative inquiries are not intended to
serve as a program or checklist to be utilized in performing a review engagement; rather, they address general areas
where inquiries might be made in a review engagement. Also, the accountant may feel it necessary to make several
inquiries in an effort to answer questions related to the issues addressed in these illustrative inquiries.
1. General

a.

Have there been any changes in the entity's business activities?

b.

Are there any unusual or complex situations that may have an effect on the financial statements
(for example, business combinations, restructuring plans, or litigation)?

c.

What procedures are in place related to recording, classifying, and summarizing transactions
and accumulating information related to financial statement disclosures?

d.

Have the financial statements been prepared in conformity with generally accepted accounting
principles or, if appropriate, a comprehensive basis of accounting other than generally accepted
accounting principles? Have there been any changes in accounting principles and methods of
applying those principles? Have voluntary changes in accounting principles been reflected in the
financial statements through retrospective application of the new principle in comparative
financial statements?

e.

Have there been any instances of fraud or illegal acts within the entity?

f.

Have there been any allegations or suspicions that fraud or illegal acts might have occurred or
might be occurring within the entity? If so, where and how?

g.

Are any entities, other than the reporting entity, commonly controlled by the owners? If so, has
an evaluation been performed to determine whether those other entities should be consolidated
into the financial statements of the reporting entity?

h.

Are there any entities other than the reporting entity in which the owners have significant
investments (for example, variable interest entities)? If so, has an evaluation been performed to
determine whether the reporting entity is the primary beneficiary related to the activities of these
other entities?

i.

Is the reporting entity a general partner in a limited partnership arrangement? If so, has an
evaluation been performed to determine whether the limited partnership should be consolidated
into the financial statements of the reporting entity?

j.

Is the reporting entity a controlling partner in a general partnership agreement? If so, has an
evaluation been performed to determine whether the partnership should be consolidated into
the financial statements of the controlling partner?

k.

Have any significant transactions occurred or been recognized near the end of the reporting
period?
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2. Cash and cash equivalents

a.

Is the entity's policy regarding the composition of cash and cash equivalents in accordance with
Financial Accounting Standards Board Statement of Financial Accounting Standards No. 95,
Statement ofCash Flows (paragraphs 7-10)? Has the policy been applied on a consistent basis?

b.

Are all cash and cash equivalents1 accounts on a timely basis?

c.

Have old or unusual reconciling items between bank balances and book balances been reviewed
and adjustments made where necessary?

d.

Has there been a proper cutoff of cash receipts and disbursements?

e.

Has a reconciliation of intercompany transfers been prepared?

f.

Have checks written but not mailed as of the financial statement date been properly reclassified
into the liability section of the balance sheet?

g.

Have material bank overdrafts been properly reclassified into the liability section of the balance
sheet?

h.

Are there compensating balances or other restrictions on the availability of cash and cash
equivalents balances? If so, has consideration been given to reclassifying these amounts as
noncurrent assets?

i.

Have cash funds been counted and reconciled with control accounts?

3. Receivables

a.

Has an adequate allowance for doubtful accounts been properly reflected in the financial
statements?

b.

Have uncollectible receivables been written off through a charge against the allowance account
or earnings?

c.

Has interest earned on receivables been properly reflected in the financial statements?

d.

Has there been a proper cutoff of sales transactions?

e.

Are there receivables from employees or other related parties? Have receivables from owners
been evaluated to determine if they should be reflected in the equity section (rather than the asset
section) of the balance sheet?

f.

Are any receivables pledged, discounted, or factored? Are recourse provisions properly reflected
in the financial statements?

g.

Have receivables been properly classified between current and noncurrent?

h.

Have there been significant numbers of sales returns or credit memoranda issued subsequent to
the balance sheet date?

i.

Is the accounts receivable subsidiary ledger reconciled to the general ledger account balance on
a regular basis?

4. Inventory
a.

Are physical inventory counts performed on a regular basis, including at the end of the reporting
period? Are the count procedures adequate to ensure an appropriate count? If not, how have
amounts related to inventories been determined for purposes of financial statement presenta
tion? If so, what procedures were used to take the latest physical inventory and what date was
that inventory taken?

1 Cash and cash equivalents include all cash and highly liquid investments that are both (a) readily convertible to cash and (b) so near
to maturity that they present insignificant risk of changes in value because of changes in interest rates, in accordance with paragraph 8
of Financial Accounting Standards Board Statement No. 95, Statement ofCash Flows.
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b.

Have general ledger control accounts been adjusted to agree with the physical inventory count?
If so, were the adjustments significant?

c.

If the physical inventory counts were taken at a date other than the balance sheet date, what
procedures were used to determine changes in inventory between the date of the physical
inventory counts and the balance sheet date?

d.

Were consignments in or out considered in taking physical inventories?

e.

What is the basis of valuing inventory for purposes of financial statement presentation?

f.

Does inventory cost include material, labor, and overhead where applicable?

g.

Has inventory been reviewed for obsolescence or cost in excess of net realizable value? If so, how
are these costs reflected in the financial statements?

h.

Have proper cutoffs of purchases, goods in transit, and returned goods been made?

i.

Are there any inventory encumbrances?

j.

Is scrap inventoried and controlled?

k.

Have abnormal costs related to inventory been expensed as incurred?

5. Prepaid expenses

a.

What is the nature of the amounts included in prepaid expenses?

b.

How are these amounts being amortized?

6. Investments

a.

What is the basis of accounting for investments reported in the financial statements (for example,
securities, joint ventures, or closely-held businesses)?

b.

Are derivative instruments properly measured and disclosed in the financial statements? If those
derivatives are utilized in hedge transactions, have the documentation or assessment require
ments related to hedge accounting been met?

c.

Are investments in marketable debt and equity securities properly classified as trading, availablefor-sale, and held-to-maturity?

d.

How were fair values of the reported investments determined? Have unrealized gains and losses
been properly reported in the financial statements?

e.

If the fair values of marketable debt and equity securities are less than cost, have the declines in
value been evaluated to determine whether the declines are other-than-temporary?

f.

For any debt securities classified as held-to-maturity, does management have the positive ability
and intent to hold the securities until they mature? If so, have those debt securities been properly
measured?

g.

Have gains and losses related to disposal of investments been properly reflected in the financial
statements?

h.

How was investment income determined? Is investment income properly reflected in the
financial statements?

i.

Has appropriate consideration been given to the classification of investments between current
and noncurrent?

j.

For investments made by the reporting entity, have consolidation, equity, or cost method
accounting requirements been considered?

k.

Are any investments encumbered?
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7. Property and equipment

a.

Are property and equipment items properly stated at depreciated cost or other proper value?

b.

When was the last time a physical inventory of property and equipment was taken?

c.

Are all items reflected in property and equipment held for use? If not, have items that are held
for sale been properly reclassified from property and equipment?

d.

Have gains or losses on disposal of property or equipment been properly reflected in the financial
statements?

e.

What are the criteria for capitalization of property and equipment? Have the criteria been
consistently and appropriately applied?

f.

Are repairs and maintenance costs properly reflected as an expense in the income statement?

g.

What depreciation methods and rates are utilized in the financial statements? Are these methods
and rates appropriate and applied on a consistent basis?

h.

Are there any unrecorded additions, retirements, abandonments, sales, or trade-ins?

i.

Does the entity have any material lease agreements? If so, have those agreements been properly
evaluated for financial statement presentation purposes?

j.

Are there any asset retirement obligations associated with tangible long-lived assets? If so, has
the recorded amount of the related asset been increased because of the obligation and is the
liability properly reflected in the liability section of the balance sheet?

k.

Has the entity constructed any of its property and equipment items? If so, have all components
of cost been reflected in measuring these items for purposes of financial statement presentation,
including, but not limited to, capitalized interest?

I.

Has there been any significant impairment in value of property and equipment items? If so, has
any impairment loss been properly reflected in the financial statements?

m. Are any property or equipment items mortgaged or otherwise encumbered? If so, are these
mortgages and encumbrances properly reflected in the financial statements?
8. Intangibles and other assets

a.

What is the nature of the amounts included in other assets?

b.

Do these assets represent costs that will benefit future periods? What is the amortization policy
related to these assets? Is this policy appropriate?

c.

Have other assets been properly classified between current and noncurrent?

d.

Are intangible assets with finite lives being appropriately amortized?

e.

Are the costs associated with computer software properly reflected as intangible assets (rather
than property and equipment) in the financial statements?

f.

Are the costs associated with goodwill (and other intangible assets with indefinite lives) properly
reflected as intangible assets in the financial statements? Has amortization ceased related to these
assets?

g.

Has there been any significant impairment in value of these assets? If so, has any impairment
loss been properly reflected in the financial statements?

h.

Are any of these assets mortgaged or otherwise encumbered?

9. Accounts and short-term notes payable and accrued liabilities

a.

Have significant payables been reflected in the financial statements?

b.

Are loans from financial institutions and other short-term liabilities properly classified in the
financial statements?
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c.

Have significant accruals (for example, payroll, interest, provisions for pension and profit-sharing
plans, or other postretirement benefit obligations) been properly reflected in the financial
statements?

d.

Has a liability for employees' compensation for future absences been properly accrued and
disclosed in the financial statements?

e.

Are any liabilities collateralized or subordinated? If so, are those liabilities disclosed in the
financial statements?

f.

Are there any payables to employees or related parties?

10. Long-term liabilities

a.

Are the terms and other provisions of long-term liability agreements properly disclosed in the
financial statements?

b.

Have liabilities been properly classified between current and noncurrent?

c.

Has interest expense been properly accrued and reflected in the financial statements?

d.

Is the company in compliance with loan covenants and agreements? If not, is the noncompliance
properly disclosed in the financial statements?

e.

Are any long-term liabilities collateralized or subordinated? If so, are these facts disclosed in the
financial statements?

f.

Are there any obligations that, by their terms, are due on demand within one year from the
balance sheet date? If so, have these obligations been properly reclassified into the current liability
section of the balance sheet?

11. Income and other taxes

a.

Do the financial statements reflect an appropriate provision for current and prior-year income
taxes payable?

b.

Have any assessments or reassessments been received? Are there tax authority examinations in
process?

c.

Are there any temporary differences between book and tax amounts? If so, have deferred taxes
on these differences been properly reflected in the financial statements?

d.

Do the financial statements reflect an appropriate provision for taxes other than income taxes
(for example, franchise, sales)?

e.

Have all required tax payments been made on a timely basis?

12. Other liabilities, contingencies, and commitments

a.

What is the nature of the amounts included in other liabilities?

b.

Have other liabilities been properly classified between current and noncurrent?

c.

Are there any guarantees, whether written or verbal, whereby the entity must stand ready to
perform or is contingently liable related to the guarantee? If so, are these guarantees properly
reflected in the financial statements?

d.

Are there any contingent liabilities (for example, discounted notes, drafts, endorsements, war
ranties, litigation, and unsettled asserted claims)? Are there any potential unasserted claims? Are
these contingent liabilities, claims, and assessments properly measured and disclosed in the
financial statements?

e.

Are there any material contractual obligations for construction or purchase of property and
equipment or any commitments or options to purchase or sell company securities? If so, are these
facts clearly disclosed in the financial statements?
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f.

Is the entity responsible for any environmental remediation liability? If so, is this liability properly
measured and disclosed in the financial statements?

g.

Does the entity have any agreement to repurchase items that previously were sold? If so, have
the repurchase agreements been taken into account in determining the appropriate measure
ments and disclosures in the financial statements?

h.

Does the entity have any sales commitments at prices expected to result in a loss at the
consummation of the sale? If so, are these commitments properly reflected in the financial
statements?

i.

Are there any violations, or possible violations, of laws or regulations the effects of which should
be considered for financial statement accrual or disclosure?

13. Equity

a.

What is the nature of any changes in equity accounts during each reporting period?

b.

What classes of stock (other ownership interests) have been authorized?

c.

What is the par or stated value of the various classes of stock (other ownership interests)?

d.

Do amounts of outstanding shares of stock (other ownership interests) agree with subsidiary
records?

e.

Have pertinent rights and privileges of ownership interests been properly disclosed in the
financial statements?

f.

Does the entity have any mandatorily redeemable ownership interests? If so, have these owner
ship interests been evaluated so that a proper determination has been made related to whether
these ownership interests should be measured and reclassified to the liability section of the
balance sheet? Are redemption features associated with ownership interests clearly disclosed in
the financial statements?

g.

Have dividend (distribution) and liquidation preferences related to ownership interests been
properly disclosed in the financial statements?

h.

Do disclosures related to ownership interests include any applicable call provisions (prices and
dates), conversion provisions (prices and rates), unusual voting rights, significant terms of
contracts to issue additional ownership interests, or any other unusual features associated with
the ownership interests?

i.

Are syndication fees properly reflected in the financial statements as a reduction of equity (rather
than an asset)?

j.

Have any stock options or other stock compensation awards been granted to employees or
others? If so, are these options or awards properly measured and disclosed in the financial
statements?

k.

Has the entity made any acquisitions of its own stock? If so, are the amounts associated with
these reacquired shares properly reflected in the financial statements as a reduction in equity? Is
the presentation in accordance with applicable state laws?

/.

Are there any restrictions or appropriations on retained earnings or other capital accounts? If so,
are these restrictions or appropriations properly reflected in the financial statements?

14. Revenue and expenses
a.

What is the entity's revenue recognition policy? Is the policy appropriate? Has the policy been
consistently applied and appropriately disclosed?

b.

Are revenues from sales of products and rendering of services recognized in the appropriate
reporting period (that is, when the products have been delivered and when the services have been
performed)?
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c.

Were any sales recorded under a "bill and hold" arrangement? If yes, have the criteria been met
to record the transaction as a sale?

d.

Are purchases and expenses recognized in the appropriate reporting period (that is, matched
against revenue) and properly classified in the financial statements?

e.

Do the financial statements include discontinued operations or items that might be considered
extraordinary, or both? If so, are amounts associated with discontinued operations, extraordinary
items, or both properly displayed in the income statement?

f.

Does the entity have any gains or losses that would necessitate the display of comprehensive
income (for example, gains/losses on available-for-sale securities or cash flow hedge deriva
tives)? If so, have these items been properly displayed within comprehensive income (rather than
included in the determination of net income)?

15. Other
Have events occurred subsequent to the balance sheet date that would require adjustment to, or
disclosure in, the financial statements?
b.

Have actions taken at stockholders, directors, committees of directors, or comparable meetings
that affect the financial statements been reflected in the financial statements?

c.

Are significant estimates and material concentrations (for example, customers or suppliers)
properly disclosed in the financial statements?

d.

Are there plans or intentions that may materially affect the carrying amounts or classification of
assets and liabilities reflected in the financial statements?

e.

Have there been material transactions between or among related parties (for example, sales,
purchases, loans, or leasing arrangements)? If so, are these transactions properly disclosed in the
financial statements?

f.

Are there uncertainties that could have a material impact on the financial statements? Is there
any change in the status of previously disclosed material uncertainties? Are all uncertainties,
including going concern matters, that could have a material impact on the financial statements
properly disclosed in the financial statements?

g.

Are barter or other nonmonetary transactions properly recorded and disclosed? Have nonmone
tary asset exchanges involving commercial substance been reflected in the financial statements
at fair value? Have nonmonetary asset exchanges not involving commercial substance been
reflected in the financial statements at carrying value?
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Illustrative Ratio Analysis Worksheet

Below you will find 24 financial ratios. These financial ratios include liquidity, activity, and efficiency ratios.
Accountants should use the ratios deemed necessary and use additional ones as needed.
Ratio Name

Formula

Current ratio

Current Assets
Current Liabilities

Calculation

Explanation
measures ability to meet
short term obligations

Quick ratio (or Acid test
ratio)

Current Assets - Inventory
Current Liabilities

Operating cash flows to
current liabilities

Cash Provided by Operations
Average Current Liabilities

Days Sales in Accounts
Receivable

Net Accounts Receivable
Net Sales/360

measures length of time
average sales is a receivable

Allowance for bad
debts as a % of accounts
receivable

Allowance for Bad Debts
Accounts Receivable

calculation is compared to
prior periods and other
comparable companies

Bad debt expense as a %
of net sales

Bad Debt Expense
Net Sales

calculation is compared to
prior periods and other
comparable companies

Inventory Turnover

Cost of Sales
Inventory

a more conservative measure
of a firm's ability to meet
short term obligations
liquidity calculation

activity ratio - indication of
efficiency of operation

Fixed Asset Turnover

Net Sales
Average Fixed Assets

activity ratio

Receivable Turnover

Net Credit Sales
Average Receivables

activity ratio

Net Sales
Inventory

activity ratio

Net Sales to Inventory
Days in Inventory

Inventory x (Days in a cycle)
Cost of Sales

identifies how many days of
inventory is available

Accounts Payable to Net
Sales

Accounts Payable x (Days in a
cycle)/Net Sales x (Days in a
year)

compares A/P balance to
net sales

Return on Total Assets

Net Income x (Days in a
year)/Total Assets x (Days in a
cycle)

measures profitability at a
point in time

Return on Net Worth

Net Income x (Days in a
year)/Net Worth x (Days in a
cycle)

profitability measure

Return on Net Sales

Net Income
Net Sales

Net Sales to Accounts
Receivable

Net Sales x (Days in a year)
Net A/R x (Days in a cycle)

Net Sales to Net Fixed
Assets

Net Sales x (Days in a year)
Fixed Assets x (Days in a cycle)
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identifies how many times
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identifies efficiency of
capital investment
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Days Payables in Cost of
Sales

A/P x (Days in a cycle)
Cost of Sales

Income Before Tax to Net
Worth

EBIT x (Days in a year)
Net Worth x (Days in a cycle)

ratio of earnings to net
worth per year

Gross Profit Percentage

Net Sales - Cost of Sales
Net Sales

profitability calculation

Operating Expenses as a
% of Net Sales

Operating Expenses
Net Sales

efficiency calculation

Times Interest Earned

EBIT
Interest Expense

profitability calculation

Income Before Tax to
Assets

EBIT x (Days in a year)
Assets x (Days in a cycle)

measure of profitability

Altman Z Score

9-05

Explanation

Calculation

Formula

Ratio Name

68

A composite formula that is
widely used to measure the
financial "health" of a
company. The formula takes
financial ratios and
multiplies each by a specific
constant. The amounts
computed are added
together to obtain an overall
score. This score is then
compared to scores from
other companies to rate
relative financial health.

See Below

For private companies (four variable):

Working Capital
Total Assets
Retained Earnings
Total Assets
Income before Interest and Taxes
Total Assets
Net Worth
Total Liabilities

X

6.56

X

3.26

X

6.72

X

1.05

=

Altman Z Score __
For private companies (five variable):

Working Capital
Total Assets
Retained Earnings
Total Assets
Income before Interest and Taxes
Total Assets
Net Worth (Book Value)
Total Liabilities
Sales
Total Assets

X

.717

X

.847

X

3.107

X

.420

X

.998

Altman Z Score __
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For public companies:

Working Capital
Total Assets
Retained Earnings
Total Assets
Income before Interest and Taxes
Total Assets
Market Value Equity
Book Value of Total Liabilities
Sales
Total Assets

X

.012

=

X

.014

=

X

.033

=

X

.006

=

X

.999

=

Altman Z Score ________________

Altman Z Score Source: Altman, Edward, Corporate Financial Distress, A Complete Guide to Predicting,
Avoiding, and Dealing with Bankruptcy, 1983, John Wiley and Sons.
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Illustrative Analytical Procedures Comparative Report

Sample Services, Inc.

Prepared by --------------------------

Analytical Procedures Comparative Report
For the period ended December 31, 20XX
Account Name

Cash—Operating
Cash—Savings
Petty Cash
Accounts Receivable
Prepaid Insurance
Prepaid Dues
Prepaid Interest
Supplies Inventory
Land
Buildings
Accum. Depr.—Buildings
Equipment
Accum. Depr.—Equipment
Other Assets
Notes Payable
Accounts Payable
Accrued Liabilities
Long-term Debt
Common Stock
Paid-in Capital
Retained Earnings
Sales
Interest Income
Other Revenue
Automobile
Bad Debts
Depreciation
Donations
Insurance
Interest
Licenses & Dues
Medical Insurance
Payroll Taxes
Postage
Professional Fees
Profit Sharing
Repairs & Maintenance
Salaries—Employees
Salaries—Officers
Supplies
Telephone
Travel
Utilities
Miscellaneous

Account #
110
115
118
120
130
131
132
140
200
210
215
220
225
250
310
330
340
390
400
410
450
510
520
530
700
705
710
715
720
725
730
735
740
745
750
755
760
765
767
770
775
780
785
790

Prior

Ending

Reviewed by--------------------------

Net
Change

%

_________________________________
Net Balance_______ _________________________

[The next page is 2501.]
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AAM Section 2500

Form and Content of
Financial Statements
.01 Preparing financial statements is both an art and a science, normally learned by trial and error or by
word of mouth. The process is an art in that financial statements must be presented in a format that has eye
appeal, is understandable, conveys the company's financial picture, and can be produced economically.
Preparing financial statements is a science in that it requires mastery of a complex array of authoritative
standards for measurement, presentation, and disclosure.

Title Page
.02 A title page is recommended for all financial statement presentations. The title page should contain
the name of the entity, the title of the financial statements, and the date or period covered.

Name of the Entity
.03 The name of the entity should be presented exactly as it is listed in the charter, partnership agreement,
or other appropriate legal document. When the entity is not a regular corporation, the type of entity should
be disclosed. Examples of appropriate presentations are as follows:
•

Corporation

•

XYZ, Ltd.

•

Jones Nursery

•

The Estate of John Doe

•

Mr. and Mrs. John Q. Public

•

Jane Doe Testamentary Trust

Title of Financial Statements
.04 If the presentation includes more than one type of financial statement (e.g., Balance Sheet and Income
Statement), the term "Financial Statements" is the most practical method of communicating what is included
in the presentation. When only one type of statement is presented, it is more appropriate to use the exact title
of the statement. When consolidated or combined statements are presented, the title page should include the
words "consolidated" or "combined." When financial statements include supplementary information, the
title should be modified. Some practitioners add a description of the service performed to the title of the
financial statements on the title page.

Date or Period Covered
.05 When both a balance sheet and income statement are presented, the period covered by the statement
should be shown, with the period ending date. When only a balance sheet is presented, the date should be
the balance sheet date, alone.
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Presentation of the Accountant's Report
.06 This section discusses presentation and format of the accountant's report. AAM section 2600 dis
cusses the wording of the report and other considerations that affect the degree of responsibility assumed
by the accountant.

Letterhead
.07 There is no requirement that the accountant's report be printed on the firm's letterhead (nor is there
any requirement that the report be manually signed—for example, the signature could be manual, stamped,
electronic, or typed—or that the financial statements be bound).

Heading of the Accountant's Report
.08 No heading is needed for an accountant's report, although some accountants prefer to use one. This
avoids any misunderstanding about the type of report. Examples of appropriate report headings would be
as follows:

•

Accountant's Report

•

Accountant's Report on Financial Statements

•

Accountant's Report on Supplementary Information

Address
.09 Generally, the accountant's report should be addressed to the Board of Directors, stockholders, or
both. Reports are not intended as letters. Accordingly, addresses that include street names or zip codes are
not appropriate. Examples of appropriate addresses are as follows:

•

To the Board of Directors; XYZ Corporation; Greenville, SC

•

To the Stockholders; XYZ Corporation

•

To the Board of Directors and Shareholders; XYZ Corporation; Greenville, SC

•

For small, closely-held companies: Mr. John Doe; Small Manufacturing, Inc; Greenville, SC

•

For personal financial statements: Mr. And Mrs. John Doe; Greenville, SC

•

For partnerships: To the Managing Partner; ABC Company; Greenville, SC or Mrs. Jane Doe; General
Partner, XYZ Ltd. Partnership

•

For proprietorship: Mr. John Jones; Jones Transportation; Columbia, SC

•

For trusts: Mr. John Smith; Trustee; Jane Doe Testamentary Trust; Myrtle Beach, SC

•

For estates: Mr. John Doe; Executor; Estate of John Smith; Hilton Head Island, SC

Salutations
. 10 Common practice in the profession is to exclude such salutations as "Dear Sirs" or "Gentlemen" from
the report.

Signature
. 11 The compilation or review report should contain a signature of the accounting firm or the accountant
as appropriate. (For example, the signature could be manual, stamped, electronic, or typed.) Some state
boards and certain regulatory agencies require an individual's signature on the report.
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Date of Report
. 12 The dating of the report affects the responsibility assumed by the accountant and is discussed in more
detail in AAM section 2600. The format of the date is rather straightforward. Firms with multiple offices often
precede the date of the report with the office's location.

Basic Financial Statements
. 13 The basic financial statements included in a GAAP financial statement presentation are as follows:
(Note: Basic financial statements for an OCBOA presentation are discussed in AAM section 2700)
•

Balance Sheet

•

Income Statement

•

Statement of Retained *Earnings or Changes in Stockholders' Equity

•

Statement of Cash Flows

Heading
. 14 The heading of each financial statement should contain the name of the entity, the title of specific
statement, and the date or period covered.

Reference on Financial Statements
15

.

The type of reference/legend on the financial statements depends upon the type of engagement:

• If the financial statements are reviewed, each page of the financial statements should contain a
reference, such as: See Accountant's Review Report.
• If the financial statements are compiled for general-use (i.e., not restricted to management's use only),
each page of the financial statements should contain a reference, such as: See Accountant's Compilation
Report.

• If the financial statements are compiled for management's use only, each page of the financial
statements should contain a reference to the restricted nature of the financial statements, such as:

— Restricted for Management's Use Only, or
— Solely for the information of and use by the management of XYZ Company and not intended to be and
should not be used by any other party.
•

If the financial statements are compiled and included in certain prescribed forms (according to SSARS
No. 3 [AR section 3001), each page of the form should include a reference, such as: See Accountant's
Compilation Report.

•

If the financial statements are personal financial statements prepared for inclusion in a personal
financial plan (SSARS No. 6 [AR section 6001), each of the personal financial statements should contain
a reference to the report, such as: See Accountant's Report.

.16 Note that, in all cases, these requirements extend to the footnotes (since the footnotes are part of the
financial statements). However, there is diversity in practice as to how to meet this requirement for footnotes.
Some practitioners place the reference on each page of the footnotes, and others place the reference only on
the first page of the footnotes. Still others place a statement on each page of the financial statements that "the
The accounting literature does not require the statement of retained earnings to be presented as a financial statement. Accounting
Principles Board (APB) Opinion No. 12, Omnibus Opinion—1967, requires the disclosure of a change in capital. This can be accom
plished by the preparation of a separate statement, in the notes to the financial statements, or as part of another basic statement. If the
accountant does not include a statement of retained earnings as a separate statement, reference in the compilation report is not needed.
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notes are an integral part of the financial statements" and, therefore, do not place the reference on the footnote
pages. Any of these approaches is acceptable.
. 17 Also, the references above are examples given in SSARS, and the accountant may modify the wording
of the reference. SSARS No. 1 (AR section 100) requires only that the accountant refer to the report—not that
he or she state the type of report (level of service) in the reference. Therefore, the reference "See Accountant's
Report" would be sufficient in all engagements that contain a report. However, most practitioners follow the
wording given in the examples. Accountants may place the reference on the financial statements by installing
footers in the financial statement software, by using a rubber stamp, by manually writing the reference or
by any other method that is practical to use.

Use of the Term "Unaudited"
. 18 Some practitioners follow the financial statement title with the term "Unaudited." This practice is
not required by SSARS and may be misleading.

Supplementary Information
. 19 Financial statements of nonpublic companies often include detailed schedules, summaries, compari
sons, or statistical information that are not part of the basic financial statements, such as:

•

Budgets for an expired period

•

Cost of goods sold schedule

•

Manufacturing expenses schedule

•

Selling expenses

•

General and administrative expenses

•

Details of marketable securities

•

Property and equipment schedule

•

Aging analysis of accounts receivable

•

Details of sales by product line, territory, or salesman

Presentation
. 20 Normally, supplementary information is segregated from the basic financial statements, after a title
page marked "Supplementary Information." If a separate report on the supplementary information is
presented, it should follow the title page.

Reporting
. 21 The accountant must describe in the report on the financial statements, or in a separate report, the
degree of responsibility, if any, he or she takes with regard to the supplementary information. See AAM
section 2600 for information on suggested wording for compilation and review reports.

Headings
. 22 Each schedule should be headed with a descriptive title that distinguishes it from the basic financial
statements. Normally, supplementary schedules are not referred to as "statements" to avoid confusing them
with basic financial statements.

AAM §2500.17

Copyright © 2004, American Institute of Certified Public Accountants, Inc.

2505

Form and Content of Financial Statements

9-04

64

Reference to Report

. 23 Each supplementary schedule should contain a reference to the report. Although not specifically
addressed in SSARS, the reference is advisable because the report describes the degree of responsibility the
accountant takes with regard to the schedules.

Disclosures
. 24 In general, all financial statements should include adequate disclosures (footnotes). However, there
are situations in which the accountant may omit one or more disclosures. Depending upon the situation, the
compilation report may have to be modified.
.

25

If all disclosures are omitted, then add an extra paragraph to the compilation report, as follows:

Management has elected to omit substantially all of the disclosures (and the statement of
comprehensive income and the statement of cash flows) required by generally accepted
accounting principles. If the omitted disclosures were included in the financial statements,
they might influence the user's conclusions about the company's financial position, results
of operations, and cash flows. Accordingly, these financial statements are not designed for
those who are not informed about such matters.
. 26 Note that if the financial statements are presented on a basis of accounting other than GAAP (e.g.,
income tax basis), this extra paragraph would be worded as follows:

Management has elected to omit substantially all of the disclosures ordinarily included in
financial statements prepared on the income tax basis of accounting. If the omitted disclo
sures were included in the financial statements, they might influence the user's conclusions
about the company's assets, liabilities, equity, revenues and expenses. Accordingly, these
financial statements are not designed for those who are not informed about such matters.
. 27 This additional paragraph is appropriate if all, or substantially all, disclosures are omitted. The
additional paragraph is not appropriate if substantially all disclosures are included (most, but not all
disclosures). If selected disclosures are included they should not be labeled as "Notes to the Financial
Statements" (this title implies full disclosure). Instead, an appropriate title would be "Selected Information—
Substantially All Disclosures Required by GAAP Are Not Included."

Referencing Notes
. 28 While there is no requirement that individual notes be referenced to specific items in the financial
statements, each page of the financial statements should contain a general reference to the notes. If "selected
information" rather than all notes is presented in a compilation, a reference to the selected information should
be included.

[The next page is 2551.]
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AAM Section 2600

Reporting
Reporting Obligation
.01 SSARS No. 1 (AR section 100) discusses the accountant's reporting obligation for compilation and
review engagements. In summary, it says:
• A compilation is the minimum level of service that an accountant can provide before submitting
unaudited financial statements of a nonpublic entity to a client or others (AR section 100.01)
• The accountant should not consent to the use of his or her name in a document or written commu
nication containing unaudited financial statements of a nonpublic entity unless (a) the accountant
has compiled or reviewed the financial statements in compliance with the provisions of SSARS No.
1 (AR section 100), or (b) the financial statements are accompanied by an indication that the accountant
has not compiled or reviewed the financial statements and that the accountant assumes no respon
sibility for them. For example, the indication may be worded as follows:

The accompanying balance sheet of X Company as of December 31, 20X1, the related statements of
income, and cash flows for the year then ended were not audited, reviewed, or compiled by us and,
accordingly, we do not express an opinion or any other form of assurance on them. (AR section
100.03, as amended by SSARS No. 9)

• The accountant should issue a report prepared in accordance with SSARS whenever he or she is engaged
to compile financial statements of a nonpublic entity, or submits financial statements that are reasonably
expected to be used by a third party (AR section 100.11, as amended by SSARS No. 9)

• The accountant should issue a report prepared in accordance with SSARS whenever he or she is
engaged to review financial statements of a nonpublic entity (AR section 100.39, as amended by
SSARS No. 9)
. 02 The first item in the bulleted list above is addressed in SSARS No. 1 (AR section 100.01). Whenever
the accountant prepares financial statements (manually or using a computer) and presents them to a client
or third parties, he or she has submitted financial statements. When this occurs, the accountant must at least
perform a compilation.
. 03 The second item in the bulleted list in paragraph .01 of this section is aimed at situations when a client
includes the accountant's name in a loan proposal, prospectus, or other written communication that includes
client-prepared financial statements. If the client uses financial statements that were previously compiled or
reviewed by the accountant, the accountant should insist that his report accompany the statements. If the
financial statements are client-prepared, the accountant must insist either that the reference to his name be
removed or that the statements be accompanied by an indication that he has not compiled or reviewed them
and takes no responsibility for them.
. 04 The third and fourth items addressed in the bulleted list in paragraph .01 above are discussed in more
detail in the following sections.

Basic Compilation Reports
.

05

A report on compiled financial statements should contain the following basic elements:
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•

A statement that a compilation has been performed in accordance with SSARS, issued by the AICPA

•

A statement that a compilation is limited to presenting in the form of financial statements information
that is the representation of management

•

A statement that the financial statements have not been audited or reviewed and, accordingly, the
accountant does not express an opinion or any other form of assurance on them

•

A signature of the accounting firm or the accountant as appropriate (For example, the signature could
be manual, stamped, electronic, or typed.)

•

The date of the compilation report (The date of completion of the compilation should be used as the
date of the accountant's report.)

. 06 The report should not refer to any other procedures that the accountant may have performed. To do
so might lead the reader to conclude that the accountant is, in fact, offering some form of assurance.

Basic Review Reports
. 07 Financial statements reviewed by an accountant should be accompanied by a report which includes
the following basic elements:

•

A statement that a review has been performed in accordance with SSARS, issued by the AICPA

•

A statement that all information included in the financial statements is the representation of management

•

A statement that a review consists primarily of inquiries of company personnel and analytical
procedures applied to financial data

•

A statement that a review is substantially less in scope than an audit, the objective of which is the
expression of an opinion regarding the financial statements taken as a whole and, accordingly, no
such opinion is expressed

•

A statement that the accountant is not aware of any material modifications that should be made to
the financial statements in order for them to be in conformity with GAAP, other than those
modifications, if any, indicated in the report

•

A signature of the accounting firm or the accountant as appropriate (For example, the signature could
be manual, stamped, electronic, or typed.)

•

The date of the review report (The date of the completion of the accountant's review procedures
should be used as the date of the accountant's report.)

. 08 Any other procedures that the accountant may have performed before or during the review engage
ment, including those performed in connection with a compilation engagement, should not be described in
the report.

Reporting When Not Independent
. 09 An accountant is precluded from issuing a review report on the financial statements of an entity with
respect to which he is not independent. He or she may, however, issue a compilation report.
. 10 The compilation report should specifically disclose the lack of independence. However, the reason
for lack of independence should not be described. When the accountant is not independent, he or she should
include the following as the last paragraph of the compilation report:

We are not independent with respect to XYZ Company.
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Reporting on Financial Statements That Omit Disclosures
. 11 In general, all financial statements should include adequate disclosures (footnotes). However, there
are situations in which the accountant may omit one or more disclosures. Depending upon the situation, the
compilation report may have to be modified.

.

12

If all disclosures are omitted, then add an extra paragraph to the compilation report, as follows:

Management has elected to omit substantially all of the disclosures (and the statement of
comprehensive income and the statement of cash flows) required by generally accepted
accounting principles. If the omitted disclosures were included in the financial statements,
they might influence the user's conclusions about the company's financial position, results
of operations, and cash flows. Accordingly, these financial statements are not designed for
those who are not informed about such matters.
. 13 Note that if the financial statements are presented on a basis of accounting other than GAAP (e.g.,
income tax basis), this extra paragraph would be worded as follows:
Management has elected to omit substantially all of the disclosures ordinarily included in
financial statements prepared on the income tax basis of accounting. If the omitted disclo
sures were included in the financial statements, they might influence the user's conclusions
about the company's assets, liabilities, equity, revenues and expenses. Accordingly, these
financial statements are not designed for those who are not informed about such matters.

. 14 This additional paragraph is appropriate if all, or substantially all, disclosures are omitted. The
additional paragraph is not appropriate if substantially all disclosures are included (most, but not all
disclosures). If selected disclosures are included they should not be labeled as "Notes to the Financial
Statements" (this title implies full disclosure). Instead, an appropriate title would be "Selected Information—
Substantially All Disclosures Required by GAAP Are Not Included."

. 15 Interpretation No. 1 of SSARS No. 1 (AR section 9100.01) indicates that the above modification for
compiled financial statements is not appropriate for reviewed financial statements. Since the omission of
substantially all disclosures is a departure from GAAP, the review report should include the omitted
disclosures.
. 16 When the financial statements include substantially all disclosures except one, the guidance above
is not appropriate. Rather, the omission of a single disclosure should be treated in a compilation or review
report like any other departure from GAAP, and the accountant should disclose the nature of the departure
and its effects, if known.

Reporting on Financial Statements With Departures From GAAP
. 17 Although compiled financial statements may omit substantially all disclosures required by GAAP,
the omission of disclosures that are material to reviewed financial statements is a GAAP departure. As
discussed previously, the accountant should include in the review report all of the omitted disclosures or, if
the details to be disclosed have not been determined, the specific nature of the omitted disclosures. If, in the
course of a compilation or review engagement, the accountant becomes aware of measurement departures
from GAAP that are material to the financial statements, he or she has three alternatives:
• Persuade the client to revise the financial statements to conform to GAAP
• Refer to the departure in the report
• Withdraw from the engagement
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.18 If modification of the report is appropriate, the nature of the departure from GAAP should be
disclosed in a separate paragraph, and the effects (dollar amount) of the departure should be disclosed, if
known. If the effects are not known, the accountant is not required to determine them, but he must state in
his report that no determination of the effects of the departure has been made.

Reporting When There Are Significant Departures From GAAP
.19 According to Interpretation No. 7 of SSARS No. 1 (AR section 9100.23-.26), an accountant cannot
modify a compilation or review report to indicate that the financial statements are not fairly presented in
accordance with GAAP. Thus, an adverse opinion is not appropriate in a compilation or review engagement.
An adverse opinion can only be expressed in an audit engagement.

.20 The interpretation indicates that the accountant may wish to emphasize the limitations of financial
statements having significant GAAP departures (whether disclosure or measurement) in a separate para
graph in the report. This paragraph is in addition to the one that describes the departure. Suggested wording
for such a paragraph follows:

Because the significance and pervasiveness of the matters discussed above make it difficult
to assess their impact on the financial statements taken as a whole, users of these financial
statements should recognize that they might reach different conclusions about the Com
pany's financial position, results of operations, and cash flows if they had access to revised
financial statements prepared in conformity with generally accepted accounting principles.

Date of Reports
.21 The date of the completion of the accountant's review procedures should be used as the date of his
or her report on reviewed financial statements. The date of completion of the compilation should be used as
the date of his or her report on compiled financial statements. Most accountants believe that the completion
of a compilation generally takes place on the date the financial statements are "read."

Highest Level of Service
.22 If the accountant provides more than one level of service on the same financial statements (e.g.,
compilation and review or review and audit), the financial statements should be accompanied by a report
that is appropriate for the highest level of service provided. This does not preclude the accountant from using
procedures that go beyond those required for the level of assurance expressed.

Interpretation No. 3 of SSARS No. 1 (AR section 9100.06-12) provides guidance on the type of report
to be issued when the accountant performs procedures that go beyond those required. It states that simply
performing procedures (e.g., analytical procedures in a compilation engagement) do not require the issuance
of the higher report.
.23

.24 Interpretation No. 13 of SSARS No. 1 (AR section 9100.46-.49) addresses whether an accountant can
perform audit procedures in a compilation or review engagement and still issue a compilation or review report.
It states that this is acceptable. But the report should not reference the additional procedures performed.
.25

Both interpretations stress the importance of the understanding with the client.

.26 An exception to the highest level of service rule is indicated in SSARS No. 1 (AR section 100.45). If
the accountant is engaged to perform an audit or a review, but finds that he or she is not independent, the
auditor may issue a compilation report.
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.27 SSARS No. 3 (AR section 300) permits another exception to the highest level of service rule). It allows
an accountant who has reviewed financial statements to issue a compilation report on financial statements
for the same period included in a prescribed form.

Performing a Lower Level of Service
.28 CPAs may be asked to perform a level of service from the one they previously performed on financial
statements covering the same period, depending on the situation Examples are:
•

The client requests the CPA to compile financial statements that omit substantially all disclosures,
even though the CPA has already compiled, reviewed, or audited full-disclosure financial statements
for the same period

•

The client requests the CPA to compile a balance sheet that omits substantially all disclosures, even
though the accountant has already compiled, reviewed, or audited the complete financial statements
for the same period

.29 Because professional standards are silent on this issue, practice varies. Many practitioners will
consent to providing the compilation as long as they are satisfied that the client has a valid business reason
for the request and is not attempting to mislead anyone. However, questions frequently arise about the form
of the report. The most common question is whether the report should refer to the prior level of service
performed on the statements. Again, the professional standards are silent.

Reporting When the Statement of Cash Flows and/or Comprehensive
Income Information Is Omitted
.30 Financial Accounting Standards Board (FASB) Statement No. 95, Statement of Cash Flows, requires
that a statement of cash flows be presented for each period for which an income statement is presented. Thus,
omitting the statement of cash flows constitutes a departure from GAAP. Like other departures from GAAP,
the accountant must disclose the departure in a separate paragraph of his report. An example wording of
the separate paragraph follows:

A statement of cash flows for the year ended December 31, 20XX, has not been presented.
Generally accepted accounting principles require that such a statement be presented when
the financial statements purport to present financial position and results of operations.
.31 According to FASB Statement No. 130, Reporting Comprehensive Income, all business entities that have
any component of comprehensive income must display information about comprehensive income in a
financial statement having the same prominence as the other basic financial statements. The primary
components of other comprehensive income include:
•

Unrealized gains and losses arising from investments in marketable securities classified as "available
for sale" (FASB Statement No. 115, Accounting for Certain Investments in Debt and Equity Securities).

•

Foreign currency translation adjustments, and gains and losses from certain foreign currency trans
actions (FASB Statement No. 52, Foreign Currency Translation).

•

Minimum pension liability adjustments (FASB Statement No. 87, Employers' Accounting for Pensions).

•

Unrealized gains and losses arising from certain derivative transactions (FASB Statement No. 133,
Accounting for Derivative Instruments and Hedging Activities).

.32 If an entity does not have components of other comprehensive income, FASB Statement No. 130 does
not apply. As a result, most small business clients do not have to apply FASB Statement No. 130. The
requirements of FASB Statement No. 130 do not apply to not-for-profit organizations that are required to
follow the provisions of FASB Statement No. 117, Financial Statements of Not-for-Profit Organizations.
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.33 FASB Statement No. 130 does not specify a format for presenting comprehensive income, although
it provides three examples:
•

Presenting the information in the income statement (after net income).

•

Presenting the information in the statement of changes in equity.

•

Presenting the information in a separate statement of comprehensive income.

.34 The wording of the introductory paragraph of the compilation or review report may have to be
modified depending on how the accountant chooses to report comprehensive income. If comprehensive
income is reported in the income statement, then the title of the statement will need to be modified (Statement
of Income and Comprehensive Income). If comprehensive income is reported in a separate statement, then
an additional statement will need to be referenced in the report. If comprehensive income is reported in the
statement of changes in equity, then no modification to the report is necessary.
.35 However, in compiled financial statements, the presentation of comprehensive income may be
omitted by identifying the omission (in much the same way that a statement of cash flows is omitted).
Depending on the type of engagement, the omission will be identified in the report accompanying the
financial statements or in the engagement letter (management-use only financial statements).

Reporting When Supplementary Information Is Included
.36 Two common questions arise when supplementary information is included with the basic financial
statements:
•

What is considered supplementary information, and where is it placed in the presentation?

•

Does the accountant have to modify the standard compilation or review report if supplementary
information is included?

.37 The term "supplementary information" is not defined in SSARS. SAS No. 29, Reporting on Information
Accompanying the Basic Financial Statements in Auditor-Submitted Documents (AU section 551) defines this type
of information as:
•

Additional details of items in, or related to, the basic financial statements, unless the information has
been identified as being part of the basic financial statements

•

Consolidating information

•

Historical summaries of items extracted from basic financial statements, including graphs prepared
on a computer

•

Statistical data

•

Other material, some of which may be from sources outside the accounting system or outside the
entity

.38 Financial statements often include detailed schedules, summaries, comparisons, or statistical infor
mation that are not part of the basic financial statements, such as:

•

Budgets for an expired period

•

Cost of goods sold schedule

•

Manufacturing expenses schedule

•

Selling expenses

•

General and administrative expenses
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•

Details of marketable securities

•

Property and equipment schedule

•

Aging analysis of accounts receivable

•

Details of sales by product line, territory, or salesman

. 39 Normally, supplementary information is separated from the basic financial statements. Most practi
tioners present supplementary information on separate pages after the basic financial statements (and
footnotes, if included). It is also a good idea to separate the supplementary information from the basic
financial statements by including a title page marked: "Supplementary Information." If the accountant
presents a separate report on the supplementary information, it should follow the title page.
. 40 SSARS No. 1, as amended by SSARS No. 9 (AR section 100.60), requires that the accountant indicate
the degree of responsibility, if any, he or she is taking with respect to the supplementary information that
accompanies the basic financial statements.
. 41 When the accountant has compiled both the basic financial statements and other data presented only
for supplementary analysis purposes, the compilation report should refer to the other data or the accountant
can issue a separate report on the other data. If a separate report is issued, the report should state that the
other data accompanying the financial statements are presented only for supplementary analysis purposes
and that the information has been compiled from information that is the representation of management,
without audit or review, and the accountant does not express an opinion or any other form of assurance on
such data. If the basic financial statements are compiled, then the compilation report can be modified as
follows:

We have compiled the accompanying balance sheet of XYZ Company as of December 31,
20XX, and the related statements of income, retained earnings and cash flows for the year
then ended, and the accompanying supplementary information contained in Schedules A
and B, which are presented only for supplementary analysis purposes, in accordance with
Statements on Standards for Accounting and Review Services issued by the American
Institute of Certified Public Accountants.

A compilation is limited to presenting in the form of financial statements and supplementary
schedules information that is the representation of management. We have not audited or
reviewed the accompanying financial statements and supplementary schedules and, accord
ingly, do not express an opinion or any other form of assurance on them.

. 42 If the basic financial statements are reviewed, an explanation should be included in the review report,
or in a separate report on the other data. The report should state that the review has been made primarily
for the purpose of expressing limited assurance that there are no material modifications that should be made
to the financial statements in order for them to be in conformity with GAAP, and either:
• The other data accompanying the financial statements are presented only for supplementary analysis
purposes and have been subjected to the inquiry and analytical procedures applied in the review of
the financial statements, and the accountant did not become aware of any material modifications that
should be made to such data (in other words the accountant is stating that he or she also reviewed the
supplementary information), or
•

The other data accompanying the financial statements are presented only for supplementary analysis
purposes and have not been subjected to the inquiry and analytical procedures applied in the review
of the financial statements, but were compiled from information that is the representation of
management, without audit or review, and the accountant does not express an opinion or any other
form of assurance on such data (in other words, the accountant is stating that he or she reviewed the
financial statements but only compiled the supplementary information).
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. 43 In any case, the important thing to remember is to clearly indicate the degree of responsibility the
accountant is taking for any information accompanying the basic financial statements.

Client-Prepared Supplementary Information
. 44 When the supplementary information is prepared or presented solely by the client, the reporting
responsibility may not be as obvious as when the accountant assembled or assisted in assembling the
information. Client-prepared supplementary information is normally included with compiled or reviewed
financial statements in one of the following ways:
•

the financial statements and the client-prepared information are bound by the accountant in his firm's
report cover (or typed on the accountant's letterhead and stapled to the financial statements); or

•

after the accountant submits the financial statements to the client, the client in turn attaches (in some
manner) supplementary information and distributes the package to third parties

Client-Prepared Supplementary Information Bound in the Accountant's Report Cover
. 45 When the client-prepared supplementary information is bound in the accountant's report cover, a
third party would normally conclude that the accountant has some responsibility for the information. Thus,
in such a situation, being silent about the accountant's responsibility for the client-prepared supplementary
information is not a valid alternative. SSARS No. 1 (AR section 100.60) states, "When the basic financial
statements are accompanied by information presented for supplementary analysis purposes, the accountant
should clearly indicate the degree of responsibility, if any, he is taking with respect to such information."

Supplementary Information Attached by the Client
. 46 The accountant's reporting responsibility for client-prepared supplementary information attached
to the financial statements after they are delivered to the client is not directly addressed by SSARS.
Realistically, the accountant has little control over the client's actions once he or she delivers the report.
However, situations do occur when the client clearly communicates to the accountant that the financial
statements will be combined with other client-prepared information and submitted by the client to third
parties, e.g., to a bank as part of a loan proposal package. In fact, the accountant may accompany the client
when he or she submits the package to the third party. Guidance for these situations can be inferred from
SSARS No. 1 (AR section 100) and SSARS No. 2 (AR section 200), that discusses client-prepared financial
statements included in a client-prepared document along with compiled or reviewed financial statements.
Basically, this guidance says the client-prepared financial statements should be accompanied by a statement
that they were not prepared by the accounting firm and the accounting firm assumes no responsibility for
them. Absent such a statement, the accountant is advised to consult with his attorney to consider what other
actions are appropriate. In such situations, the accountant should ask the client to disclose (preferably on a
page immediately preceding the data) a statement such as the following:

The supplementary information on pages
to
has not been audited, reviewed or
compiled by ABC Firm, and ABC Firm assumes no responsibility for this information.
. 47 Alternately, the accountant may desire to add the following paragraph to the compilation or review
report:

All other information that may be included with (or attached to) the financial statements (and
supplementary information) identified in the preceding paragraph has not been audited,
reviewed, or compiled by us (me) and, accordingly, we (I) assume no responsibility for it.

Percentages
. 48 Percentages presented in the financial statements (as is commonly the case with computer-generated
statements) do not constitute supplementary information for purposes of the reporting requirements of
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SSARS No. 1 (AR section 100). Accordingly, the accountant should not mention the percentages in the report.
A related question is whether the inclusion of such percentages implies the accountant has performed
analytical procedures and, thus, must report on the financial statements as if it were a SSARS review
engagement. Most would argue that this is not the case.

Forecast or Projection Included With Historical Financial Statements
. 49 SSARS do not apply to any type of prospective information. The accountant is required to report
separately on prospective information included with historical financial statements following the reporting
rules in the Statements on Standards for Attestation Engagements. Generally, the accountant must either
compile, examine, or apply agreed-upon procedures to the prospective information.

. 50 An exception to this rule occurs for expired forecasts or projections, i.e., presentations that are no
longer prospective in nature because the prospective period has expired. An example would be 2002
historical financial statements presented alongside an expired 2002 budget. Expired prospective information
presented for comparative purposes meets the definition of supplementary information; therefore SSARS
No. 1 (AR section 100) applies.

Pro Forma Information
. 51 The objective of pro forma financial information is to show what the significant direct effects on
historical information might have been had a consummated or proposed transaction or event occurred at
an earlier date. Pro forma financial information usually is presented by applying certain pro forma
adjustments to amounts in the historical financial statements. Such information is frequently used to show
the effects of the following:

•

Business combinations

•

Changes in capitalization

•

Dispositions of a significant part of a business

•

Changes in the form of business organization

•

Proposed sale of securities and application of the proceeds

.52 Although such future or hypothetical transactions may appear prospective in nature, pro forma
presentations are essentially historical financial statements that have been recast.

In situations where the pro forma information is treated as supplementary information, the
reporting guidance in SSARS No. 1 (AR section 100) should be followed. The document presenting pro forma
information should include complete historical financial statements. Usually, the pro forma information will
be presented as notes or supplementary information to the historical financial statements.
.53

.54 Pro forma financial information should be labeled as such to distinguish it from historical financial
information. This presentation should describe the transaction (or event) that is reflected in the pro forma
financial information, the source of the historical financial information on which it is based, the significant
assumptions used in developing the pro forma adjustments, and any significant uncertainties about those
assumptions. The presentation should also indicate that the pro forma financial information should be read
in conjunction with the related historical financial information and that the pro forma financial information
is not necessarily indicative of the results (such as financial position and results of operations, as applicable)
that would have been attained had the transaction (or event) actually taken place earlier.
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.55 If an accountant prepares or assists a client in preparing pro forma financial information, the
accountant should consider how the presentation of pro forma financial information will be used. The
accountant should also consider the potential of being associated with pro forma financial information and
the likelihood that the user may inappropriately infer, through that association, an unintended level of
assurance. If the accountant believes that he or she will be associated with the information, the accountant
should consider issuing a compilation report so a user will not infer a level of assurance that does not exist.
.56 An engagement to compile pro forma financial information may be undertaken as a separate
engagement or in conjunction with a compilation of financial statements. The accountant may agree to
compile pro forma financial information if the document that contains the pro forma financial information
includes (or incorporates by reference) complete historical financial statements of the entity for the most
recent year (or for the preceding year if financial statements for the most recent year are not yet available)
and, if pro forma financial information is presented for an interim period, the document also includes (or
incorporates by reference) historical interim financial information for that period (which may be presented
in condensed form). In the case of a business combination, the document should include (or incorporate by
reference) the appropriate historical financial information for the significant constituent parts of the com
bined entity.
.57 Additionally, the historical financial statements of the entity (or, in the case of a business combination,
of each significant constituent part of the combined entity) on which the pro forma financial information is
based must have been compiled, reviewed, or audited. The accountant's compilation or review report or the
auditor's report on the historical financial statements should be included (or incorporated by reference) in
the document containing the pro forma financial information.
.58 Before issuance of a compilation report on pro forma financial information, the accountant should
read such compiled pro forma financial information, including the summary of significant assumptions, and
consider whether the information appears to be appropriate in form and free of obvious material errors. In
this context, the term error refers to mistakes in the compilation of the pro forma financial information,
including arithmetical or clerical mistakes, and mistakes in the application of accounting principles, includ
ing disclosures, if presented. The accountant may not report on compiled pro forma financial information if
the summary of significant assumptions is not presented. If the accountant reports on compiled pro forma
financial information when management elects to omit substantially all disclosures, then the accountant
should follow the guidance in SSARS No. 1 (AR section 100.16-18), as amended.
.59 When the accountant is engaged to compile or issues a compilation report on pro forma financial
information, the basic elements of the report, in addition to the basic elements described in AAM section
2600.05, are as follows:
a. An identification of the pro forma financial information.
b.

A reference to the financial statements from which the historical financial information is derived and
a statement on whether such financial statements were compiled, reviewed, or audited. (The report
on pro forma financial information should refer to any modifications in the accountant's or auditor's
report on historical financial statements.)

c.

A statement that the pro forma financial information was compiled. If the compilation was performed
in conjunction with a compilation of the company's financial statements, the paragraph should so
state and indicate the date of the accountant's compilation report on those financial statements.
Furthermore, any departure from the standard report on those statements should also be disclosed
if considered relevant to the presentation of the pro forma financial information.

d. A description of the basis on which the pro forma financial information is presented if that basis is
not generally accepted accounting principles and a statement that that basis of presentation is a
comprehensive basis of accounting other than generally accepted accounting principles.
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A separate paragraph explaining the objective of pro forma financial information and its limitations.

.6 0 Each page of the compiled pro forma financial information should include a reference, such as "See
Accountant's Compilation Report."

Supplementary Information Presented Without Financial Statements
.6 1 Since stand-alone supplementary information will ordinarily not constitute a full financial statement,
the accountant has no reporting responsibility under SSARS. However, the guidance above can generally be
followed if the accountant is asked to report on supplementary information that is to be presented without
financial statements.

Reporting on Charts and Graphs
General

.6

2

Common examples of charts and graphs prepared for clients include:

•

Number of days sales in accounts receivable

•

Sales by product line

•

Operating expenses by plant

•

Line of credit usage versus owned inventory

Charts and Graphs That Accompany Financial Statements

. 63 When the basic financial statements are accompanied by information in the form of a chart or graph,
such information should be considered supplementary information. These basic issues that should be
considered:
•

Accountants should check for consistency if the same information is presented numerically in the
basic financial statements and graphically in supplementary information

•

Accountants should consider whether the information is presented in a way that is obviously
misleading

•

Due to the subjective nature of graphic presentations, accountants will ordinarily elect to report on
them as compiled—even when they accompany reviewed financial statements

•

Each chart or graph should include a reference to the accountant's report.

Stand-Alone Charts and Graphs
.64 Unless the stand-alone chart or graph constitutes a complete financial statement (which would be
rare), the accountant has no reporting responsibility. The type of financial information depicted in charts and
graphs (that is, whether they are considered specified elements or condensed financial information) deter
mines how accountants should report if they elect to do so.

Emphasis Paragraphs
.65 Footnote 29 of SSARS No. 1 (AR section 100) states, "Nothing in this statement ... is intended to
preclude an accountant from emphasizing in a separate paragraph of his or her report a matter regarding
the financial statements." In other words, footnote 29 permits, but never requires, an emphasis paragraph
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(as long as the matter is appropriately disclosed in the financial statements). If the financial statements are
deficient or do not contain a needed disclosure and the client does not correct the statements, the accountant
is required to state, in a separate paragraph of the report, that the financial statements contain a departure
from GAAP.
.66

If the accountant decides to add an emphasis paragraph, he or she should follow these guidelines:

•

Emphasis paragraphs should not introduce new information about the financial statements; they
should only emphasize a matter that is disclosed in the financial statements.

•

If the financial statements are deficient or do not contain a needed disclosure and the client does not
correct the statements, the accountant is required to state, in a separate paragraph of the report, that
the financial statements contain a departure from GAAP. This required paragraph differs from a
voluntary emphasis paragraph.

•

Emphasis paragraphs should not contain information about the procedures the accountant has or
has not performed.

•

Emphasis paragraphs should not contain any conclusions or opinions.

•

If the accountant decides to add an emphasis paragraph to highlight a going-concern disclosure in
the client's financial statements, he or she should not use the term "substantial doubt" in that
paragraph (Substantial doubt is an audit-evidence-based concept that should only be used in audit
reports.)

Going Concern Issues
.67 According to Interpretation No. 11 of SSARS No. 1 (AR section 9100.33-.40) and footnote 29 of SSARS
No. 1 (AR section 100), the accountant should consult SAS No. 59, The Auditor's Consideration of an Entity's
Ability to Continue as a Going Concern (AU section 341.10-.11), to evaluate the adequacy of disclosure of
uncertainties caused by concern about the entity's ability to continue as a going concern. If, based on SAS
No. 59, the accountant believes that the financial statement disclosure of the uncertainty is inadequate, he or
she should consider modifying the report. See the preceding "Emphasis Paragraphs" section above for
further information.

Full Disclosure Financial Statements
.68 As discussed earlier, footnote 29 of SSARS No. 1 (AR section 100) permits, but never requires, an
emphasis paragraph (as long as the matter is appropriately disclosed in the financial statements). If the
accountant decides to add a paragraph to emphasize a going concern matter, Interpretation No. 11 of SSARS
No. 1 (AR section 9100.33) contains illustrative language that he or she may use:

As discussed in Note X, certain conditions indicate that the Company may be unable to
continue as a going concern. The accompanying financial statements do not include any
adjustments to the financial statements that might be necessary should the Company be
unable to continue as a going concern.

Omission of Substantially All Disclosures
.69 The accountant may compile financial statements for a client that omit substantially all disclosures
required by GAAP or OCBOA, provided that the omission is clearly indicated in the report and is not, to the
accountant's knowledge, undertaken with the intention of misleading those who might reasonably be
expected to use such financial statements.1
1 Note that the accountant cannot review financial statements that omit substantially all disclosures.
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.70 Since the user is alerted that substantially all disclosures have been omitted from the financial
statements (by adding a paragraph to the compilation report to explain the omission), going concern
disclosures would not be required.

.71 Although not required, the going concern matter can be disclosed. In this case, however, the
disclosure should be made in the financial statements. Keep in mind that emphasis paragraphs should not
introduce new information about the financial statements. Rather, they should only emphasize a matter that
is already disclosed in the financial statements. If the going concern matter is the only disclosure included
in the financial statements, it should be labeled as "Selected Information—Substantially All Disclosures
Required by Generally Accepted Accounting Principles Are Not Included," rather than "Notes to the
Financial Statements." Once disclosed in the financial statements, the matter can then be emphasized, if the
accountant desires, in a separate paragraph of the report.

Reporting on Computer-Prepared Financial Statements
.72 Computer-prepared financial statements for interim or annual periods that contain disclosure
omissions or measurement departures must be reported on in accordance with SSARS No. 1 (AR section
100). The accountant cannot place a legend on computer-prepared financial statements saying that the
statements were not compiled, reviewed, or audited by an accountant and thereby avoid the reporting
requirements of SSARS No. 1.

Reporting When There Is a Scope Limitation
.73 Scope limitations occur in audit engagements when the auditor is prevented from applying GAAS
because of limitations imposed by the client or caused by circumstances. When an auditor encounters a scope
limitation, he or she issues an "except for" opinion or disclaimer of opinion. However, SSARS No. 1 (AR
section 100) does not permit such reporting.
.74 Scope limitations can occur in SSARS engagements, especially in initial review engagements. In those
cases, it is not unusual for the accountant to raise questions about the reasonableness of amounts included
in the financial statements. Often, due to the timing of the engagement or inadequate accounting records, he
or she may also be unable to apply analytical procedures to obtain review assurance. SSARS No. 1 (AR section
100.43) notes that when an accountant is unable to perform inquiry and analytical procedures necessary for
a review or when the client does not furnish a representation letter, the review will be incomplete and a
review report cannot be issued. In this situation, the accountant should consider whether the scope limitation
also precludes him or her from issuing a compilation report.

.75 In considering the limitations of the scope limitation, the accountant should evaluate the possibility
that the information affected by the scope limitation is incorrect, incomplete, or otherwise unsatisfactory.
This evaluation is a matter of professional judgment. If the client is unable to provide additional or revised
information due to factors beyond his or her control, a step-down to a compilation is probably acceptable.
The accountant should consider the following:
•

Whether the reason for the scope limitation seems logical

•

Whether the scope restriction significantly impairs the usefulness of the financial statements

.76 In deciding whether it would be appropriate to issue a compilation report when a scope restriction
precludes a review report, the accountant should determine if the scope restriction is client-imposed. SSARS
No. 1 (AR section 100.09) requires the accountant to withdraw from the engagement if the client refuses to
provide additional or revised information. A scope restriction resulting from inadequate accounting records
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should normally be considered a client-imposed restriction. Although the restriction may be unintentional,
the maintenance of adequate accounting records is within the client's control. Situations where the client is
unable to provide additional or revised information should be rare. One such situation may be when
accounting records have been destroyed.

.77 When there has been a scope restriction that precludes a review report and the accountant decides
to issue a compilation report, SSARS No. 1 (AR section 100.68) indicates he or she should issue an appropriate
compilation report without any reference to the scope restriction.
.78 If the accountant is unable to obtain the limited assurance required for a review and decides it would
not be appropriate to issue a compilation report, he or she should try to provide other accounting information
to the client, short of submitting financial statements. For example, a working trial balance may satisfy the
client's needs.

Reporting on Financial Statements Included in MCS Reports
General
.79 Unaudited financial statements are often included in reports on findings in Management Consulting
Services engagements (MCS reports). A question often arises as to what reporting responsibility the CPA
has on those historical financial statements.
.80 Currently, there is no provision in SSARS to exempt historical financial statements included in MCS
reports. Likewise, SSARS do not provide for different levels of service depending on the intended use of the
financial statements. Consequently, SSARS currently require that only historical financial statements that the
accountant submits to clients or others, including statements included in MCS reports, at least be compiled.

Financial Statements Compiled or Reviewed by Another Accountant
If the MCS report contains financial statements that were compiled or reviewed by another account
ant and the other accountant's report is included, the CPA is not required to mention the statements in the
report. If, however, the other accountant's report is not included with the financial statements in the MCS
report, the accountant should include a reference to the other accountant's report that includes:
.81

•

A statement describing the service performed by the other accountant, without disclosing that
accountant's name

•

The date of the other accountant's report

•

A description of the standard disclaimer in a compilation report or, for a review, the standard limited
assurance language included therein

•

A description of any modifications of the standard compilation or review report, including any
paragraphs that emphasize certain matters relating to the financial statements

. 82 An example of a paragraph that might be added to the MCS report when the other accountant issued
a standard compilation report on the financial statements follows:

The 20X1 financial statements of XYZ Company were compiled by other accountants, whose
report dated February 1,20X2 stated that they did not express an opinion or any other form
of assurance on those statements.
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.83 An example of a paragraph that might be added to the MCS report when the other accountant issued
a standard review report on the financial statements follows:

The 20X1 financial statements of XYZ Company were reviewed by other accountants, whose
report dated February 1,20X2, stated that they were not aware of any material modifications
that should be made to those statements in order for them to be in conformity with generally
accepted accounting principles.

Client-Prepared Financial Statements
.84 If the MCS report contains client-prepared financial statements, the accountant is not required to
compile and report in those statements. In that case, professional standards do not require that the accountant
mention those statements in the MCS report at all. However, most accountants would compile and report
on such statements since they are included in a document (MCS report) that bears their name and because
a compilation is the lowest level of service with which they would want to be associated. If the accountant
decides not to compile the statements, he or she should add a statement to the MCS report to clarify his or
her responsibility for the financial statements. Such a statement might be worded as follows:
We have not compiled, reviewed or audited the financial statements presented on pages
to
and, accordingly, we assume no responsibility for them.

Reporting When Only One Financial Statement Is Presented
.85 An accountant may issue a compilation report on a single financial statement, such as a balance sheet.
Likewise, he or she may issue a review report on a single financial statement. Engagements to report on a
single financial statement are limited reporting engagements, not scope restrictions.

Reporting on Comparative Financial Statements
.86 SSARS No. 2, Reporting on Comparative Financial Statements (AR section 200) sets forth the authoritative
requirements that obligate the accountant to report on each period when financial statements of two or more
periods are presented in columnar form. Reporting is simple unless a change of accountants has occurred,
the level of service (compilation or review) differs from period to period, or a change in the nonpublic status
of the entity has occurred. In these situations, the accountant may face some rather complex reporting
decisions. Because the accountant may not face these complexities often, applying SSARS No. 2 can be
daunting.
.87 The following definitions from SSARS No. 2 (AR section 200) may facilitate reporting on comparative
financial statements.
•

Updated report—A continuing accountant issues this kind of report, which considers new information
from the current engagement and re-expresses the previous conclusions or expresses different
conclusions on the prior-period financial statements as of the current report date.

•

Reissued report—Issued subsequent to the date of the original report but bears the same date as the
original report; a reissued report may need to be revised and dual-dated for the effects of specific
events.

General
.88 When comparative financial statements of a nonpublic entity are presented, the accountant should
issue a report covering each period presented. If the accountant becomes aware that financial statements of
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other periods that have not been audited, reviewed, or compiled are presented in comparative form in a
document containing financial statements that he or she has reported on and the accountant's name or report
is used, the accountant should advise the client that the use of his or her name or report is inappropriate. The
accountant may also wish to consult with an attorney.
.89 The accountant should not report on comparative statements when statements for one or more of the
periods, but not all, omit substantially all disclosures.
Practice Tip

Financial statements in columnar form with disclosures are comparative; financial statements that omit
substantially all disclosures are comparative; but financial statements with disclosures are not comparative
to financial statements without disclosures.

Continuing Accountant's Standard Report
.90 A continuing accountant who performs the same or higher level of service on the current period
financial statements should update his or her report on the prior period financial statements.
.91 A continuing accountant who performs a lower level of service (20X2 compiled, 20X1 reviewed)
should either
• Include a separate paragraph in the report describing the responsibility for the prior period financial
statements.

•

Reissue the report on the prior period financial statements.

. 92 If the first option indicated in the paragraph above is selected, the description should include the
original date of the report and should state that no review procedures were performed after that date.
.

93

If the second option is selected, the report may be

• A combined compilation and reissued review report. (The combined report should state that no
review procedures were performed after the date of the review report.)
•

Presented separately.

Continuing Accountant's Changed Reference to GAAP
. 94 The accountant should consider the effects on the prior period report of circumstances or events that
came to his or her attention. When the accountant's report contains a changed reference to a GAAP departure,
the report should include a separate paragraph indicating
•

Date of previous report.

•

Circumstances or events that caused the change.

•

If applicable, that the prior period financial statements have been changed.

Predecessor's Compilation or Review Report
. 95 A predecessor accountant is not required to, but may choose to reissue his or her report. If the
predecessor's compilation or review report is not presented, the successor should either
•

Make reference to the predecessor's report.

•

Perform a compilation, review, or audit of the prior period financial statements and report thereon.
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If "reference to the predecessor's report" option is selected, the successor's reference should include

• A statement that the prior period financial statements were compiled or reviewed by another
accountant (without identifying the predecessor by name).2

• The date of prior accountant's report.
• A description of the disclaimer or limited assurance report.
• A description or quotation of any report modification or emphasis paragraphs.

.

97

If the predecessor report is to be reissued, before reissuing the predecessor should consider

• The current form and presentation of the prior period financial statements.
• Subsequent events not previously known.
• Changes in the financial statements that alter modifications to the report.

.

98

The predecessor should also perform the following procedures:

• Read the current period financial statements and the successor's report.
• Compare the prior period financial statements (a) with those previously issued, and (b) with the
current period.

• Obtain a letter from the successor indicating whether he or she is aware of any matter that affects the
prior period financial statements.
. 99 If the predecessor becomes aware of any matter that affects the prior period financial statements, he
or she should
• Make inquiries or perform analytical procedures similar to those that would have been applied to
the information if it had been known at the report date.

• Perform other procedures considered necessary such as discussing the matter with the successor or
reviewing the successor's working papers.
.100 When reissuing the report, the predecessor should use the date of the previous report. However, if
the financial statements are revised, the report should be dual dated. Also, if the financial statements are
revised, the predecessor should obtain a written statement from the former client describing the new
information and its effect on the prior period financial statements.
.101 If the predecessor is unable to complete the reissue procedures described above, he or she should
not reissue the report and may wish to consult with an attorney.

Changed Prior Period Financial Statements
.102 When the financial statements have been changed, either the predecessor (as discussed above) or
the successor should report on the restated financial statements. If the successor reports on them, he or she
should audit, review, or compile the financial statements and report accordingly. The successor accountant
is not precluded from issuing a compilation or review report on the financial statements for both years.
Additionally, the predecessor is not precluded from updating his or her compilation or review report. If the
2 The successor accountant should not name the predecessor accountant in his or her report; however, the successor accountant may
name the predecessor accountant if the predecessor accountant's practice was acquired by, or merged with, that of the successor
accountant. [SSARS No. 2 (AR section 200), as amended, effective May 2004, by SSARS No. 11 (AR section 50).]
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predecessor accountant does not reissue his or her report and the successor auditor does not report on the
restated prior-year financial statements, the successor accountant should indicate in the introductory
paragraph of his or her compilation or review report that a predecessor accountant reported on the financial
statements of the prior period before restatement.

Reporting When Prior Period Is Audited
.103 The accountant should issue a compilation or review report on the current period financial
statements and either

•

Reissue the audit report on the prior period or

•

Add a separate paragraph to the current period report that includes the following information:

— The financial statements of the prior period were audited.
— The date of the audit report.
— The type of opinion.
— Substantive reasons for other than unqualified opinion.
— No audit procedures were performed after the date of the audit report.

Reporting on Financial Statements That Previously Did Not Omit Substantially
All Disclosures
.104 The accountant may report on comparative financial statements that omit substantially all disclo
sures even if the prior period statements were originally compiled, reviewed, or audited (with disclosures)
provided that his or her report includes an additional paragraph stating the nature of the previous service
and the date of the previous report.

Change of Accountants—Reporting Following a Merger or Purchase of a Firm
.105 When there has been a merger or purchase of a firm, the new firm or purchaser should report as a
successor accountant and apply the guidance in SSARS No. 2 (AR section 200). Basically, it permits the
successor to (a) make reference to the old or acquired firm's report or (b) assume compilation, review, or
audit responsibility for the prior period financial statements. The new firm or purchaser may also indicate
in the report that a merger or purchase took place if reference is made to the predecessor's report. However ,
the predecessor firm should not be named.

Change of Accountants—Predecessor Accountant Has Ceased Operations
.106 A February 1991 Notice to Practitioners issued by the AICPA states that the reporting depends on
whether the prior-period financial statements have been restated.
.107 If the prior-period financial statements were compiled or reviewed and have not been restated, the
Notice states that the successor accountant should add a paragraph to the report on the current-year financial
statements that includes:

•

A statement that the prior-period financial statements were compiled or reviewed by another
accountant who has ceased operations

•

The date of the predecessor accountant's report

•

A description of the standard form of disclaimer or limited assurance, as applicable, included in the
report

•

A description or quotation of any modifications of the standard report and any paragraphs empha
sizing a matter regarding the financial statements
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.108 If the prior-period financial statements were audited and have not been restated, the successor
accountant should add a paragraph to the report on the current-period financial statements that indicates:
•

That the prior period financial statements were audited by another firm who has ceased operations

•

The date of the predecessor's report

•

The type of opinion issued by the predecessor

•

If the opinion was other than unqualified, the substantive reasons therefor

•

That no auditing procedures were performed after the date of the predecessor's report

.109 If the prior-period financial statements have been restated, the successor accountant should compile,
review or audit those financial statements and report accordingly.

Change of Status—Public/Nonpublic Entity
.110 A previously issued compilation or review report should not be reissued or referred to in the current
report if the entity is currently a public entity.

SSARS No. 2 Summary
.111 SSARS No. 2 (AR section 200) is rather complex. The following summary decision aid helps simplify
the report decision process in SSARS No. 2. The comparative statements are for years 20X5 and 20X6.
1.

If 20X6 is audited, SASs apply.

2. If the entity's current status for 20X6 is a public company, SASs apply.
3.

4.

For continuing accountant

a.

If 20X6 level of service is equal to or higher than 20X5, update report.

b.

If 20X6 is lower level of service, either refer to or reissue prior report.

For successor accountant

a.

If predecessor does not reissue, refer to report of predecessor or perform audit, review, or
compilation of 20X5.

b.

If financial statements are restated because of an error and predecessor doesn't report on restated
financials, perform audit, review, or compilation of 20X5.

Split-Level Reporting
.112 Split-level reporting involves providing different levels of assurance on a single set of financial
statements (for example, auditing the balance sheet and reviewing the income statement). Although the
authoritative literature does not address this situation, most believe that it should be avoided.

Reporting When Other Accountants Have Audited or Reviewed
a Component
.113 If other accountants are engaged to audit or review the financial statements of a division, branch,
subsidiary, or other investee, the accountant should require reports from the other accountants as a basis, in
part, for his report on his review of the financial statements of the reporting entity. The accountant may
decide to refer to the work of the other accountants in his review report. If such a reference is made, the report
should indicate the magnitude of the portion of the financial statements audited or reviewed by the other
accountants. SSARS do not contain guidance for obtaining compilation reports from other accountants, since
no assurance can be derived from compilation work.
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Preliminary Financial Statement Drafts
.114 Interpretation No. 17 of SSARS No. 1 (AR section 9100.61) states that an accountant can submit draft
financial statements without attaching a compilation or review report as long as:
•

He or she intends to submit final financial statements, and

•

He or she labels each page of the draft financial statements with words such as “Draft," "Preliminary
Draft," "Draft—Subject to Change," or "Working Draft."

.115 In the rare circumstances where the accountant submits drafts but never issues the final statements,
the interpretation suggests that the accountant document the reasons why. The interpretation reinforces the
fact that preliminary drafts should not be used as a means of circumventing the reporting standards of SSARS.

[The next page is 2611.]
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AAM Section 2610

Accountants’ Reports on Compilation
of Financial Statements of a
Nonpublic Entity
.01

Accountants' Standard Report

Stockholders and Board of Directors
[Company]

I (We) have compiled the accompanying balance sheet of [Company] as of December 31,20XX, and the related
statements of income, retained earnings,* and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants.
A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (the owners). I (We) have not audited or reviewed the accompanying financial
statements and, accordingly, do not express an opinion or any other form of assurance on them.

January 28, 20X1
[Signature of CPA]

1 If the statement of comprehensive income is included, the first paragraph of the report should also refer to this statement.
APB Opinion No. 12, Omnibus Opinion—1967, requires the disclosure of a change in capital. This can be accomplished by the
preparation of a separate statement, in the notes to the financial statements, or as part of another basic statement. If the accountant does
not include a statement of retained earnings as a separate statement, reference in the compilation report is not needed.
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Omission of Substantially All Disclosures

Stockholders and Board of Directors
[Company]

I (We) have compiled the accompanying balance sheet of [Company] as of December 31,20XX, and the related
statements of income and retained earnings, for the year then ended, in accordance with Statements on
Standards for Accounting and Review Services issued by the American Institute of Certified Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (the owners). I (We) have not audited or reviewed the accompanying financial
statements and, accordingly, do not express an opinion or any other form of assurance on them.
Management has elected to omit substantially all disclosures (and the statement of cash flows) required by
GAAP. If the omitted disclosures were included in the financial statements, they might influence the user's
conclusions about the Company's financial position, results of operations, and cash flows. Accordingly, these
financial statements are not designed for those who are not informed about such matters.
January 28, 20X1
[Signature of CPA]
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Accountants Not Independent

Stockholders and Board of Directors
[Company]
[Address]
I (We) have compiled the accompanying balance sheet of [Company] as of December 31,20XX, and the related
statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants.
A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (the owners). I (We) have not audited or reviewed the accompanying financial
statements and, accordingly, do not express an opinion or any other form of assurance on them.

We are not independent with respect to [Company].

January 28, 20X1

[Signature of CPA]
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Departure From GAAP—Omission of Statement of Cash Flows

Stockholders and Board of Directors
[Company]
I (We) have compiled the accompanying balance sheet of [Company] as of December 31,20XX, and the related
statements of income and retained earnings for the year then ended, in accordance with Statements on
Standards for Accounting and Review Services issued by the American Institute of Certified Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (the owners). I (We) have not audited or reviewed the accompanying financial
statements and, accordingly, do not express an opinion or any other form of assurance on them. However,
I (we) did become aware of a departure from generally accepted accounting principles that is described in
the following paragraph.
A statement of cash flows for the year ended December 31,20XX, has not been presented. Generally accepted
accounting principles require that such a statement be presented when the financial statements purport to
present financial position and results of operations.
January 28, 20X1
[Signature of CPA]
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Departure From GAAP—Accounting Principles Not Generally Accepted

Stockholders and Board of Directors
[Company]
I (We) have compiled the accompanying balance sheet of [Company] as of December 31,20XX, and the related
statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management [owners]. I (We) have not audited or reviewed the accompanying financial
statements and, accordingly, do not express an opinion or any other form of assurance on them. However,
I (we) did become aware of a departure from generally accepted accounting principles that is described in
the following paragraph.

As disclosed in Note X to the financial statements, generally accepted accounting principles require that land
be stated at cost. Management has informed me (us) that the company has stated its land at appraised value
and that, if generally accepted accounting principles had been followed, the land account and stockholders'
equity would have been decreased by $500,000.
January 28, 20X1

[Signature of CPA]
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10-02

Departure From GAAP—Accounting Principles Not Generally Accepted and Omission of Disclosures

Stockholders and Board of Directors
[Company]

I (We) have compiled the accompanying balance sheet of [Company] as of December 31,20XX, and the related
statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants.
A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (the owners). I (We) have not audited or reviewed the accompanying financial
statements and, accordingly, do not express an opinion or any other form of assurance on them. However,
I (We) did become aware of a departure from generally accepted accounting principles that is described in
the following paragraph.

Generally accepted accounting principles require that [describe requirement]. Management has informed me
(us) that the company has [describe departure], which is not in accordance with generally accepted accounting
principles. Management has not determined the effect of the departure from generally accepted accounting
principles on the accompanying balance sheet. The accompanying statements of income, retained earnings,
and cash flows would not be affected by the departure.
Management has elected to omit substantially all disclosures required by GAAP. If the omitted disclosures
were included in the financial statements, they might influence the user's conclusions about the Company's
financial position, results of operations, and cash flows. Accordingly, these financial statements are not
designed for those who are not informed about such matters.
January 28, 20X1
[Signature of CPA]
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Compilation Report—One Financial Statement

Stockholders and Board of Directors
[Company]
I (We) have compiled the accompanying balance sheet of [Company] as of December 31,20X5, in accordance
with Statements on Standards for Accounting and Review Services issued by the American Institute of
Certified Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management. I (We) have not audited or reviewed the accompanying balance sheet and,
accordingly, do not express an opinion or any other form of assurance on it.
January 28, 20X6
[Signature of CPA]
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Continuing Accountants' Report on Comparative Statements—Both Periods Compiled

Stockholders and Board of Directors
[Company]

I (We) have compiled the accompanying balance sheets of [Company] as of December 31,20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended, in accordance
with Statements on Standards for Accounting and Review Services issued by the American Institute of
Certified Public Accountants.
A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (owners). I (We) have not audited or reviewed the accompanying financial
statements and, accordingly, do not express an opinion or any other form of assurance on them.
January 28, 20X3

[Signature of CPA]
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Continuing Accountants' Report on Comparative Statements—Current Period Compiled With
Reference to Review Report on Prior Period

Stockholders and Board of Directors
[Company]

I (We) have compiled the accompanying balance sheet of [Company] as of [Year] and the related statements
of income, retained earnings, and cash flows for the year then ended, in accordance with Statements on
Standards for Accounting and Review Services issued by the American Institute of Certified Public Accountants.
A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management. I (We) have not audited or reviewed the accompanying financial statements and,
accordingly, do not express an opinion or any other form of assurance on them.

The accompanying [Year] financial statements of [Company] were previously reviewed by us, and our report
dated [Date] stated that we were not aware of any material modifications that should be made to those
statements in order for them to be in conformity with generally accepted accounting principles. I (We) have
not performed any procedures in connection with that review engagement after the date of our report on the
[Year] financial statements.
January 28, 20X6
[Signature of CPA]

AICPA Audit and Accounting Manual

AAM §2610.09

2620
.10

Compilation and Review

56

10-02

Continuing Accountants' Report on Comparative Statements—Both Periods Compiled With
Restatement of Prior Period Financial Statements

Stockholders and Board of Directors
[Company]

I (We) have compiled the accompanying balance sheets of [Company] as of [Date] and [Date], and the related
statements of income, retained earnings, and cash flows for the years then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants.
A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management. I (We) have not audited or reviewed the accompanying financial statements and,
accordingly, do not express an opinion or any other form of assurance on them.

In my (our) previous compilation report dated [Date], on the [Year] financial statements, I (we) referred to a
departure from generally accepted accounting principles because the company [describe departure]. However,
as disclosed in Note [Number], the company has restated its [Year] financial statements to [describe correction]
in accordance with generally accepted accounting principles.
January 28, 20X6
[Signature of CPA]
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Successor Accountant's Compilation Report on Current-Period Financial Statements That Refers
to a Predecessor Accountant's Compilation Report on Prior Period Financial Statements

Stockholders and Board of Directors
[Company]
I (We) have compiled the accompanying balance sheet of [Company] as of [Date], and the related statements
of income, retained earnings, and cash flows for the year then ended, in accordance with Statements on
Standards for Accounting and Review Services issued by the American Institute of Certified Public Accountants.
A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management. I (We) have not audited or reviewed the accompanying financial statements and,
accordingly, do not express an opinion or any other form of assurance on them.
The [Year] financial statements of [Company] were compiled by other accountants whose report, dated [Date],
stated that they did not express an opinion or any other form of assurance on those statements.

January 28, 20X6
[Signature of Successor CPA]
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Successor Accountant's Compilation Report on Current-Period Financial Statements That Refers
to a Predecessor Accountant's Review Report on Prior Period Financial Statements

Stockholders and Board of Directors
[Company]

I (We) have compiled the accompanying balance sheet of [Company] as of [Date], and the related statements
of income, retained earnings, and cash flows for the year then ended, in accordance with Statements on
Standards for Accounting and Review Services issued by the American Institute of Certified Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management. I (We) have not audited or reviewed the accompanying financial statements and,
accordingly, do not express an opinion or any other form of assurance on them.

The [Year] financial statements of [Company] were reviewed by other accountants whose report, dated [Date],,
stated that they were not aware of any material modifications that should be made to those statements in
order for them to be in conformity with generally accepted accounting principles.

January 28, 20X6
[Signature of Successor CPA]
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Continuing Accountants' Report on Comparative Statements—Current Period Compiled With
Reference to Audit Report on Prior Period

Stockholders and Board of Directors
[Company]

I (We) have compiled the accompanying balance sheet of [Company] as of [Date], and the related statements
of income, retained earnings, and cash flows for the year then ended, in accordance with Statements on
Standards for Accounting and Review Services issued by the American Institute of Certified Public Accountants.
A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management. I (We) have not audited or reviewed the accompanying financial statements and,
accordingly, do not express an opinion or any other form of assurance on them.

The [Year] financial statements were audited by us and I (we) expressed an unqualified opinion on them in
our report dated [Date]. I (We) have not performed any auditing procedures since that date.
January 28, 20X6

[Signature of CPA]
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Continuing Accountants' Report on Comparative Statements—Prior Period Financial Statements That
Omit Substantially All Disclosures Have Been Compiled From Previously Compiled (Reviewed)
Financial Statements for the Same Period

Stockholders and Board of Directors
[Company]

I (We) have compiled the accompanying balance sheet of [Company] as of December 31,20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended, in accordance
with Statements on Standards for Accounting and Review Services issued by the American Institute of
Certified Public Accountants.
A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (owners). I (We) have not audited or reviewed the accompanying financial
statements and, accordingly, do not express an opinion or any other form of assurance on them.

Management has elected to omit substantially all of the disclosures required by generally accepted account
ing principles. If the omitted disclosures were included in the financial statements, they might influence the
user's conclusions about the company's financial position, results of operations, and cash flows. Accordingly,
these financial statements are not designed for those who are not informed about such matters.

The accompanying 20X1 financial statements were compiled by me (us) from financial statements that did
not omit substantially all of the disclosures required by generally accepted accounting principles and that I
(we) previously reviewed as indicated in my (our) report dated March 1,20X2.
January 28, 20X3
[Signature of CPA]
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Accountants' Reports on Compilation of Financial Statements

9-05

Compilation Report—Financial Statements Accompanied by Supplementary Information

Stockholders and Board of Directors
[Company]

I (We) have compiled the accompanying balance sheet of [Company] as of December 31,20X5, and the related
statements of income, retained earnings, and cash flows for the year then ended, and the supplementary
information appearing on pages [Numbers], which is presented only for supplementary analysis purposes,
in accordance with Statements on Standards for Accounting and Review Services issued by the American
Institute of Certified Public Accountants.
A compilation is limited to presenting in the form of financial statements and supplementary schedules
information that is the representation of management. I (We) have not audited or reviewed the accompanying
financial statements and supplementary information and, accordingly, do not express an opinion or any
other form of assurance on them.

January 28, 20X6
[Signature of CPA]
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Compilation Report—Pro Forma Financial Information

Stockholders and Board of Directors
[Company]
I (we) have compiled the accompanying pro forma financial information as of and for the year ended
December 31, 20XX, reflecting the business combination of the Company and ABC Company in accordance
with Statements on Standards for Accounting and Review Services issued by the American Institute of
Certified Public Accountants. The historical condensed financial statements are derived from the historical
unaudited financial statements of XYZ Company, which were compiled by me (us), and of ABC Company,
which were compiled by another (other) accountant(s).1

A compilation is limited to presenting pro forma financial information that is the representation of manage
ment (owners). I (we) have not audited or reviewed the accompanying pro forma financial information and,
accordingly, do not express an opinion or any other form of assurance on it.

The objective of this pro forma financial information is to show what the significant effects on the historical
financial information might have been had the transaction (or event) occurred at an earlier date. However,
the pro forma financial information is not necessarily indicative of the results of operations or related effects
on financial position that would have been attained had the above-mentioned transaction (or event) actually
occurred earlier.
[If the presentation does not include all applicable disclosures, the following paragraph should be added.]1
2

Management has elected to omit all of the disclosures ordinarily included in pro forma financial information.
The omitted disclosures might have added significant information regarding the company's pro forma
financial position and results of operations. Accordingly, this pro forma financial information is not designed
for those who are not informed about such matters.
January XX, 20XX

[Signature of CPA]

1 Where one set of historical financial statements is audited or reviewed and the other is audited, reviewed, or compiled, wording
similar to the following would be appropriate:
The historical condensed financial statements are derived from the historical financial statements of XYZ Company, which
were compiled by me (us), and of ABC Company, which were reviewed by another (other) accountant(s), appearing else
where herein (or incorporated by reference).
If either accountant's review report or auditor's report includes an explanatory paragraph or is modified, that fact should be
referred to within this report.
2 The accountant may not report on compiled pro forma financial information if the summary of significant assumptions is not
presented.
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2627

Compilation Report—Emphasis of a Going-Concern Uncertainty

Stockholders and Board of Directors
[Company]

I (We) have compiled the accompanying balance sheet of [Company] as of December 31,20X5, and the related
statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management. I (We) have not audited or reviewed the accompanying financial statements and,
accordingly, do not express an opinion or any other form of assurance on them.
As discussed in Note [Number], certain conditions indicate that the company may be unable to continue as
a going concern. The accompanying financial statements do not include any adjustments to the financial
statements that might be necessary should the company be unable to continue as a going concern.
January 28, 20X6
[Signature of CPA]
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Comparative Statements—Current Year Compiled and Prior Year Reviewed by a Different Accountant
Who Has Ceased Operations

Stockholders and Board of Directors
[Company]
I (We) have compiled the accompanying balance sheet of [Company] as of [Date], and the related statements
of income, retained earnings, and cash flows for the year then ended, in accordance with Statements on
Standards for Accounting and Review Services issued by the American Institute of Certified Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management. I (We) have not audited or reviewed the accompanying financial statements and,
accordingly, do not express an opinion or any other form of assurance on them.

The [Year] financial statements of [Company] were reviewed by other accountants who have ceased operations
and whose report, dated [Date], stated that they were not aware of any material modifications that should
be made to those statements in order for them to be in conformity with generally accepted accounting
principles.
January 28, 20X6
[Signature of Successor CPA]
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Comparative Statements—Current Year Compiled; Prior Year Audited by a Different Accountant
Who Has Ceased Operations

Stockholders and Board of Directors
[Company]
I (We) have compiled the accompanying balance sheet of [Company] as of [Date], and the related statements
of income, retained earnings, and cash flows for the year then ended, in accordance with Statements on
Standards for Accounting and Review Services issued by the American Institute of Certified Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management. I (We) have not audited or reviewed the accompanying financial statements and,
accordingly, do not express an opinion or any other form of assurance on them.

The [Year] financial statements of [Company] were audited by other accountants who have ceased operations,
and they expressed an unqualified opinion on them in their report dated [Date], but they have not performed
any audit procedures since that date.
January 28, 20X6

[Signature of Successor CPA]

[The next page is 2641.]
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AAM Section 2620
Accountants’ Reports on Review
of Financial Statements of a
Nonpublic Entity
.01

Accountants' Standard Report

Stockholders and Board of Directors
[Company]
I (We) have reviewed the accompanying balance sheet of [Company] as of December 31,20X5, and the related
statements of income, retained earnings,* and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants. All information included in these financial statements is the representation of the
management of [Company],

A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.
Based on my (our) review, I (we) are not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with generally accepted accounting
principles.
January 28, 20X6

[Signature of CPA]

APB Opinion No. 12 requires the disclosure of a change in capital. This can be accomplished by the preparation of a separate
statement, in the notes to the financial statements, or as part of another basic statement. If the accountant does not include a statement
of retained earnings as a separate statement, reference in the review report is not needed.
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9-03

Departure From GAAP—Accounting Principle Not Generally Accepted

Stockholders and Board of Directors
[Company]

I (we) have reviewed the accompanying balance sheet of [Company] as of December 31,20X5, and the related
statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants. All information included in these financial statements is the representation of the
management of [Company].
A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.

Based on my (our) review, with the exception of the matter described in the following paragraph, I (we) are
not aware of any material modifications that should be made to the accompanying financial statements in
order for them to be in conformity with generally accepted accounting principles.

As disclosed in Note X to the financial statements, investments in marketable equity securities should be
reported at fair value. Management has informed us that the Company has stated these investments at cost,
which is not in accordance with generally accepted accounting principles. If generally accepted accounting
principles had been followed, the investment in marketable equity securities and stockholders' equity would
have been decreased by $70,000.
January 28, 20X6
[Signature of CPA]
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Departure From GAAP—Omission of Statement of Cash Flows

Stockholders and Board of Directors
[Company]

I (we) have reviewed the accompanying balance sheet of [Company] as of December 31,20X5, and the related
statements of income and retained earnings for the year then ended, in accordance with Statements on
Standards for Accounting and Review Services issued by the American Institute of Certified Public Account
ants. All information included in these financial statements is the representation of the management of
[Company].
A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.

Based on my (our) review, with the exception of the matter described in the following paragraph, I (we) are
not aware of any material modifications that should be made to the accompanying financial statements in
order for them to be in conformity with generally accepted accounting principles.

A statement of cash flows for the year ended December 31,20X5, has not been presented. Generally accepted
accounting principles require that such a statement be presented when financial statements purport to
present financial position and results of operations.

January 28, 20X6
[Signature of CPA]
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Continuing Accountant's Report on Comparative Statements—Both Periods Reviewed

Stockholders and Board of Directors
[Company]

I (we) have reviewed the accompanying balance sheets of [Company] as of [Date] and [Date], and the related
statements of income, retained earnings, and cash flows for the years then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants. All information included in these financial statements is the representation of the
management of [Company].
A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.

Based on my (our) reviews, I (we) are not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with generally accepted accounting
principles.
January 28, 20X6
[Signature of CPA]
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Continuing Accountant's Report on Comparative Statements—Current Period Reviewed and
Prior Period Compiled

Stockholders and Board of Directors
[Company]
I (we) have reviewed the accompanying balance sheet of [Company] as of [Date], and the related statements
of income, retained earnings, and cash flows for the year then ended, in accordance with Statements on
Standards for Accounting and Review Services issued by the American Institute of Certified Public Account
ants. All information included in these financial statements is the representation of the management of
[Company].

A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.

Based on my (our) review, I (we) are not aware of any material modifications that should be made to the
accompanying [Year] financial statements in order for them to be in conformity with generally accepted
accounting principles.
The accompanying [Year] financial statements of [Company] were compiled by us. A compilation is limited
to presenting in the form of financial statements information that is the representation of management. I (we)
have not audited or reviewed the [Year] financial statements and, accordingly, do not express an opinion or
any other form of assurance on them.
January 28, 20X6

[Signature of CPA]
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Continuing Accountant's Report on Comparative Statements—Both Periods Reviewed With
Restatement of Prior-Period Financial Statements

Stockholders and Board of Directors
[Company]

I (we) have reviewed the accompanying balance sheets of [Company] as of [Date] and [Date], and the related
statements of income, retained earnings, and cash flows for the years then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants. All information included in these financial statements is the representation of the
management of [Company],
A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.

Based on my (our) reviews, I (we) are not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with generally accepted accounting
principles.
In my (our) previous review report dated [Date], on the [Year] financial statements, I (we) referred to a
departure from generally accepted accounting principles because the company [describe departure]. As
discussed in Note [Number], however, the company has restated its [Year] financial statements to [describe
correction] in accordance with generally accepted accounting principles.
January 28, 20X6
[Signature of CPA]
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Successor Accountant's Review Report on Current-Period Financial Statements That Refers to a
Predecessor Accountant's Review Report on Prior-Period Financial Statements

Stockholders and Board of Directors
[Company]

I (we) have reviewed the accompanying balance sheet of [Company] as of [Date], and the related statements
of income, retained earnings, and cash flows for the year then ended, in accordance with Statements on
Standards for Accounting and Review Services issued by the American Institute of Certified Public Account
ants. All information included in these financial statements is the representation of management of [Com
pany].
A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.

Based on my (our) review, I (we) are not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with generally accepted accounting
principles.
The [Year] financial statements of [Company] were reviewed by other accountants whose report, dated [Date],
stated that they were not aware of any material modifications that should be made to the accompanying
financial statements in order for them to be in conformity with generally accepted accounting principles.
January 28, 20X6

[Signature of Successor CPA
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Successor Accountant's Review Report on Current-Period Financial Statements That Refers to a
Predecessor Accountant's Compilation Report on Prior-Period Financial Statements

Stockholders and Board of Directors
[Company]

I (we) have reviewed the accompanying balance sheet of [Company] as of [Date], and the related statements
of income, retained earnings, and cash flows for the year then ended, in accordance with Statements on
Standards for Accounting and Review Services issued by the American Institute of Certified Public Account
ants. All information included in these financial statements is the representation of management of [Com
pany].
A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.
Based on my (our) review, I (we) are not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with generally accepted accounting
principles.

The [Year] financial statements of [Company] were compiled by other accountants whose report, dated [Date],
stated that they did not express an opinion or any other form of assurance on those statements.
January 28, 20X6
[Signature of Successor CPA]
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2649

Continuing Accountant's Report on Comparative Statements—Current Period Reviewed With
Reference to Audit Report on Prior Period

Stockholders and Board of Directors
[Company]

I (we) have reviewed the accompanying balance sheet of [Company] as of [Date], and the related statements
of income, retained earnings, and cash flows for the year then ended, in accordance with Statements on
Standards for Accounting and Review Services issued by the American Institute of Certified Public Account
ants. All information included in these financial statements is the representation of the management of
[Company].
A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.

Based on my (our) review, I (we) are not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with generally accepted accounting
principles.
The [Year] financial statements were audited by us, and I (we) expressed an unqualified opinion on them in
our report dated [Date]. I (we) have not performed any auditing procedures since that date.

January 28, 20X6

[Signature of CPA]
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Review Report—Supplementary Information Subjected to Review Procedures

Stockholders and Board of Directors
[Company]
I (we) have reviewed the accompanying balance sheet of [Company] as of December 31, 20X5, and the related
statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants. All information included in these financial statements is the representation of the
management of [Company].
A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.

Based on my (our) review, I (we) are not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with generally accepted accounting
principles.
My (our) review was made for the purpose of expressing limited assurance that there are no material
modifications that should be made to the financial statements in order for them to be in conformity with
generally accepted accounting principles. The supplementary data appearing on pages [Numbers] are
presented only for supplementary analysis purposes. This supplementary information has been subjected
to the inquiry and analytical procedures applied in the review of the basic financial statements, and I (we)
are not aware of any material modifications that should be made thereto.
January 28, 20X6

[Signature of CPA]
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Accountants' Reports on Review of Financial Statements

Review Report—Supplementary Information Not Subjected to Review Procedures

Stockholders and Board of Directors
[Company]

I (we) have reviewed the accompanying balance sheet of [Company] for the year ended December 31, 20X5,
and the related statements of income, retained earnings, and cash flows for the year then ended, in accordance
with Statements on Standards for Accounting and Review Services issued by the American Institute of
Certified Public Accountants. All information included in these financial statements is the representation of
the management of [Company].
A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.

Based on my (our) review, I (we) are not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with generally accepted accounting
principles.

My (Our) review was made for the purpose of expressing limited assurance that there are no material
modifications that should be made to the financial statements in order for them to be in conformity with
generally accepted accounting principles. The accompanying information included on pages [Numbers] is
not a required part of the basic financial statements but is supplementary information presented by the
Company. Such information is presented only for analysis purposes and has not been subjected to the inquiry
and analytical procedures applied in the review of the basic financial statements. This information was
compiled from information that is the representation of management, without audit or review. Accordingly,
I (we) do not express an opinion or any other form of assurance on these data.
January 28, 20X6
[Signature of CPA]
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Review Report—Emphasis of a Going Concern Uncertainty

Stockholders and Board of Directors
[Company]

I (we) have reviewed the accompanying balance sheet of [Company] as of December 31, 20X5, and the related
statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants. All information included in these financial statements is the representation of the
management of [Company].
A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.
Based on my (our) review, I (we) are not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with generally accepted accounting
principles.

As discussed in Note [Number], certain conditions indicate that the company may be unable to continue as
a going concern. The accompanying financial statements do not include any adjustments to the financial
statements that might be necessary should the Company be unable to continue as a going concern.
January 28, 20X6
[Signature of CPA]
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Comparative Statements—Both Years Reviewed; However, Prior Year by a Different Accountant
Who Has Ceased Operations

Stockholders and Board of Directors
[Company]
I (we) have reviewed the accompanying balance sheet of [Company] as of December 31,20X5, and the related
statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants. All information included in these financial statements is the representation of the
management of [Company].

A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.

Based on my (our) review, I (we) are not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with generally accepted accounting
principles.
The financial statements for the year ended December 31, 20X4, were reviewed by other accountants who
have ceased operations and whose report, dated [Date], stated that they were not aware of any material
modifications that should be made to the accompanying financial statements in order for them to be in
conformity with generally accepted accounting principles.

January 28, 20X6
[Signature of CPA]
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Comparative Statements—Current Year Reviewed and Prior Year Audited by a Different Accountant
Who Has Ceased Operations

Stockholders and Board of Directors
[Company]
I (we) have reviewed the accompanying balance sheet of [Company] as of December 31,20X5, and the related
statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants. All information included in these financial statements is the representation of the
management of [Company].
A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.

Based on my (our) review, I (we) are not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with generally accepted accounting
principles.

The financial statements for the year ended December 31,20X4, were audited by other accountants who have
ceased operations, and they expressed an unqualified opinion on them in their report dated March 1, 20X5,
but they have not performed any auditing procedures since that date.
January 28, 20X6
[Signature of CPA]

[The next page is 2661.]
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AAM Section 2700
Special Areas
Other Comprehensive Bases of Accounting
.01 Bases of accounting other than GAAP (referred to as "Other Comprehensive Bases of Accounting,"
or OCBOA) have become a widely used alternative to the numerous and sometimes complex accounting
requirements prescribed by GAAP. Unfortunately, there is very little authoritative guidance related to
applying OCBOA.
.02 The only authoritative guidance for OCBOA is found in the auditing standards. SAS No. 62, Special
Reports (AU section 623.03) and states that "an independent auditor's judgment concerning the overall
presentation of financial statements should be applied within an identifiable framework." Ordinarily, that
framework is provided by GAAP, but SAS No. 62 allows the use of a comprehensive basis of accounting
other than GAAP (SSARS No. 1 [AR section 100] also recognizes OCBOA for compiled and reviewed financial
statements). SAS No. 62 recognizes the following OCBOAs:

•

The basis of accounting the reporting entity uses to comply with the requirements or financial
reporting provisions of a governmental regulatory agency which has jurisdiction over the entity

•

The basis of accounting the reporting entity uses or expects to use to file its income tax return for the
period covered by the financial statements

•

The cash receipts and disbursements basis of accounting, and modifications of the cash basis having
substantial support, such as recording depreciation on fixed assets or accruing income taxes

•

A definite set of criteria having substantial support that is applied to all material items appearing in
financial statements, such as the price-level basis of accounting

. 03 SAS No. 62 (AU section 623.04) prohibits auditors from issuing the special report described in the
SAS unless one of the foregoing descriptions applies to the financial statements.

Deciding When To Use an OCBOA
. 04 OCBOA financial statements are beneficial to clients for many reasons. Among them is the idea that
accountants do not need to consider the measurement requirements of GAAP for OCBOA financial state
ments and, therefore, OCBOA statements often can be prepared on a more timely and cost efficient basis.
. 05 You might consider the following characteristics of entities as good candidates for cash- or tax-basis
financial statements:

•

There are no third-party users of financial statements (e.g., the entity is closely held with no
third-party debt)

•

The entity's debt is secured rather than unsecured

•

The entity's creditors do not require GAAP financial statements

•

The cost of complying with GAAP would exceed the benefits

•

The owners and managers are closely involved in the day-to-day operations of the business and have
a fairly accurate picture of the entity's financial position
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•

The business's owners are primarily interested in cash flows

•

The owners are primarily interested in the tax implications of transactions

•

Capital expenditures and long-term financing are not significant

•

Internal Revenue Code rules do not require the entity to prepare its tax return on the accrual basis

.06

In advising clients about the use of an OCBOA, accountants should consider the following issues:

•

Does the entity have inventory? If so, the pure cash basis may not be helpful.

•

What basis of accounting does the entity use in preparing its income tax return? If the accrual basis
is used, preparing financial statements on the same basis makes sense.

•

Is the entity highly leveraged? Lenders may require GAAP financial statements.

•

Are there outside investors? GAAP financial statements may provide information required by such
users.

•

Does the entity's cash flow parallel its income and expenses? The pure cash basis may be appropriate.

•

Does the entity anticipate going public? If so, the entity will need a history of GAAP financial
statements.

•

Was the entity formed for tax purposes? If yes, the owners are probably interested in the tax effects
of transactions, and the income tax basis would be appropriate.

•

Is the entity subject to bonding requirements? Most bonding companies will only accept GAAP
financial statements.

Basic Financial Statements
.07 In an OCBOA presentation, the basic financial statements typically present financial position and
results of operations as measured under the OCBOA, descriptions of accounting policies, and notes to the
financial statements. However, an exception to this presentation exists for entities that use the pure cash basis
of accounting. Under the pure cash basis of accounting, a statement of assets, liabilities, and equity would
be needless because the cash balance would be the only item that would appear. Consequently, entities using
the pure cash basis of accounting present a single statement titled "Statement of Cash Receipts and
Disbursements."

Statement Titles
.08 SAS No. 62 (AU section 623.07) and Interpretation No. 12 of SSARS No. 1 (AR section 9100.41-.43)
indicate that titles of OCBOA financial statements should differ from titles of similar statements prepared in
accordance with GAAP. SAS No. 62 (AU section 623) and Interpretation No. 12 do not require specific titles,
although they do list examples.
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Table 2700-1

Suggested OCBOA Statement Titles
GAAP

Cash-Basis

Tax-Basis

Balance Sheet

Statement of Assets, Liabilities,
and Equity—Cash Basis

Statement of Assets, Liabilities,
and Equity—Income Tax Basis

Statement of Income

Statement of Revenues and
Expenses—Cash Basis

Statement of Revenues and
Expenses—Income Tax Basis

Statement of Income &
Retained Earnings

Statement of Revenues,
Expenses, and Retained
Earnings—Cash Basis

Statement of Revenues,
Expenses, and Retained
Earnings—Income Tax Basis

Statement of Changes in Equity

Statement of Changes in
Equity—Cash Basis

Statement of Changes in
Equity—Income Tax Basis

Statement of Cash Flows

Statement of Cash Flows—
Cash Basis

Statement of Cash Flows—
Income Tax Basis

Notes:

•

These titles are only suggestions. Other titles may be derived from the suggestions in
SAS No. 62 (AU section 623.07).

•

The pure cash basis has a single asset and no liabilities. Accordingly, only a single
statement titled "Statement of Cash Receipts and Disbursements" is normally presented.

•

Although Financial Accounting Standards Board (FASB) Statement No. 95, Statement of
Cash Flows, does not require a statement of cash flows for OCBOA financial statements,
if a cash flow statement is presented, it is suggested that the basis of accounting used be
added to the statement title.

Disclosures
.09 Authoritative accounting literature does not address OCBOA or the disclosures necessary in such
presentations. Limited guidance on disclosures can be found in the auditing literature (which is also
applicable to compilation and review engagements). SAS No. 62 (AU section 623) establishes the overriding
criterion that cash, modified cash, and income tax basis financial statements should be "informative of
matters that may affect their use, understanding, and interpretation." It goes on by stating that:
•

The financial statements should include a summary of significant accounting policies that discusses
the basis of presentation and describes how the basis differs from GAAP

•

When financial statements contain items the same as, or similar to, those in GAAP financial
statements, similar disclosures are appropriate (e.g., depreciation or long-term debt)

•

The auditor should also consider disclosing matters not specifically identified on the face of the
statements, such as related party transactions, restrictions on assets and owners' equity, subsequent
events, and uncertainties.

.10 Nevertheless, diversity in practice has developed over the years. Accountants at one extreme believe
disclosures should be included in cash, modified cash, and income tax basis financial statements that are
identical to those that would be included in a GAAP presentation. Accountants at the other extreme would
recommend including very little disclosure in OCBOA statements.
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.11 A survey completed by the AICPA Private Companies Practice Section in the mid-1990's found that
there was a great deal of diversity in the interpretation of SAS No. 62 (AU section 623) regarding the issue
of disclosures. Guidance for practitioners was needed.

.12 To help clarify the issue of the disclosures related to SAS No. 62, the Audit Issues Task Force (AITF)
of the Auditing Standards Board issued Interpretation No. 14 of SAS No. 62, Evaluating the Adequacy of
Disclosure in Financial Statements Prepared on the Cash, Modified Cash, or Income Tax Basis of Accounting (AU
section 9623.90-.95). The Interpretation provides the following guidance:

•

The discussion of the basis of accounting required by SAS No. 62 (AU section 623) may be brief
and only needs to describe the primary differences from GAAP. Quantifying differences is not
required.

•

If the financial statements contain amounts for which GAAP would require disclosure, the statements
should either provide the relevant disclosure or provide information that communicates the sub
stance of that disclosure.

•

If GAAP sets forth requirements that apply to the presentation of financial statements, cash, modified
cash, and income tax basis statements should either comply with those requirements or provide
information that communicates the substance of those requirements.

•

A statement of cash flows is not required in presentations on the cash, modified cash, or income tax
basis of accounting. However, if a presentation of cash receipts and disbursements is presented in a
format similar to a statement of cash flows or if the entity chooses to present such a statement, the
statement should conform to the requirements for a GAAP presentation or communicate the
substance of the GAAP requirements.

•

If GAAP would require disclosure of other matters, the need for that same disclosure or disclosure
that communicates the substance of those requirements should be considered.

Cash Basis of Accounting
Pure Cash Basis
. 13 Under the cash receipts and disbursements basis of accounting ("pure cash basis"), only transactions
that increase or decrease cash and cash equivalents are reflected in the financial statement. The pure cash
basis recognizes all cash disbursements as expenses and all cash receipts as revenues. In practice, the pure
cash basis of accounting is rare.
. 14 Entities that use the pure cash basis of accounting would include, for example, school activity funds,
civic ventures, trusts and estates, political action committees and political campaigns. Typically, those types
of entities have the following characteristics:
•

They are not-for-profit oriented

•

Their operations are simple

•

Their accounting and finance functions are unsophisticated

•

There is only one major activity

•

Capital expenditures and long-term debt are not significant

Modified Cash Basis

.15 SAS No. 62 (AU section 623) describes the modified cash basis of accounting as the pure cash basis
incorporating modifications having substantial support. These modifications generally include the recognition
AAM §2700.11
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of certain transactions on an accrual basis, as entities would recognize them under GAAP. The appropriate
modifications and the extent of those modifications are not clearly defined in the literature, however.

.16 Generally, entities that use the modified cash basis of accounting, such as professional association of
doctors, lawyers, or CPAs, might include the following characteristics:
•

They are profit oriented

•

They distribute profits as collected (e.g., through bonuses and retirement plan contributions)

•

They have significant inventory and credit arrangements with vendors

•

They make material capital expenditures or incur material amounts of debt

•

Their operations are somewhat sophisticated, and accounting for them may become complex

Income Tax Basis of Accounting
. 17 The income tax basis of accounting typically is based on federal income tax laws that generally do
not address financial statement presentation or disclosure considerations, however.

.

18

Typically, entities that use the tax basis of accounting are either:

• Profit oriented enterprises (such as small, closely held companies for which conversion to GAAP
would be costly)
•

Partnerships whose partnership agreements require the use of the tax basis of accounting

• Not-for-profit organizations seeking relief from the requirements of FASB Statement Nos. 116,
Accounting for Contributions Received and Contributions Made, and 117, Financial Statements ofNot-forProfit Organizations.

Nontaxed Entities
.19 SAS No. 62 (AU section 623.04) defines the income tax basis of accounting as the basis an entity uses
or expects to use to file its income tax return. However, SAS No. 62 does not provide any additional guidance
on what is meant by the phrase "income tax return." If taken literally, many entities would not be able to use
the income tax basis under SAS No. 62 (AU section 623). Interpretation No. 14 of SAS No. 62 includes
examples of not-for-profit organizations using the accounting principles followed in filing Form 990, thus
acknowledging that such entities may issue income tax basis financial statements.

Other Bases of Accounting
.20 Although less common, entities may present their financial statements on a basis of accounting other
than cash, tax, or GAAP. For example, insurance companies present financial statements on a regulatory
basis. In addition, SAS No. 62 (AU section 623) allows entities to use other comprehensive bases if they have
substantial support and are applied consistently to all items in the financial statements. At the present time,
however, only the price-level basis of accounting meets that criteria, and its use is very rare.

Disclosure of Basis of Accounting
.21 SSARS No. 1 states that when the accountant reports on compiled financial statements that omit
substantially all disclosures, he or she must disclose the basis of accounting in the compilation report if it is
not disclosed in the financial statements. This paragraph has been interpreted by some accountants to mean
that compiled or reviewed OCBOA financial statements must disclose the OCBOA is some manner, but that
such statements are not required to describe the basis of accounting or to state that it is a comprehensive
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basis of accounting other than GAAP. SAS No. 62 (AU section 623) requires these latter two disclosures for
audited OCBOA financial statements.
.22 Interpretation No. 12 of SSARS No. 1 (AR section 9100.41-43) clarifies the disclosure requirements
of OCBOA financial statements. The interpretation states that, ordinarily, OCBOA statements would contain
a note stating the basis of presentation and describing how the basis differs from GAAP. Thus, the
interpretation implies that the OCBOA disclosures for a SSARS engagement and an audit engagement should
be similar. However, the location of this disclosure does differ. In a SSARS engagement, the disclosure is
made in the notes. In an audit engagement, SAS No. 62 (AU section 623) requires that the disclosure of the
basis of presentation and a statement that it is a basis other than GAAP be made in a separate paragraph in
the auditor's report, with a description of how the basis of presentation differs from GAAP in the notes.
However, the difference between GAAP and the basis need not be quantified. Interpretation No. 12 of SAS
No. 62 makes an exception to this disclosure requirement for compiled OCBOA financial statements that
omit substantially all disclosures. In such an engagement, the report is modified by adding a sentence such
as the following to the first paragraph of the report:

The financial statements have been prepared on the accounting basis used by the Company
for federal income tax purposes, which is a comprehensive basis of accounting other than
generally accepted accounting principles.
.23 In summary, compiled OCBOA financial statements should ordinarily contain a note that discloses
the basis of presentation and describes how it differs from GAAP (This disclosure must always be made in
reviewed financial statements. Otherwise, the review report would have to be modified for an OCBOA
disclosure exception.) If this disclosure is included in the notes, only the financial statement titles should be
modified in the report. If all disclosures are omitted from compiled financial statements, the compilation
report should be modified as illustrated above.

Other Disclosures

Financial statements prepared on an OCBOA require notes and other disclosures. If the statements
are compiled, management may elect to omit substantially all disclosures. However, this option is not
available if the statements are reviewed.
.24

Reporting
.25 In general, the only report modification necessary when financial statements are prepared using a
comprehensive basis of accounting other than GAAP is the identification of the financial statements. Since
financial statements prepared using an OCBOA must contain modified titles (e.g., "Statement of Assets,
Liabilities, and Equity—Income Tax Basis" instead of "Balance Sheet" ), the compilation or review report
should refer to the modified titles actually used on the statements (e.g., "We have compiled the accompanying
statement of assets, liabilities, and equity—income tax basis .. ." ) However, when the accountant compiles
OCBOA financial statements that omit substantially all disclosures, SSARS No. 1 (AR section 100) requires
that he or she disclose the basis of accounting. This disclosure may be in an attached footnote or in a note on
the face of the financial statements. If disclosure is not made as part of the financial statements, modification
of the compilation report would be required.

.26 In addition, if substantially all disclosures have been omitted, the accountant must communicate this
fact in the compilation report, by adding the following paragraph:

Management has elected to omit substantially all disclosures ordinarily included in financial
statements prepared on the income tax basis of accounting. If the omitted disclosures were
included in the financial statements, they might influence the user's conclusions about the
Company's assets, liabilities, equity, revenue, and expenses. Accordingly, these financial
statements are not designed for those who are not informed about such matters.
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Prescribed Forms
Background
.27 One of the major complications of prescribed form engagements has been the requirement in SSARS
No. 1 (AR section 100) that the accountant's report disclose all material measurement departures from GAAP.
In 1981, the ARSC issued SSARS No. 3 (AR section 300), which amends SSARS No. 1 and SSARS No. 2 (AR
section 200) to provide for an alternative form of standard compilation report when the prescribed form or
related instructions call for departures from GAAP.

Provisions of SSARS No. 3
.28 Any standard preprinted form designed or adopted by the body to which it is to be submitted is a
prescribed form. Examples include forms used by industry trade associations, credit agencies, banks, and
governmental and regulatory bodies other than those concerned with the sale or trading of securities.
.29 According to SSARS No. 3 (AR section 300.03), the following alternative form of compilation report
is appropriate when the financial statements are included in a prescribed form that calls for a departure from
GAAP:

I (We) have compiled the (identification of financial statements, including period covered
and name of entity) included in the accompanying prescribed form in accordance with
Statements on Standards for Accounting and Review Services issued by the American
Institute of Certified Public Accountants.
My (Our) compilation was limited to presenting in the form prescribed by (name of body)
information that is the representation of management (the owners). I (We) have not audited
or reviewed the financial statements referred to above and, accordingly, do not express an
opinion or any other form of assurance on them.
These financial statements (including related disclosures) are presented in accordance with
the requirements of (name of body), which differ from generally accepted accounting
principles. Accordingly, these financial statements are not designed for those who are not
informed about such differences.

.30 Note that the first two paragraphs are similar to the standard compilation report of SSARS No. 1 (AR
section 100). The main differences are the references to:
•

The prescribed form

•

The body that prescribed the form

•

The third paragraph, which indicates that the basis of accounting and disclosures required by the
form are different from GAAP and cautions the reader about the limits of the financial statements.

Departures From GAAP or From the Prescribed Form
. 31 The accountant is concerned with three types of departures in an engagement to compile financial
statements to be included in a prescribed form:

•

Departures from GAAP required by the prescribed form. This type of departure does not require
disclosure in the SSARS No. 3 report.

•

Departures from GAAP not required by the prescribed form. Such departures must be disclosed
following the guidance in SSARS No. 1 (AR section 100).
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Departures from the requirements of the prescribed form. These departures also require disclosure
following the guidance in SSARS No. 1.

.32 For the items in the second and third bullets in the preceding paragraph, the accountant must modify
the compilation report to identify, in a separate paragraph the departures, including the effects, if known. If
not known, the accountant must include a statement that the effects have not been determined.

Signing a Preprinted Report Form
.33 SSARS No. 3 (AR section 300.05) states that the accountant should not sign a preprinted report
form unless the language in it conforms to the guidance in SSARS No. 3 (AR section 300) or SSARS No.
1 (AR section 100). If the preprinted report is not suitable, the accountant should attach an appropriate
report to the prescribed form. It is advisable to type, "See accountant's report" in the prescribed form
signature block.

Determining When SSARS No. 3 Is Applicable
.34 Questions involving the applicability of SSARS No. 3 (AR section 300) might pertain to the definition
of a prescribed form, the type of service involved or clarification of how a form calls for a departure from
GAAP. These issues are discussed in the following questions.

.35 Does SSARS No. 3 (AR section 300) establish different standards for compiling a prescribed form?
No. The reporting standards of SSARS No. 1 (AR section 100) require issuing a report whenever the
accountant compiles or reviews financial statements included in a prescribed form. SSARS No. 3 (AR section
300) merely provides an alternative form of standard compilation report. It does not expand the accountant's
reporting responsibility, nor does it change the performance standards of SSARS No. 1.
.36 Is SSARS No. 3 (AR section 300) applicable to review engagements? No. SSARS No. 3 (AR section
300) makes no provision for an alternative review report. A review report must conform to the standards of
SSARS No. 1 (AR section 100) or SSARS No. 2 (AR section 200). The report must describe any departures
from GAAP (even if the departures are called for by the form). The review report must also describe each
GAAP disclosure that is omitted.
.37 Is a tax return a prescribed form? No. SSARS No. 3 (AR section 300) refers to financial statements,
and thus excludes financial presentations included in tax returns. Interpretation No. 10 of SSARS No. 1 (AR
section 9100.31) points out that an accountant may attach a report to tax or information returns. This report
should follow the guidance in SSARS No. 1 (AR section 100), since the tax return will be submitted to a user
that did not design the form.
.38 Does a comprehensive set of instructions constitute a prescribed form? No. The definition of a
prescribed form in SSARS No. 3 (AR section 300) specifically includes the words "standard preprinted form."
.39 Is SSARS No. 3 (AR section 300) applicable to a prescribed form that does not call for departures from
GAAP? No. If the form does not call for departures from GAAP, the SSARS No. 3 alternative report is not
appropriate.
.40 How does a prescribed form call for departures from GAAP? SSARS No. 3 (AR section 300) indicates
that a form calls for a departure from GAAP by either:
•

Specifying a measurement principle not in conformity with GAAP; or

•

Failing to request disclosures required by GAAP
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.41 Can a SSARS No. 1 (AR section 100) report be issued even if SSARS No. 3 (AR section 300) applies?
Yes. The accountant must, however, comply with SSARS No. 1 regarding departures from GAAP.

.42 Is the SSARS No. 3 (AR section 300) report appropriate when a prescribed form is presented to other
third parties? No. The SSARS No. 3 (AR section 300) alternative report presumes that the information
required by a prescribed form is sufficient to meet the needs of the body that designed or adopted the form.
.43 What does a CPA do when financial statements presented on an OCBOA are included in the
prescribed form and uses the terms "Balance Sheet," "Income Statement," etc.? In practice, the titles usually
are not changed, and the report on the statements use the preprinted titles.

.44 What if the CPA is not independent? An accountant who is not independent can issue a SSARS No.
3 (AR section 300) report on financial statements included in a prescribed form. He or she must, however,
comply with SSARS No. 1 (AR section 100) and include the following as the last paragraph of the report:
I am (We are) not independent with respect to XYZ Company.

.45 Does the CPA have to mark each page of the prescribed form with "See Accountant's Report" ? Yes.
SSARS No. 3 (AR section 300) does not change that requirement.

Personal Financial Statements
.46 The term "personal financial statements" refers to financial statements that present the personal
assets and liabilities of an individual or group of related individuals.

.47 AICPA Statement of Position (SOP) 82-1, Accounting and Financial Reporting for Personal Financial
Statements, is the principle source of guidance in dealing with personal financial statements. This SOP
establishes the current value basis of accounting as GAAP for personal financial statements. The AICPA's
Personal Financial Statement Guide, contains guidance on the scope of work and form of report for audits,
reviews, and compilations of personal financial statements.

Personal Financial Statements Engagements
.48 Using the estimated current value basis of accounting in personal financial statements creates some
unique considerations for accountants engaged to compile or review such statements.

Acceptance of Clients
.49 Before accepting the engagement, the accountant should consider his independence, the client's
integrity, and circumstances that present unusual business risks.
.50 Personal financial statement engagements usually require a greater degree of client participation than
do other engagements. In many cases, client interviews and telephone inquiries are an integral part of the
process. Therefore, it is especially important to consider a potential client's ability and willingness to provide
sufficient data and reliable estimates of current value.

Engagement Letters
.51 Both SSARS No. 1 (AR section 100) and the Personal Financial Statements Guide recommend, but do
not require, written engagement letters. Engagement letters are especially important in personal financial
statement engagements to:
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•

Dispel any notion that the accountant is responsible for estimates of current value

•

Link the client's cooperation to the fee, since the cooperation of the client is vital to developing
adequate accounting information

Client Representation Letters
.52 Although SSARS No. 1 (AR section 100) only requires that a representation letter be obtained
from the client in engagements to review personal financial statements, the Personal Financial Statements
Guide recommends obtaining written representations on all personal financial statement engagements,
because:
•

The informal nature of personal financial records usually requires that accountants place greater
reliance on the client's representation to ensure completeness of the statements

• The estimated current values and amounts of assets and liabilities provided by the client have a
significant effect on the statements
•

A client representation letter can help to clarify that responsibility for the estimates of current value,
even if developed by the accountant, rests with the client.

Compilation of Personal Financial Statements
.53 Standards for compilation of financial statements prescribed by SSARS No. 1 (AR section 100) are
applicable to the compilation of personal financial statements in the same manner as to the compilation of
other financial statements. (There is an exception for personal financial statements contained in written
financial plans, if certain criteria are met (see the subsequent section in this Manual, "Exception for Personal
Financial Statements Included in Written Financial Plans"). Thus, in compiling personal financial statements,
the accountant must meet the same general requirements.

.54 First, the accountant should have knowledge of the accounting principles and practices applica
ble to personal financial statements. For instance, the accountant should understand the provisions of
SOP 82-1.
.55

Second, the accountant should posses a general understanding of:

•

The nature of the individual's transactions

•

The form of available accounting records

•

The stated qualifications of accounting personnel, if any

•

The basis of accounting on which the financial statements are to be presented

•

The form and content of the financial statements

•

The methods used for determining estimated current values of significant assets and estimated
current amounts of significant liabilities, and be able to consider whether the methods are appropriate
in light of the nature of each asset or liability

.56 Third, the accountant should read the financial statements and consider whether they appear to be
appropriate in form and free of obvious material errors.

.57 The standards prescribed by SSARS do not require an accountant to verify the reasonableness of
information supplied to him or her in a compilation engagement. Accordingly, he or she can compile personal
financial statements based on the client's estimate of current values and amounts.
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.58 However, the Personal Financial Statements Guide warns that other factors may prevent the acceptance
of the client's estimate. The Guide requires that, at a minimum, the accountant obtain an understanding of
the methods by which the individual determined the estimated current values and amounts and consider
whether the methods are appropriate for the asset or liability.

.59 With the exception of compiled personal financial statements that omit substantially all disclosures,
the financial statements, including the notes, should disclose the method used to determine the estimated
current values and amounts, even when such values or amounts are based on the individual's estimate.
.60 In many situations, particularly when the individual is unsophisticated in financial matters, the
individual and the accountant will jointly develop the estimated current values and amounts. In such
situations, the accountant should obtain the individual's approval and acceptance of responsibility for the
values, preferably in writing.

Review of Personal Financial Statements
.61 Standards for the review of financial statements prescribed by SSARS No. 1 (AR section 100) are
applicable to the review of personal financial statements in the same manner as the review of other financial
statements. Accordingly, to review personal financial statements, the accountant must meet the following
general requirements.

.62 The accountant should possess (a) a level of knowledge of the accounting principles and practices
applicable to personal financial statements and (b) an understanding of the individual's financial activities
and financial position that will provide him, through the performance of inquiry and analytical procedures,
with a reasonable basis for expressing limited assurance that no material modifications are necessary to the
financial statements for them to conform to GAAP. Knowledge of accounting principles and practices implies
that the accountant should be thoroughly familiar with the requirements of SOP 82-1.
.63 SSARS No. 1 (AR section 100) requires accountants to obtain a representation letter in all review
engagements.

Reporting
.64 In general, the only report modifications necessary when presenting personal financial statements
are the identification of the financial statements and identification of the reporting entity. For example:
I (we) have compiled the accompanying statement of financial condition of James and Jane
Person as of December 31, 20XX, and the related statement of changes in net worth for the
year then ended, in accordance with Statements on Standards for Accounting and Review
Services issued by the American Institute of Certified Public Accountants.

A compilation is limited to presenting in the form of financial statements information that
is the representation of the individuals whose financial statements are presented. I (we) have
not audited or reviewed the accompanying financial statements and, accordingly, do not
express an opinion or any other form of assurance on them.
.65 However, when the accountant compiles personal financial statements that omit substantially all
disclosures, the Personal Financial Statements Guide requires that he or she disclose that assets are presented
at their estimated current values and liabilities are presented at their estimated current amount. This
disclosure may be in an attached footnote or in a note on the face of the financial statements. If disclosure is
not made as part of the financial statements, modification of the compilation report would be required. For
example, the following sentence could be added to the first paragraph of the standard compilation report:
The financial statement(s) is (are) intended to present the assets of James and Jane Person at
estimated current values and their liabilities at estimated current amounts.
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.66 In addition, if substantially all disclosures have been omitted, the accountant must communicate this
fact in the compilation report, by adding the following paragraph:

The individuals whose financial statements are presented have elected to omit substantially
all disclosures required by generally accepted accounting principles. If the omitted disclo
sures were included in the financial statements, they might influence the user's conclusions
about the individuals' assets, liabilities, and net worth. Accordingly, these financial state
ments are not designed for those who are not informed about such matters.

Exception for Personal Financial Statements Included in Written Financial Plans
.67 SSARS No. 6 (AR section 600.03) provides an exemption from SSARS No. 1 (AR section 100) for
personal financial statements included in written personal financial plans when the following conditions
exist:

•

The accountant establishes an understanding with the client, preferably in writing, that the financial
statements (1) will be used solely to assist the client and the client's advisers to develop the client's
personal financial goals and objectives and (2) will not be used to obtain credit or for any purpose
other than developing the financial plan

•

Nothing comes to the accountant's attention during the engagement that would cause him to believe
that the financial statements will be used to obtain credit or for any purpose other than developing
the client's financial goals and objectives

.68 If both conditions exist, the accountant is exempt from both the performance and reporting standards
in SSARS No. 1 (AR section 100). Absent both of these conditions, SSARS No. 1 would apply.
.69 As long as those same conditions are met, Interpretation No. 1 of SSARS No. 6 (AR section 9600.01)
clarifies that the same exception applies when an accountant submits a written personal financial plan
containing the financial statements for use by a client's advisers to help the client implement the personal
financial plan. Implementing the plan includes, for example, use of the plan by an insurance broker who will
recommend specific insurance products to the client, an investment adviser who will provide specific
recommendations about the investment portfolio, and an attorney who will draft a will or trust document.

The Accountant's Report
.70 SSARS No. 6 (AR section 600) prescribes the following language when the conditions of the SSARS
No. 1 (AR section 100) exemption are met:

The accompanying statement of financial condition of John Doe, as of December 31, 20XX,
was prepared solely to help you develop your personal financial plan. Accordingly, it may
be incomplete or contain departures from generally accepted accounting principles and
should not be used to obtain credit or for any other purposes other than developing your
personal financial plan. We have not audited, reviewed, or compiled the statement.
.71 SSARS No. 6 (AR section 600) does not require the accountant to identify specific measurement or
disclosure departures in the report. As with any SSARS engagement, the accountant is required to place a
notation such as "See accountant's report" on each financial statement page.

Specified Elements, Accounts, or Items of a Financial Statement
.72 A compilation of one or more specified elements, accounts, or items of a financial statement is limited
to presenting financial information that is the representation of management (owners) without undertaking
to express any assurance on that information. (The accountant might consider it necessary to perform other
accounting services to compile the financial information.)
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.73 Examples of specified elements, accounts, or items of a financial statement that an accountant may
compile include schedules of rentals, royalties, profit participation, or provision for income taxes.

.74 If an accountant prepares or assists a client in preparing a schedule of one or more specified elements,
accounts, or items of a financial statement, the accountant should consider how such a presentation of
specified elements, accounts, or items will be used. If the specified element, account, or item of a financial
statement is included as accompanying information to the basic financial statements, the accountant should
refer to Statement on Standards for Accounting and Review Services (SSARS) No. 1, Compilation and Review
of Financial Statements (AR section 100.60), as amended. The accountant should also consider the potential of
being associated with the schedule and the likelihood that the user may inappropriately infer, through that
association, an unintended level of assurance. If the accountant believes that he or she will be associated with
the information, the accountant should consider issuing a compilation report so a user will not infer a level
of assurance that does not exist.
.75 An engagement to compile one or more specified elements, accounts, or items of a financial statement
may be undertaken as a separate engagement or in conjunction with a compilation of financial statements.
.76 Before issuance of a compilation report on one or more specified elements, accounts, or items of a
financial statement, the accountant should read such compiled specified elements, accounts, or items of a
financial statement and consider whether the information appears to be appropriate in form and free of
obvious material errors. In this context, the term error refers to mistakes in the compilation of the specified
elements, accounts, or items of a financial statement, including arithmetical or clerical mistakes, and mistakes
in the application of accounting principles, including disclosures, if presented.

.77 When the accountant is engaged to compile or issues a compilation report on one or more specified
elements, accounts, or items of a financial statement, the basic elements of the report, in addition to the basic
elements described in AAM section 2600.05, are as follows:
a.

A statement that the specified element(s), account(s), or item(s) identified in the report were
compiled. If the compilation was performed in conjunction with a compilation of the company's
financial statements, the paragraph should so state and indicate the date of the accountant's compi
lation report on those financial statements. Furthermore, any departure from the standard report on
those statements should also be disclosed if considered relevant to the presentation of the specified
element(s), account(s), or item(s).

b.

A description of the basis on which the specified element(s), account(s), or item(s) are presented if
that basis is not generally accepted accounting principles and a statement that that basis of presen
tation is a comprehensive basis of accounting other than generally accepted accounting principles.

.78 Each page of the compiled specified elements, accounts, or items of a financial statement should
include a reference, such as "See Accountant's Compilation Report."
.79 Following are illustrations of accountant's compilation reports on specified elements, accounts, or
items of a financial statement.

Report Related to Accounts Receivable
I (we) have compiled the accompanying schedule of accounts receivable of XYZ Company
as of December 31, 20XX, in accordance with Statements on Standards for Accounting and
Review Services issued by the American Institute of Certified Public Accountants.
A compilation is limited to presenting financial information that is the representation of
management (owners). I (we) have not audited or reviewed the accompanying schedule of
accounts receivable and, accordingly, do not express an opinion or any other form of
assurance on it.
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Report Related to the Schedule of Depreciation—Income Tax Basis
I (we) have compiled the accompanying schedule of depreciation—income tax basis of XYZ
Company as of December 31, 20XX, in accordance with Statements on Standards for
Accounting and Review Services issued by the American Institute of Certified Public
Accountants. The schedule of depreciation—income tax basis has been prepared on the
accounting basis used by the Company for federal income tax purposes, which is a compre
hensive basis of accounting other than generally accepted accounting principles.

A compilation is limited to presenting financial information that is the representation of
management (owners). I (we) have not audited or reviewed the accompanying schedule of
depreciation—income tax basis and, accordingly, do not express an opinion or any other
form of assurance on it.

Relationship of Statements on Standards for Accounting and Review
Services to Quality Control Standards
.80 SSARS No. 1, as amended by SSARS No. 9 (AR section 100.70-.72), states that an accountant is
responsible for compliance with Statements on Standards for Accounting and Review Services (SSARSs) in
a review or compilation engagement. Rule 202 [ET section 202.01] of the Code of Professional Conduct of
the American Institute of Certified Public Accountants requires members to comply with such standards
when associated with reviewed or compiled financial statements.
.81 An accountant has the responsibility to adopt a system of quality control in conducting an accounting
practice. Thus, a firm should establish quality control policies and procedures to provide it with reasonable
assurance that its personnel comply with SSARS in its review and compilation engagements. The nature and
extent of a firm's quality control policies and procedures depend on factors such as its size, the degree of
operating autonomy allowed its personnel and its practice offices, the nature of its practice, its organization,
and appropriate cost-benefit considerations.

.82 SSARSs relate to the conduct on individual review and compilation engagements; Statements on
Quality Control Standards (SQCSs) relate to the conduct of a firm's accounting practice. Thus, SSARSs and
SQCSs are related, and the quality control policies and procedures that a firm adopts may affect both the
conduct of an individual engagement and the firm's accounting practice as a whole. However, deficiencies
in or instances of noncompliance with a firm's quality control policies and procedures do not, in and of
themselves, indicate that a particular review or compilation engagement was not performed in accordance
with SSARSs. This amendment is effective for review reports dated January 1, 2003, or after, by Statement
on Standards for Accounting and Review Services No. 9.

[The next page is 2701.]
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AAM Section 2710
Accountants’ Reports on Prescribed
Forms, Specified Elements, Personal
Financial Statements, and OCBOA
Financial Statements
.01

Compilation Report—Cash Basis Statements; Full Disclosure

Stockholders and Board of Directors
[Company]

We have compiled the accompanying statement of assets, liabilities, and equity—modified cash basis of
[Company] as of [Date], and the related statement of revenues and expenses—modified cash basis for the year
then ended, in accordance with Statements on Standards for Accounting and Review Services issued by the
American Institute of Certified Public Accountants.
A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management. We have not audited or reviewed the accompanying financial statements and,
accordingly, do not express an opinion or any other form of assurance on them.

January 28, 20X6
[Signature of CPA]
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Compilation Report—Cash Basis Statements; Omission of Substantially All Disclosures, With No
Reference to Basis

Stockholders and Board of Directors
[Company]
[Address]
We have compiled the accompanying statement of assets, liabilities, and equity—modified cash basis of
[Company] as of [Date], and the related statement of revenues and expenses—modified cash basis for the year
then ended, in accordance with Statements on Standards for Accounting and Review Services issued by the
American Institute of Certified Public Accountants. The financial statements have been prepared on the
modified cash basis of accounting, which is a comprehensive basis of accounting other than generally
accepted accounting principles.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management. We have not audited or reviewed the accompanying financial statements and,
accordingly, do not express an opinion or any other form of assurance on them.

Management has elected to omit substantially all disclosures ordinarily included in financial statements
prepared on the modified cash basis of accounting. If the omitted disclosures were included in the financial
statements, they might influence the user's conclusions about the Company's assets, liabilities, equity,
revenue, and expenses. Accordingly, these financial statements are not designed for those who are not
informed about such matters.

January 28, 20X6
[Signature of CPA]
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Compilation Report—Tax Basis Statements; Full Disclosure

Stockholders and Board of Directors
[Company]
[Address]

We have compiled the accompanying statement of assets, liabilities, and equity—income tax basis of
[Company] as of [Date], and the related statement of revenues and expenses—income tax basis for the year
then ended, in accordance with Statements on Standards for Accounting and Review Services issued by the
American Institute of Certified Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management. We have not audited or reviewed the accompanying financial statements and,
accordingly, do not express an opinion or any other form of assurance on them.

January 28, 20X6
[Signature of CPA]
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Compilation Report—Tax Basis Statements; Omission of Substantially All Disclosures, With No
Reference to Basis

Stockholders and Board of Directors
[Company]
[Address]
We have compiled the accompanying statement of assets, liabilities, and equity—income tax basis of
[Company] as of [Date], and the related statement of revenues and expenses—income tax basis for the year
then ended, in accordance with Statements on Standards for Accounting and Review Services issued by the
American Institute of Certified Public Accountants. The financial statements have been prepared on the
income tax basis of accounting, which is a comprehensive basis of accounting other than generally accepted
accounting principles.
A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management. We have not audited or reviewed the accompanying financial statements and,
accordingly, do not express an opinion or any other form of assurance on them.

Management has elected to omit substantially all disclosures ordinarily included in financial statements
prepared on the income tax basis of accounting. If the omitted disclosures were included in the financial
statements, they might influence the user's conclusions about the Company's assets, liabilities, equity,
revenue, and expenses. Accordingly, these financial statements are not designed for those who are not
informed about such matters.

January 28, 20X6

[Signature of CPA]
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Review Report—Cash Basis Statements; Full Disclosure

Stockholders and Board of Directors
[Company]
[Address]
We have reviewed the accompanying statement of assets, liabilities, and equity—cash basis of [Company] as
of [Date], and the related statement of cash receipts and disbursements for the year then ended, in accordance
with Statements on Standards for Accounting and Review Services issued by the American Institute of
Certified Public Accountants. All information included in these financial statements is the representation of
the management of [Company].

A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, we do not express such an opinion.

Based on my (our) review, I am (we are) not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with the cash basis of accounting,
as described in Note [Number],
January 28, 20X6
[Signature of CPA]
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Review Report—Tax Basis Statements; Full Disclosure

Stockholders and Board of Directors
[Company]
[Address]

We have reviewed the accompanying statement of assets, liabilities, and equity—income tax basis of
[Company] as of [Date], and the related statement of revenues and expenses—income tax basis for the year
then ended, in accordance with Statements on Standards for Accounting and Review Services issued by the
American Institute of Certified Public Accountants. All information included in these financial statements is
the representation of the management of [Company],

A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, we do not express such an opinion.

Based on my (our) review, I am (we are) not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with the income tax basis of
accounting, as described in Note [Number].

January 28, 20X6

[Signature of CPA |
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.07 Financial Statements Included in Certain Prescribed Forms
[Name], President
[Company]
[Address]
We have compiled the accompanying balance sheet of [Company] as of [Date], and the related statements of
income, retained earnings, and cash flows for the year then ended included in the accompanying prescribed
form in accordance with Statements on Standards for Accounting and Review Services issued by the
American Institute of Certified Public Accountants.

My (our) compilation was limited to presenting in the form prescribed by the [Name of Bank or Other Entity]
information that is the representation of management. We have not audited or reviewed the financial
statements referred to above and, accordingly, do not express an opinion or any other form of assurance on
them.

These financial statements (including related disclosures) are presented in accordance with the requirements
of the [Name of Bank or Other Entity], which differ from generally accepted accounting principles. Accordingly,
these financial statements are not designed for those who are not informed about such differences.
January 28, 20X6

[Signature of CPA]
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Financial Statements Included in Certain Prescribed Forms—Departure From GAAP Not Called
for by the Prescribed Form

[Name], President
[Company]
[Address]

We have compiled the accompanying balance sheet of [Company] as of [Date], and the related statements of
income, retained earnings, and cash flows for the year then ended included in the accompanying prescribed
form in accordance with Statements on Standards for Accounting and Review Services issued by the
American Institute of Certified Public Accountants.
My (our) compilation was limited to presenting in the form prescribed by the [Name of Bank or Other Entity]
information that is the representation of management. We have not audited or reviewed the financial
statements referred to above and, accordingly, do not express an opinion or any other form of assurance on
them. However, we did become aware of a departure from the accounting standards prescribed by the [Name
of Bank or Other Entity] that is described in the following paragraph.

The instructions that accompany the prescribed form require that [describe requirement]. Management has
informed us that the company [describe deviation]. Management has not determined the effect of the departure
on the accompanying financial statements.
These financial statements (including related disclosures) are presented in accordance with the requirements
of the [Name of Bank or Other Entity], which differ from generally accepted accounting principles. Accordingly,
these financial statements are not designed for those who are not informed about such differences.
January 28, 20X6
[Signature of CPA]

AAM §2710.08

Copyright © 2002, American Institute of Certified Public Accountants, Inc.

56

10-02

.09

Reports on Prescribed Forms, Specified Elements, PFS & OCBOA Financial Statements

2709

Compilation Report—Personal Financial Statements; GAAP Basis

[Name]
[Address]
I (we) have compiled the accompanying statement of financial condition of James and Jane Person as of
December 31,20X5, and the related statement of changes in net worth for the year then ended, in accordance
with Statements on Standards for Accounting and Review Services issued by the American Institute of
Certified Public Accountants.
A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of the individuals whose financial statements are presented. I (we) have not audited or reviewed
the accompanying financial statements and, accordingly, do not express an opinion or any other form of
assurance on them.

January 28, 20X6
[Signature of CPA]
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Compilation Report—Personal Financial Statements; GAAP Basis With GAAP Departure for
Omission of Provision for Income Taxes

[Name]
[Address]

I (we) have compiled the accompanying statement of financial condition of James and Jane Person as of
December 31,20X5, in accordance with Statements on Standards for Accounting and Review Services issued
by the American Institute of Certified Public Accountants.
A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of the individuals whose financial statements are presented. I (we) have not audited or reviewed
the accompanying statement of financial condition and, accordingly, do not express an opinion or any other
form of assurance on it. However, I (we) did become aware of a departure from generally accepted accounting
principles that is described in the following paragraph.

As disclosed in Note X to the statement of financial condition, generally accepted accounting principles
require that personal financial statements include a provision for estimated income taxes on the differences
between the estimated current values of assets and estimated current amounts of liabilities and their tax
bases. The accompanying statement of financial condition does not include such a provision and the effect
of this departure from generally accepted accounting principles has not been determined.
January 28, 20X6

[Signature of CPA]
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2711

Compilation Report—Personal Financial Statements; Tax Basis

[Name]
[Address]
I (we) have compiled the accompanying statement of assets, liabilities, and net worth—income tax basis of
James and Jane Person as of December 31, 20X5, and the related statement of changes in net worth for the
year then ended, in accordance with Statements on Standards for Accounting and Review Services issued
by the American Institute of Certified Public Accountants. The financial statement(s) has (have) been
prepared on the accounting basis used by the individuals for federal income tax purposes, which is a
comprehensive basis of accounting other than generally accepted accounting principles.
A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of the individuals whose financial statements are presented. I (we) have not audited or reviewed
the accompanying financial statements and, accordingly, do not express an opinion or any other form of
assurance on them.
January 28, 20X6

[Signature of CPA]
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3001

AAM Section 3000

Engagement Planning
and Administration
Sections 3165, 3170, and 3175 include illustrative audit assignment control forms,
engagement letters, and an illustrative planning program that can be used by an
accountant in the planning phase of an audit engagement.

Various formats of audit assignment controls, engagement letters, and planning
checklists are in use; nevertheless, inclusion of the formats in this section in no way
means that they are preferable. Readers are urged to refer directly to authoritative
pronouncements when appropriate.
Illustrative formats of audit assignment controls, engagement letters, and
planning checklists are often helpful in developing a consistent style within a firm.
However, no set of illustrative formats can cover all the situations that are likely
to be encountered in practice because the circumstances of engagements vary
widely.

Readers should consider other sources of illustrative presentations, such as those
in authoritative pronouncements and AICPA audit and accounting guides.

TABLE OF CONTENTS
Paragraph

Section

3100

Planning the Engagement...............................................................................................................................01-.06

3105

Understanding the Assignment..................................................................................................................... 01 -.15
Generally Accepted Auditing Standards............................................................................................... 07-.15

3110

Assigning Personnel to the Engagement .................................................................................................. 01-.09
General Comments...................................................................................................................................... 01-.02
Engagement Planning Procedures

3115

......................................................................................................... 03-.09

Independence..................................................................................................................................................... 01-.61
General Comments...................................................................................................................................... 01-.07

Maintaining Your Independence............................................................................................................ 08-.52
Covered Member...................................................................................................................................10-.11
Family Members...................................................................................................................................12-.20
Financial Relationships......................................................................................................................21-.27
Business Relationships......................................................................................................................... 28-.31
Fee Issues............................................................................................................................................... 32-.38
Restricted Entities ............................................................................................................................... 39-.41
Nonattest Services............................................................................................................................... 42-.52
Independence Quality Controls............................................................................................................... 53-.59
Additional Guidance.................................................................................................................................. 60-.61

3120

Knowledge of the Entity's Business........................................................................................................... 01-.06
Engagement Planning Procedures ......................................................................................................... 02-.06

AICPA Audit and Accounting Manual

Contents

3002

Table of Contents

Section

72

9-06

Paragraph

3125

Consideration of Internal Control............................................................................................................... 01-.53
Introduction.................................................................................................................................................. 01-.05
What Auditors Should Understand About Internal Control......................................................... 06-.24
How an Auditor Obtains an Understanding of Internal Control.................................................. 25-.38
Documenting the Understanding..........................................................................................
.38
Using Internal Control Information to Plan the Audit...................................................................... 39-.48
Choosing an Audit Strategy..................................................................................................................... 49-.53

3130

Establishing an Understanding With the Client and Preparing an Engagement Letter . . .
.01-.16
Special Considerations......................................................................................................................
.07
Contents of Engagement Letters............................................................................................................ 08-.12
Investigatory Procedures for Individuals............................................................................................ 13-.14
Sample Engagement Letters......................................................................................................................15-.16

3140

Assessing Audit Risk and Materiality......................................................................................................... 01-.47
General............................................................................................................................................................ 01-.02
Material Misstatements............................................................................................................................... 03-.08
Errors and Fraud.................................................................................................................................. 06-.08
Consideration at the Financial Statements Level................................................
09-.23
Materiality ............................................................................................................................................ 12-.15
Quantifying Materiality......................................................................................................................16-.18
Example..........................................................................................................................................
.19
Exhibit I.................................................................................................................................................. 20-.21
SEC Staff Bulletin on Materiality for SEC Registrants............................................................... 22-.23
Consideration at the Individual Account-Balance or Class-of-Transactions Level.................. 24-.30
Components of Risk............................................................................................................................ 26-.30
Risk Assessment............................................................................................................................................ 31-.33
Quantifying Risk......................................................................................................................................... 34-.35
Evaluating Audit Findings......................................................................................................................... 36-.47
Likely Misstatements ........................................................................................................................ 37-.40
Known Misstatements................................................................................................................
.41
Misstatements from the Prior Year..........................................................................................
.42
Summarizing and Evaluating Misstatements............................................................................... 43-.46
Audit Documentation................................................................................................................
.47

3145

Fraud......................................................................................................................................................................01-.34
General............................................................................................................................................................ 01-.03
Description and Characteristics of Fraud ............................................................................................ 04-.07
Misstatements Arising From Fraudulent Financial Reporting.......................................
.06
Misstatements Arising From Misappropriation of Assets................................................
.07
The Importance of Exercising Professional Skepticism.............................................................
.08
Discussion Among Engagement Personnel Regarding the Risks of Material
Misstatement Due to Fraud..........................................................................................................09-.10
Obtaining the Information Needed to Identify the Risks of Material Misstatement
Due to Fraud................................................................................................................................... 11-.13
Identifying Risks That May Result in a Material Misstatement Due to Fraud............................ 14-.16
Assessing the Identified Risks After Taking Into Account an Evaluation of the
Entity's Programs and Controls That Address the Risks.......................................................
.17
Responding to the Results of the Misstatement......................................................................... 18-.19
Overall Responses to the Risk of Material Misstatement................................................
.20
Responses Involving the Nature, Timing, and Extent of Procedures to Be Performed
to Address the Identified Risks.................................................................................................
.21

Contents

Copyright © 2006, American Institute of Certified Public Accountants, Inc.

68

Table of Contents

9-05

Section

3003
Paragraph

3145

Fraud—continued
Responses to Further Address the Risk of Management Override of Controls................
.22
Evaluating Audit Evidence ..................................................................................................................... 23-.27
Communicating About Possible Fraud to Management, the Audit Committee,
and Others................................................................................................................................................28-.30
Documenting the Auditor's Consideration of Fraud.................................................................
.31
Using the AICPA Audit and Accounting Manual in Considering Fraud.........................................32-.34

3150

Illegal Acts............................................................................................................................................................ 01-.11
General Comments..................................................................................................................................... 01-.02
Direct and Material Effect Illegal Acts.................................................................................................. 03-.05
Other Illegal Acts.........................................................................................................................................06-.07
Engagement Planning Procedures .........................................................................................................08-.11

3155

Analytical Procedures..................................................................................................................................... 01-.22
General Comments......................................................................................................................................01-.02
Analytical Procedures ............................................................................................................................... 03-.06
Analytical Procedure Process: Four Phases......................................................................................... 07-.15
Expectation Formation (Phase I)..................................................................................................... 09-.11
Identification and Investigation (Phases II and III)...................................................................... 12-.13
Evaluation (Phase IV)......................................................................................................................... 14-.15
Engagement Planning Procedures ......................................................................................................... 16-.19
Audit Documentation Requirements.............................................................................................
.20
Analytical Procedures Audit Guide......................................................................................................... 21-.22

3165

Illustrative Planning Program ..................................................................................................................... 01-.12
A. Understanding the Assignment.............................................................................................
.01
B.
Assigning Personnel to the Engagement.............................................................................
.02
C. Independence .............................................................................................................................
.03
D. Knowledge of the Entity's Business.......................................................................................
.04
E. Assessing Auditability.............................................................................................................
.05
F.
Understanding With the Client/Engagement Letter.......................................................
.06
G. Assessing Audit Risk and Materiality...................................................................................
.07
H. Assessment of Control Risk ...................................................................................................
.08
I.
Illegal Acts....................................................................................................................................
.09
J.
Analytical Procedures.................................................................................................................
.10
K. Audit Strategies and the Audit Program.............................................................................
.11
L. Fraud Risk Factor Memory Jogger..........................................................................................
.12

3170

Audit Assignment Controls........................................................................................................................... 01-.05
Audit Time Budget—Sample A.......................................................................................................
.01
Audit Time Budget—Sample B.......................................................................................................
.02
Audit Time Analysis (Short Form)................................................................................................
.03
Audit Time Analysis (Long Form) .................................................................................................
.04
Weekly Progress Report....................................................................................................................
.05

3175

Sample Engagement Letters........................................................................................................................... 01-.08
Audit Engagement Leading to Opinion.......................................................................................
.02
Change in Circumstances From Those Contemplated in Original
Engagement Letter ........................................................................................................................
.03
Conditions Encountered Which Do Not Permit Expression of Opinion as
Anticipated in Original Engagement Letter...........................................................................
.04

AICPA Audit and Accounting Manual

Contents

3004

Table of Contents

9-05

Paragraph

Section

3175

68

Sample Engagement Letters—continued
Sample Engagement Memorandum (When No Formal Engagement Letter Is Sent) ...
Audit of Personal Financial Statements

.05

.......................................................................................

06

Audit of Not-for-Profit Financial Statements.............................................................................

.07

Audit of Not-for-Profit Financial Statements Subject to the Provisions of OMB
Circular A-133.................................................................................................................................

.08

[The next page is 3101.]

Contents

Copyright © 2005, American Institute of Certified Public Accountants, Inc.

72

3101

Planning the Engagement

9-06

AAM Section 3100
Planning the Engagement
.01 The planning phase is an important part of every engagement. During this phase, the partner and
the staff review the client's business and the industry in which the client operates, then develop an overall
strategy for the expected conduct and scope of the engagement.

.02 The need for planning is highlighted in Rule 201, General Standards (ET section 201.01), AICPA Code
of Professional Conduct, which states: "A member shall adequately plan and supervise an engagement."
.03 The first standard of fieldwork of generally accepted auditing standards states: "The work is to be
adequately planned and assistants, if any, are to be properly supervised." Statement on Auditing Standards
(SAS) No. 22, Planning and Supervision (AU section 311)/ provides authoritative interpretive guidance on
the first standard of fieldwork.

.04 Proper planning also enhances the productivity of engagement personnel and should result in a more
profitable engagement.
.05 The planning memo and the planning checklist are two commonly used planning documents. The
style and complexity of these documents will depend on engagement needs and firm preference. The same
memo or checklist may be referred to in the review process to ensure that the items highlighted in the
planning phase are given adequate attention during the engagement.
.06

The steps in audit planning are as follows:

a.

Understand the scope of services and the nature of reports expected to be rendered.

b.

Decide whether or not to accept the engagement.

c.

Assign personnel to the engagement and prepare a preliminary time budget.

d.

Assess independence of firm and audit team.

e.

Understand the entity's business and the industry in which it operates.

f.

Assess the audibility of the entity by—
1.

Gaining an adequate understanding of the internal control structure.

2.

Evaluating management integrity.

g.

Establish an agreement with the client, preferably with an engagement letter.

h.

Assess control risks.

i.

Make a preliminary judgment about materiality levels for audit purposes.

In March 2006, the AICPA's Auditing Standards Board issued SAS No. 108, Planning and Supervision, which supersedes SAS No. 22,
Planning and Supervision. SAS No. 108 is effective for audits of financial statements for periods beginning on or after December 15,2006;
earlier application is permitted.
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j.

Estimate the level of audit risk and consider its interactive components.

k.

Consider how components of audit risk relate to one another for each cycle or major account.

/.

Consider cost-effectiveness of different audit strategies.

m.

9-06

Write the audit program and finalize a time budget.

[The next page is 3121.]
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AAM Section 3105
Understanding the Assignment
.01 The auditor should (a) meet with the client to understand the type, scope, and timing of the
engagement; (b) understand if reports on compliance, internal control, or segments of the entity are required;
(c) understand the client's expectations, both stated and implied; and (d) review the expectations of both the
owners and managers. A sample checklist is located in AAM section 3165.

.02 To obtain an adequate understanding of any assignment, the auditor should be familiar with
generally accepted accounting principles (GAAP), which includes specialized AICPA industry guides as well
as Emerging Issues Task Force (EITF) consensuses. The auditor should also be familiar with generally
accepted auditing standards (GAAS), which are promulgated by the AICPA.
.03 Statement on Auditing Standards (SAS) No. 69, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles (AU section 411), as amended, sets forth the GAAP hierarchy.
Statement on Standards for Accounting and Review Services 7, Omnibus Statement on Standards for Accounting
and Review Services—1992, indicates that the GAAP hierarchy set forth in SAS No. 69 (AU section 411), as
amended, also applies to compilation and review engagements.

.04

SAS No. 69 (AU section 411), as amended:

a.

Presents three separate but parallel hierarchies—one for state and local governments, another for
nongovernmental entities, and another for federal governmental entities.

b.

Establishes a true GAAP hierarchy—each successive category in the hierarchy is a different level of
authority.

.05 The table below in paragraph .06 summarizes the pronouncements that are included in each of the
five categories of GAAP for nongovernmental entities, state and local governments, and federal governmen
tal entities. This Manual does not take into account federal governmental entities.
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.14d Implementation guides published by the
FASAB staff and practices that are widely
recognized and prevalent in the federal
government

As of the date of this Manual, the GASB had not organized such a group.

Paragraph references correspond to the paragraphs of SAS No. 69 (AU section 411) that describe the categories of the GAAP hierarchy.

as well as industry practices widely
recognized and prevalent

12d "Qs and As" published by the GASB staff,

.
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AICPA accounting interpretations, "Qs
and As" published by the FASB staff, as
well as industry practices widely recog 
nized and prevalent
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.l 0d

AICPA

mental entities and cleared by the FASAB
and Technical Releases of the Accounting
and Auditing Policy Committee of the
FASAB

.14c AICPA AcSEC Practice Bulletins if speci
fically made applicable to federal govern 

.12c Consensus positions of the GASB Emer
ging Issues Task Force+and AICPA Practice
Bulletins if specifically made applicable to

.10c Consensus positions of the FASB Emerging
Issues Task Force and AICPA Practice
Bulletins

state and local governm ents by the

.14b FASAB Technical Bulletins and the fol
low ing pronouncements if specifically
made applicable to federal governmental
entities by the AICPA and cleared by the
FASAB: AICPA Industry Audit and
Accounting Guides and AICPA Statements
of Position

dustry Audit and Accounting Guides,
and AICPA Statements of Position

.12b GASB Technical Bulletins, and the follow 
ing pronouncements if specifically made
applicable to state and local governments
by the AICPA: AICPA Industry Audit
and Accounting Guides and AICPA
Statements of Position

.10a

.10b FASB Technical Bulletins, AICPA In 

Federal Governmental Entities

.14a FASAB Statements and Interpretations
plus AICPA and FASB pronouncements
if made applicable to federal governmen 
tal entities by a FASAB Statement or Inter 
pretation

Established Accounting Principles

State and Local Governments

.12a GASB Statements and Interpretations, plus
AICPA and FASB pronouncements if made
applicable to state and local governments
by a GASB Statement or Interpretation

Nongovernmental Entities

GAAP Hierarchy Summary
*

FASB Statements and Interpretations, APB
Opinions, and AICPA Accounting Research
Bulletins

.06

3122
10-02

Copyright © 2002, American Institute of Certified Public Accountants, Inc.

Nongovernmental Entities

.13

AICPA Audit and Accounting Manual

Papers; International Accounting Stan 
dards Committee Statements; pronounce
ments of other professional associations or
regulatory agencies; AICPA Technical
Practice Aids; and accounting textbooks,
handbooks, and articles

C oncepts Statem ents; AICPA Issues

Concepts Statements; FASAB Statements,
Interpretations, Technical Bulletins, and

state and local governm ents; FASB

Other accounting literature, including
GASB Concepts Statements; pronounce
ments in categories (a) through (d) of the
hierarchy for nongovernmental entities
when not specifically made applicable to

Other Accounting Literature+

State and Local Governments

.15

and articles

Committee; pronouncements of other
professional associations or regulatory
agencies; AICPA Technical Practice Aids;
and accounting textbooks, handbooks,

International A ccounting Standards

Other accounting literature, including
FASAB Concepts Statements; pronounce
ments in categories (a) through (d) of the
hierarchy in paragraph .10 when not
specifically made applicable to federal
governmental entities; FASB Concepts
Statements; GASB Statements, Interpre
tations, Technical Bulletins, and Concepts
Statements; AICPA Issues Papers; Inter
national Accounting Standards of the

Federal Governmental Entities

Understanding the Assignment

In the absence of established accounting principles, the auditor may consider other accounting literature, depending on its relevance in the circumstances.

Other accounting literature, including FASB
Concepts Statements; AICPA Issues Papers;
International Accounting Standards Com 
mittee Statements; GASB Statements, Inter
pretations, and Technical Bulletins; FASAB
Statements, Interpretations, and Technical
Bulletins; pronouncements of other profes
sional associations or regulatory agencies;
AICPA Technical Practice Aids, and account
ing textbooks, handbooks, and articles

L
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Generally Accepted Auditing Standards
.07 An independent auditor plans, conducts and reports the results of an audit in accordance with
generally accepted auditing standards (GAAS). Auditing standards provide a measure of audit quality and
the objectives to be achieved in an audit. Auditing procedures differ from auditing standards. Auditing
procedures are acts that the auditor performs during the course of an audit to comply with auditing
standards.
.08

SAS, Generally Accepted Auditing Standards (AU section 150), provides a framework of GAAS.

.09 The general, field work, and reporting standards (the 10 standards) approved and adopted by the
membership of the AICPA, as amended by the AICPA Auditing Standards Board (ASB), are as follows:

General Standards
1. The audit is to be performed by a person or persons having adequate technical training and
proficiency as an auditor.
2. In all matters relating to the assignment, independence in mental attitude is to be maintained by the
auditor or auditors.
3. Due professional care is to be exercised in the performance of the audit and the preparation of the
report.

Standards of Fieldwork

1.

The work is to be adequately planned and assistants, if any, are to be properly supervised.

2. A sufficient understanding of internal control is to be obtained to plan the audit and to determine
the nature, timing and extent of tests to be performed.
3. Sufficient competent evidential matter is to be obtained through inspection, observation, inquiries
and confirmations to afford a reasonable basis for an opinion regarding the financial statements under
audit.

Standards of Reporting
1. The report shall state whether the financial statements are presented in accordance with generally
accepted accounting principles (GAAP).

2. The report shall identify those circumstances in which such principles have not been consistently
observed in the current period in relation to the preceding period.
3. Informative disclosure in the financial statements are to be regarded as reasonably adequate unless
otherwise stated in the report.
4. The report shall contain an expression of opinion regarding the financial statements, taken as a whole,
or an assertion to the effect that an opinion cannot be expressed. When an overall opinion cannot be
expressed, the reasons therefor should be stated. In all cases where an auditor's name is associated
with financial statements, the report should contain a clear-cut indication of the character of the
auditor's work, if any, and the degree of responsibility the auditor is taking.
.10 Rule 202, Compliance With Standards (ET section 202.01) of the AICPA Code of Professional Conduct,
requires an AICPA member who performs an audit (the auditor) to comply with standards promulgated by
the ASB. The ASB develops and issues standards in the form of SASs through a due process that includes
deliberation in meetings open to the public, public exposure of proposed SASs, and a formal vote. The SASs
are codified within the framework of the 10 standards.
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.1 1 The auditor should have sufficient knowledge of the SASs to identify those that are applicable to his
audit. The nature of the 10 standards and the SASs requires the auditor to exercise professional judgment in
applying them. Materiality and audit risk also underlie the application of the 10 standards and the SASs,
particularly those related to field work and reporting. The auditor should be prepared to justify departures
from the SASs.
.1 2 Interpretive Publications consist of auditing interpretations of the SASs, appendixes to the
SASs,1 auditing guidance included in AICPA Audit and Accounting Guides, and AICPA Auditing State
ments of Position. Interpretive publications are not auditing standards. Interpretive publications are recom
mendations on the application of the SASs in specific circumstances, including engagements for entities in
specialized industries. An interpretive publication is issued under the authority of the ASB after all ASB
members have been provided an opportunity to consider and comment on whether the proposed interpretive
publication is consistent with the SASs.

.1 3 The auditor should be aware of and consider interpretive publications applicable to his or her audit.
If the auditor does not apply the auditing guidance included in an applicable interpretive publication, the
auditor should be prepared to explain how he complied with the SAS provisions addressed by such auditing
guidance.
.1

4

Other Auditing Publications include:

• AICPA auditing publications not referred to above
• Auditing articles in the Journal of Accountancy and other professional journals
• Auditing articles in the AICPA CPA Letter
• Continuing professional education programs and other instructional materials, textbooks, guide
books, audit programs and checklists; and other auditing publications from state CPA societies, other
organizations and individuals.

Other auditing publications have no authoritative status; however, they may help the auditor understand
and apply the SASs.
.15 If an auditor applies the auditing guidance included in an other auditing publication, he should be
satisfied that, in his judgment, it is both relevant to the circumstances of the audit, and appropriate. In
determining whether an other auditing publication is appropriate, the auditor may wish to consider the
degree to which the publication is recognized as being helpful in understanding and applying the SASs and
the degree to which the issuer or author is recognized as an authority in auditing matters. Other auditing
publications published by the AICPA that have been reviewed by the AICPA Audit and Attest Standards
staff are presumed to be appropriate.

[The next page is 3141.]

1 Appendixes to the SASs referred to in paragraph 5 of SAS No. 95, Generally Accepted Auditing Standards (AU section 150.05), do not
include previously issued appendixes to original pronouncements that when adopted modified other SASs.
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AAM Section 3110

Assigning Personnel to the Engagement
General Comments
.01 Engagement planning should include procedures for assigning personnel to the engagement. The
procedures established should provide the firm with reasonable assurance that work will be performed by
persons having the degree of technical training and proficiency required in the circumstances. Generally, the
more able and experienced the personnel assigned to a particular engagement, the less need for direct
supervision.

.02 Some procedures regarding assignment of personnel to the engagement are discussed in this section.
The specific procedures adopted by a firm would not necessarily include all the procedures or be limited to
those discussed. Overall firm requirements for assigning personnel to engagements are addressed in the
Guide for Establishing and Maintaining a System of Quality Control for a CPA Firm's Accounting and Auditing
Practice at AAM section 11,200. Sample quality control forms are available at AAM section 11,300, which are
helpful in assigning personnel to engagements.

Engagement Planning Procedures
.03 A time budget for the engagement should generally be prepared to determine manpower require
ments and to schedule field work. The engagement partner should approve the time budget prior to the
beginning of field work. A time budget should have columns for budgeted time (in hours) for preliminary
and final field work. Time budget forms differ depending upon firm preference and needs. Some firms use
separate forms for the time budget report and the job progress report or analysis (see AAM section 3170.01
for "Audit Time Budget—Sample A"), whereas others combine these reports into one form (see AAM section
3170.02 for "Audit Time Budget—Sample B").

.04 Other alternatives include longer, more detailed sets of forms. These forms combine the features of
a time budget, a source document for staff scheduling, and a job progress report that compares each assigned
person's actual daily hours against the budget. Some firms use a shorter, less detailed form for jobs of less
than a predetermined number of staff hours (for example, one hundred hours; see AAM section 3170.03 for
"Audit Time Analysis—Short Form") and a longer form for jobs requiring more time (see AAM section
3170.04 for "Audit Time Analysis—Long Form"). Some firms use a weekly (or daily) progress report (see
AAM section 3170.05, for example). This report, submitted by the accountant in charge, shows the time
actually spent in relation to the estimate, the estimated additional time required, and the estimated variance
from the original estimate.
.05 When the combined time budget and progress report form (sample B) is used, it must be kept current
as the assignment progresses. This form is carried in the working papers file and is filled in daily by the
accountant in charge, for all persons applying time on the engagement. This procedure is vital to identify
and control time as it is applied so that it can be compared to the budgeted time for that phase of the
engagement.
.06 The following factors should be considered in achieving a balance of engagement manpower
requirements, personnel skills, individual development, and utilization:

a.

Engagement size and complexity
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b.

Personnel availability

c.

Special expertise
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d. Timing of the work to be performed
e.

Continuity and periodic rotation of personnel

f.

Opportunities for on-the-job training

.07 The knowledge, skill, and ability of personnel assigned significant engagement responsibilities
should be commensurate with the auditor's assessment of the level of risk for the engagement (see AAM
section 3140). Ordinarily, higher risk requires more experienced personnel or more extensive supervision by
the auditor with final responsibility for the engagement during both the planning and the conduct of the
engagement.
.08 The scheduling and staffing of the engagement should be approved by the partner with final
responsibility for the engagement so that the partner can consider the qualifications, experience, and training
of personnel to be assigned. The experience and training of the engagement personnel should be considered
in relation to the complexity or other requirements of the engagement and the extent of supervision to be
provided.

.09 It is recommended that all procedures discussed in this section be documented in the accountant's
work papers. A sample checklist documenting the procedures listed in this section is located in AAM section
3165.

[The next page is 3161.]
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AAM Section 3115
Independence
General Comments
.01 AICPA professional standards require independence, in accordance with Rule 101, Independence (ET
section 101.01), of the AICPA Code of Professional Conduct, for all attest engagements.1 Attest engagements
are those in which your firm attests—or affirms—that a client's financial or other information is reasonably
stated. Examples of attest services are—
•

Financial statement audits.

•

Financial statement reviews.

•

Other attest services as defined in the Statements on Standards for Attestation Engagements.

.02 Third parties—investors, creditors, and others—rely on your firm's attestations about a client's
financial information when making various business decisions. Therefore, attest services have value for third
parties only if an independent firm renders the services. Accordingly, AICPA professional standards require
independence when your firm provides attest services; your firm may perform attest services for a client only
when it is independent of that client. Independence is not required to perform the following services, if these
are the only services your firm provides to a client:

1. Tax preparation and advice.
2. Consulting services (such as tax consulting or personal financial planning).

.03 One other service—a compilation of a client's historical financial statements—does not require
independence. If a nonindependent firm issues a compilation report, the report must state, "I am (we are)
not independent with respect to XYZ Company."12 Therefore, if your firm provides attest services to a client,
your firm—and partners and professional employees of your firm—must comply with Rule 101, Independence
(ET section 101.01), of the AICPA Code of Professional Conduct. In addition to the AICPA independence rules
you and others in your firm may need to comply with the independence rules of other organizations.
.04 Engagement planning should include procedures to provide the firm with reasonable assurance that
persons at all organizational levels maintain independence to the extent required by the AICPA Code of
Professional Conduct and the regulations of other organizations, as applicable (for example, the Securities
and Exchange Commission, and the Department of Labor). The interpretations and rulings under rule 101
(ET section 101.01) of the AICPA rules of conduct contain examples of instances wherein a firm's inde
pendence will be considered to be impaired.

.05 As stated below, audit firms that perform audits of or perform other attest services for public
companies or other SEC registrants must comply with the independence rules of the SEC and the Public
Company Accounting Oversight Board.
.06 Other organizations that have established other independence requirements that may be applicable
to you and your firm include:
1 There are additional requirements for public companies and companies subject to other governmental oversight.

2 Statements on Standards for Accounting and Review Services No. 1, Compilation and Review of Financial Statements, paragraph 19
(AR section 100.19).
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•

State boards of Accountancy

•

State CPA Societies

•

Federal and State Agencies
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.07 Generally, the AICPA independence rules will apply to you in all situations involving an attest client.
If an additional set of rules governing an engagement also applies, you should comply with the most
restrictive rule or the most restrictive portions of each rule. The AICPA's Practice Aid, Independence
Compliance—Checklists and Tools for Complying With AICPA and GAO Independence Requirements (product no.
006627), is a valuable resource for helping practitioners observe applicable independence rules. The Practice
Aid can be obtained at www.cpa2biz.com or by calling 888-777-7077.

Maintaining Your Independence
.08 Maintaining your independence is your responsibility, not your firm's. As part of its quality control
system, the firm is required to address independence matters; however, ultimately it is up to you to follow
firm policies and the independence rules. Many firms require you to certify your independence on a regular
basis. The following are some suggestions that will help you to complete and sign that certification in good
faith.
.09 Gain an understanding of the independence rules and firm policies. As a prerequisite to establishing and
maintaining the independence of you and your firm, you must have a good, working understanding of the
basic independence rules. At a minimum, you should be aware of the circumstances in which you and your
immediate family meet the definition of a covered member and of the types of relationships you may have
with the firm's clients that could impair independence. If you have any questions about independence
matters, you should consult with someone in your firm who is knowledgeable about such matters, or you
may seek the advice of the AICPA. If your firm performs audits and other attest services for SEC registrants,
you should familiarize yourself with rules promulgated by the SEC and the Public Company Accounting
Oversight Board (PCAOB), too.

Covered Member
.10 Know when you meet the definition of a covered member. Whenever you are a covered member with
respect to a particular attest client, you become subject to the highest possible level of independence
restrictions (for example, restrictions on financial and business interests, and your family's employment).
You are a covered member with respect to a client if you are:
1. An individual on the attest engagement team;
2. An individual in a position to influence the attest engagement;

3. A partner or manager who provides more than ten hours of nonattest services to the attest client;

4. A partner in the office in which the lead attest engagement partner primarily practices in connection
with the attest engagement;
5. The firm, including the firm's employee benefit plans; or
6. An entity whose operating, financial, or accounting policies can be controlled (as defined by generally
accepted accounting principles (GAAP) for consolidation purposes) by any of the individuals or
entities described in (1) through (5) or by two or more such individuals or entities if they act together.

.1 1 However, there are two relationships that—due to their magnitude—impair independence even
when you are not considered to be a covered member.

The following rules apply to all partners and professional employees of a firm:
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No partner or professional employee may be simultaneously employed by an attest client in any
position or serve a client as a:

— Director, officer (or any management capacity), or employee
— Promoter, underwriter, or voting trustee
— Trustee of any of the client's employee benefit plans

•

No partner or professional employee may own greater than 5 percent of an attest client's outstanding
equity securities (or other ownership interests).

Family Members
.12 The investments and employment of certain family members may impair your independence. Know
which of your family members meet the definition of "immediate family" and which ones meet the definition
of "close relative."
.13 If you are a covered member with respect to a client, members of your immediate family (your
spouse—or equivalent—and your dependents) generally must follow the same rules as you. So, for example,
your spouse's investments must be investments that you could own under the rules. This would be the case
even if your spouse keeps the investments in his or her own name or with a different broker.
.14 There are two exceptions to this general rule.

1. Your immediate family member's employment with a client would not impair your firm's inde
pendence provided he or she is not in a "key position." A key position is one in which your family
member
•

Has primary responsibility for significant accounting functions that support material compo
nents of the financial statements or the preparation of the financial statements;

•

Has primary responsibility for preparing the financial statements; or

•

Is able to influence the contents of the financial statements (for example, a chief executive officer,
treasurer, or a member of the board of directors).

2. Immediate family members of certain covered members may have a financial interest in a client
through an employee benefit plan (for example, retirement or savings account) provided the plan is
offered equitably to all similar employees. The covered members whose families may have such
interests are:
•

Partners and managers who provide only nonattest services to the client; and

•

Partners who are covered members only because they practice in the same office where the client's
lead attest partner practices in connection with the engagement.

.15 Also note that immediate family of individuals on the attest engagement team or of those who can
influence the attest engagement team may not apply this exception.
.16 Your immediate family is also prohibited from owning more than 5 percent of the client's outstanding
equity securities.
.17 The close relatives of certain covered members will be subject to some employment and financial
restrictions. These covered members are:
•

Persons on the attest engagement team.

•

Persons who can influence the attest engagement.
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Other partners in the office where the client's lead partner conducts the attest engagement.

.18

Close relatives are your:

•

Nondependent children

•

Siblings

•

Parents

. 19 So, as a covered member mentioned in paragraph .17, your close relative's employment by a client
would impair independence if your relative had a key position with the client.
. 20 Rules pertaining to your close relatives' financial interests differ depending on whether you partici
pate on the client's attest engagement as follows:

• If you participate on the client's attest engagement team, your independence would be considered
to be impaired if you are aware that your close relative has a financial interest in the client that either:
— Was material to your relative's net worth, or

— Enables the relative to exercise significant influence over the client.
•

If you are able to influence the client's attest engagement or are a partner in the office in which the
lead attest engagement partner practices in connection with the engagement, your independence will
be impaired if you are aware that your close relative has a financial interest in the client that:

— Is material to your relative's net worth, and
— Enables your relative to exercise significant influence over the client.

Financial Relationships
. 21 There are various types of financial interests and some of those interests affect independence.
Although your firm is also subject to the financial interest provisions of the independence rules (firms are
included in the definition of covered member), here we focus on their application to individuals.
. 22 As a covered member with respect to a particular client, you (and your spouse and dependents) may
not have a:
•

Direct financial interest in that client, regardless of how immaterial it would be to you.

•

Material indirect financial interest in that client.

.23 In addition, if you commit to acquire a financial interest in a client with respect to which you are a
covered member, your independence would be impaired.

.24 Examples of financial interests include shares of stock; mutual fund shares; partnership units; stock
rights; options or warrants to acquire an interest in a client; or rights of participation, such as puts, calls, or
straddles.
.25 Direct financial interests—as the name implies—are ownership interests held directly in a client (for
example, you own shares of the client's stock). However, direct financial interests are also deemed to exist
when you have a financial interest in a client through a:
•

Retirement plan (for example, a 401 (k) plan).

•

Investment club.

•

Blind trust.
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.26 You also have a direct financial interest in a client when you have a financial interest in a client
through a:
•

Partnership if you are a general partner.

•

Estate if you serve as an executor and meet certain other criteria.

•

Trust if you serve as the trustee and meet certain other criteria.

. 27 Indirect financial interests arise when you have a direct financial interest in one entity, Entity A, that
itself has a direct financial interest in another entity, Entity B. In that situation, you would be considered to
have an indirect financial interest in Entity B through your interest in Entity A. In this case, if Entity B is a
client, you would be considered to have an investment in the client indirectly through your investment in
the intermediate entity, Entity A. Examples of such intermediate entities are:

•

Mutual funds (or similar entities).

•

Partnerships when you are a limited partner.

Business Relationships

.28 As a partner or professional employee of your firm, independence would be considered to be
impaired if you entered into certain business relationships with an attest client of the firm. Accordingly, you
may not serve a client as a:
•

Director, officer, employee, or act in any management capacity

•

Promoter, underwriter, or voting trustee

•

Stock transfer or escrow agent

•

General counsel (or equivalent)

•

Trustee for a client's pension or profit-sharing trust

. 29 In essence, any time you are able to make management decisions on behalf of a client or exercise
authority over a client's operations or business affairs, independence is considered impaired.

. 30 Your independence is considered impaired even if you were a volunteer board member because you
would be part of the client's governing body and therefore would be able to participate in the client's
management decisions.
.

31

1.

2.

There are two possible exceptions to this rule, as follows:

If you are an honorary director or trustee for a client that is a nonprofit charitable, civic, or religious
organization, you may serve that client and not impair your firm's independence if:
•

Your position is purely honorary.

•

You do not vote or participate in managing the organization.

•

Your position is clearly identified as honorary in any internal or external correspondence.

In addition, you are also permitted to serve on a client's advisory board provided all the following
criteria are met:

•

The advisory board's function is purely advisory.

•

The advisory board does not appear to make decisions for the client.

•

The advisory board and any decision-making boards are separate and distinct bodies.

•

Common membership between the advisory board and any decision-making groups is minimal.
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Fee Issues
.32 Two types of fee arrangements, contingent fees and commissions, are prohibited when the arrange
ment involves an attest client, even though the fee is not related to an attest service.
.33 A contingent fee is an arrangement where (1) no fee is charged unless a specified result is attained or
(2) the amount of the fee otherwise depends on the results of your firm's services. Some examples of
contingent fees are:
•

Your firm receives a "finder's fee" for helping a client locate a buyer for one of the client's assets.

• Your firm performs a consulting engagement to decrease a client's operating costs. The fee is based
on a percentage of the cost reduction that the client achieves as a result of your service.

Exceptions are:
•

Fees fixed by a court or other public authority.

• In tax matters, fees based on the results of judicial proceedings or the findings of governmental
agencies.

. 34 A commission is any compensation paid to you or your firm for (1) recommending or referring a
third party's product or service to a client or (2) recommending or referring a client's product or service to
a third party.
.

35
•

For example, you or your firm:

Refers a client to a financial planning firm that pays you a commission for the referral.

• Sells accounting software to a client and receives a percentage of the sales price (a commission) from
a software company.
• Refers a nonclient to an insurance company client, which pays you a percentage of any premiums
subsequently received (a commission) from the nonclient.

. 36 The rule provides an exception for referral fees that are related to recommending or referring the
services of a CPA. That is, you may (1) receive a fee for referring the services of a CPA to any person or entity
or (2) if you are a CPA, pay a fee to obtain a client provided you disclose such receipt or payment to the client.
Referral fees are not considered commissions under these specific circumstances.
. 37 You and your firm may not have commission or contingent fee arrangements with a client when your
firm also provides one of the following services to a client:
•

An audit of financial statements.

•

A review of financial statements.

• Compiled financial statements when a third party (for example, a bank or investor) will rely on the
financial statements and the report does not disclose a lack of independence.
•

An examination of prospective financial statements.

. 38 You and your firm may have commission and contingent fee arrangements with persons associated
with a client—such as officers, directors, and principal shareholders—or with a benefit plan that is sponsored
by a client (that is, the plan itself is not a client).3 For example, you or your firm may receive a commission
from an officer of a client without violating the AICPA rule. Even when permitted, the existence of a
commission arrangement must be disclosed to the person (or entity) to whom the commission relates.
3 Also see AICPA Ethics Ruling No. 25 under section 391 of the Code, "Commission and Contingent Fee Arrangements With Nonattest
Client" (ET section 391.049-050).
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Restricted Entities
. 39 Be familiar with the firm's restricted entities. Restricted entities are those entities for whom the firm
provides attest services. You should be aware of who these entities are. Many firms maintain a formal list or
database of these clients. If yours is one of these firms, you should know how to access the list.
. 40 Maintain the integrity of the restricted entity list. If you perform attest services, then you need to
make sure that those clients are identified as restricted entities of the firm. Certain entities that are related to
your clients (for example, subsidiaries) also will be considered restricted entities, even if they are not clients
of the firm.

. 41 Consult the restricted entities list regularly. Get into the habit of referring to the firm's restricted entity
list whenever you are considering changes in circumstances that could affect your independence. For
example, you should consult the restricted entity list prior to—
•

Making an investment or acquiring a financial interest in an entity

•

Entering into a business relationship

•

Obtaining a loan

•

Having an immediate family member change employers or assume new responsibilities at an existing
job

Nonattest Services
. 42 Be aware of the rules relating to the performance of nonattest services. If you provide nonattest
services to restricted entities, you should be familiar with Ethics Interpretation No. 101-3 (ET section 101.05)
regarding the performance of nonattest services. You should be aware of the services that are permitted and
prohibited under the ruling, as well as your responsibilities for establishing an understanding of the
engagement with your client and documenting various aspects of the engagement. If your clients are SEC
registrants, you should be aware of the more restrictive SEC rules in this area. Certain other regulators (for
example, the Government Accounting Office or GAO) may have more restrictive rules concerning nonattest
services, which should be reviewed depending upon the circumstances of the engagement.
. 43 The term, nonattest services, includes accounting and consulting services that are not part of an attest
engagement.4 Nonattest services specifically addressed in the rules are:
•

Bookkeeping services

•

Payroll and other disbursement services

•

Internal audit assistance

•

Benefit plan administration

•

Investment advisory or management services

•

Corporate finance consulting or advisory

•

Appraisal, valuation, or actuarial services

•

Executive or employee search services

•

Business risk consulting

•

Information systems design, installation, or integration

4 Defined in the Code of Professional Conduct, an attest engagement is one that requires independence under AICPA Professional
Standards, e.g., audits and reviews of financial statements or agreed-upon procedures performed under the attestation standards.
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.44 Revised AICPA rules clarify the general requirements for performing nonattest services, adding a
new pre-engagement documentation requirement. In addition, more restrictive rules will apply to certain
services such as financial information system design and implementation and appraisal, valuation, and
actuarial services.
.45 Ethics Interpretation No. 101-3 states that a member who performs attest services (audits, examina
tions, reviews, compilations, and agreed-upon procedures services) should not perform management
functions or make management decisions for an attest client. (However, the member may provide advice,
research materials, and recommendations to assist the client's management in performing its functions and
making decisions.) If a member is engaged to perform nonattest services, the client must agree to perform
the following functions in connection with the engagement:
•

Make all management decisions and perform all management functions;

•

Designate a competent employee, preferably within senior management, to oversee the services;

•

Evaluate the adequacy and results of the services performed;

•

Accept responsibility for the results of the services; and

•

Establish and maintain internal controls, including monitoring ongoing activities.

.46 The member should be satisfied that the client will be able to meet all of these criteria and to make
an informed judgment on the results of the member's nonattest services. Assessing the competency of the
client's designated employee is a matter or professional judgment. The member should be satisfied that that
employee understands the services to be performed sufficiently to oversee them. In cases where the client is
unable or unwilling to assume these responsibilities (for example, the client does not have an individual with
the necessary competence to oversee the nonattest services provided, or is unwilling to perform such
functions due to lack of time or desire), the member's provision of nonattest services would impair
independence.

.47 Before performing nonattest services, the member should establish and document in writing his or
her understanding with the client (board of directors, audit committee, or management, as appropriate in
the circumstances) regarding the following:

a. Objectives of the engagement
b. Services to be performed

c.

Client's acceptance of its responsibilities

d. Member's responsibilities

e.

Any limitations of the engagement

The documentation requirement does not apply to certain routine activities performed by the member such
as providing advice and responding to the client's technical questions as part of the normal client-member
relationship. The understanding might be documented in a separate engagement letter, in the workpapers,
or in an internal memo, or it might be included in an engagement letter obtained in conjunction with an attest
engagement.
.48 One of the key principles underlying the AICPA rules on nonattest services is: You may not serve—or
even appear to serve—as a member of a client's management. For example, you may not:
•

Make operational or financial decisions for the client.

•

Perform management functions for the client.
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• Supervise client employees in the performance of their normal recurring activities.
• Determine which recommendations of the member should be implemented.

• Report to the board of directors on behalf of management.

49

.

In addition, the following are examples of the types of activities that impair independence:

•

Authorizing, executing or consummating a transaction, or otherwise exercising authority on behalf
of a client or having the authority to do so

•

Preparing source documents, in electronic or other form, evidencing the occurrence of a transaction

•

Having custody of client assets

•

Serving as a client's stock transfer or escrow agent, registrar, general counsel or its equivalent

•

Designing a client's financial information system

•

Performing a valuation of a client's business

.50 Another new addition to the AICPA rules is an explicit requirement that a member comply with
more restrictive independence provisions, if applicable, of certain regulators such as state boards of account
ancy, the SEC, and the GAO.

.51 Report any apparent violations. If you become aware of any apparent violations of the independence
rules, you should report these immediately to the person in your firm responsible for independence matters.
.52 The procedures employed at the engagement level should be designed to ascertain whether the firm
and its partners and employees have complied with all applicable independence rules. Overall firm
requirements for independence are addressed in AICPA's Statement on Quality Control Standards (SQCS)
No. 2, System of Quality Control for a CPA Firm's Accounting and Auditing Practice,
*
paragraphs 7-10, as
amended by SQCS No. 4, System of Quality Control for a CPA Firm's Accounting and Auditing Practice (QC
section 20.07-.10).

Independence Quality Controls
.53

The AICPA SQCSs include the following requirement.
Policies and procedures should be established to provide the firm with reasonable assurance
that personnel maintain independence (in fact and in appearance) in all required circum
stances. (QC section 20.13)

The professional standards do not describe how a firm should establish compliance with these requirements.
However, in regards to independence matters, a CPA firm should consider the following.

.54 Establish "plain English" independence policies and procedures. Written policies and procedures are an
important first step toward ensuring compliance with the independence rules. These policies should be
written in a manner that is easy to read and understand.
SQCS No. 6, Amendment to Statement on Quality Control Standards No. 2, System of Quality Control for a CPA Firm's Accounting and
Auditing Practice, amends SQCS No. 2 (QC section 20), to clarify that deficiencies in individual audit, attest, review, and compilation
engagements do not, in and of themselves, indicate that the firm's system of quality control is insufficient to provide it with reasonable
assurance that its personnel comply with applicable professional standards.
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.55 Designate a partner-in-charge. There are two reasons why a firm might wish to designate a partnerin-charge of independence matters. First, firm members who have questions about independence matters
need to have someone to turn to for answers. It helps if they know there is one person in charge. Additionally,
the independence rules are complicated and subject to change. A firm is more likely to have a good
understanding of the independence rules when one person is specifically assigned the responsibility.
.56 Communication and training. The firm's independence policies and procedures must be communi
cated throughout the firm. Periodic training on these matters will help ensure understanding and compliance.
.57 Maintain a list of restricted entities. Firm personnel must be independent with respect to the firm's
restricted entities. It is important for the firm to maintain a database or list of all clients (and certain related
entities) for whom the firm performs services requiring independence. Policies and procedures should exist
for keeping the list current.

.58 Obtain written representations from firm personnel. Many firms require their personnel to execute and
return to the firm an independence representation in which the firm member affirms that he or she is independent
with respect to the firm's restricted entities. Typically, these representations are completed annually.
.59 Resolution of apparent independence violations. The firm should have procedures for resolving apparent
independence violations that are reported by firm personnel.

Additional Guidance
.60

It is recommended that all procedures discussed in this section be documented in the auditor's work

papers.
.61 For additional guidance practitioners should refer to the AICPA Independence and Ethics Alert 2005/06
[AAM section 8240]. This annual Alert informs you of recent developments in the area of independence and
ethics for accountants. Moreover, the Alert helps you understand your independence requirements under
the AICPA Code and, if applicable, certain other rule-making and standard-setting bodies. Also, the Alert
contains the AICPA Plain English Guide to Independence which discusses the independence rules of the
principal standard-setting bodies in plain, straight-forward English so you can understand and apply them
with greater confidence and ease. Call 888-777-7077 or visit www.cpa2biz.com to obtain the Alert.

[The next page is 3181.]
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AAM Section 3120
Knowledge of the Entity’s Business
. 01 The accountant should obtain a level of knowledge of the entity's business that will enable the
accountant to plan and perform the audit in accordance with generally accepted auditing standards. That
level of knowledge should enable the accountant to obtain an understanding of the events, that may have a
significant effect on the financial statements. The level of knowledge customarily possessed by management
relating to managing the entity's business is substantially greater than that which is obtained by the
accountant in performing the audit. Knowledge of the entity's business helps the accountant in—

a.

Identifying areas that may need special consideration.

b. Assessing conditions under which accounting data and corroborating evidential matter are pro
duced, processed, reviewed, and accumulated within the operation.

c.

Evaluating the reasonableness of estimates, such as valuation of inventories, depreciation, allowances
for doubtful accounts, and percentage-of-completion of long-term contracts.

d.

Evaluating the reasonableness of management representations.

e.

Making judgments about the appropriateness of the accounting principles applied and the adequacy
of disclosures.1

f.

Identifying information that should be considered in identifying risks of material misstatement due
to fraud.

Engagement Planning Procedures
.0 2 The accountant should obtain a knowledge of matters that relate to the nature of the entity's business,
its organization, and its operating characteristics. Such matters include, for example, the type of business,
types of products and services, capital structure, related parties, locations and production, distribution, and
compensation methods. The accountant should also consider matters affecting the industry in which the
entity operates—such as economic conditions, government regulations, and changes in technology—as they
relate to his or her audit. Other matters, such as accounting practices common to the industry, competitive
conditions, and, if available, financial trends and ratios, should also be considered by the accountant.
.0 3 Knowledge of an entity's business is obtained through performing analytical procedures, prior
experience with the entity or its industry, and inquiry of the entity's personnel. Working papers from prior
years may contain useful information about the nature of the business, organizational structure, operating
characteristics, and transactions that may require special consideration. Other sources an accountant may
consult include AICPA audit and accounting guides, industry publications, financial statements of other
entities in the industry, textbooks, periodicals, and individuals knowledgeable about the industry.
.0 4 The accountant should give thought to whether specialized skills are needed to consider the effect
of computer processing on the audit, to understand the nature of controls or to design and perform audit
procedures. If specialized skills are needed, the accountant should seek assistance from a professional who
may be or may not be on the accountant's staff. If the use of such a professional is planned, the accountant
should have sufficient computer-related knowledge to communicate the objectives of the other professional's
work, to evaluate whether the specified procedures will meet the accountant's objectives, and to evaluate1
1 See SAS No. 69, The Meaning of Present Fairly in Conformity With Generally Accepted Accounting Principles, paragraphs 4 and 6
(AU section 411.04 and .06).
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the results of the procedures applied as they relate to the nature, timing, and extent of other planned audit
procedures. The accountant's responsibilities for using such a professional are equivalent to those for using
assistants.2
.0 5 The accountant should consider the methods the entity uses to process information in planning the
audit because such methods influence the design of the accounting system and the nature of control
procedures. Because of the growth in the use of computers and other information technology, many entities
process significant information electronically. In those circumstances, the nature, timing, and extent of audit
procedures will be affected in various ways depending upon a number of factors that the auditor should
consider, including:

a.

The extent to which computers and other information technology are used in every significant
accounting application.

b. Whether or not the application generates a financial statement line item or provides a basis for an
accounting estimate.
c.

The significance of the financial statement line item(s) affected by the client's use of technology.

d. The controls placed over the application or system.

e.

The effectiveness of the design and operation of those controls.3

f.

The complexity of the entity's information technology operations, including the use of an outside
service center.4

g. The organizational structure of the information technology activities.
2 Since the use of a specialist who is effectively functioning as a member of the audit team is not covered by SAS No. 73, Using the
Work of a Specialist (AU section 336), a computer audit specialist requires the same supervision and review as any assistant.
3 Paragraph 14 of SAS No. 31, Evidential Matter, as amended by SAS No. 80, Amendment to Statement on Auditing Standards No. 31,
Evidential Matter (AU section 326.14), states that in entities where significant information is transmitted, processed, maintained, or
accessed electronically, the auditor may determine that it is not practical or possible to reduce detection risk to an acceptable level by
performing only substantive tests for one or more financial statement assertions. In such circumstances, the auditor should perform
tests of controls to gather evidential matter to use in assessing control risk, or consider the effect on his report. Paragraph 4 of SAS No.
55, Consideration of Internal Control in a Financial Statement Audit, as amended by SAS No. 78, Consideration of Internal Control in a
Financial Statement Audit: An Amendment to SAS No. 55, and SAS No. 94, The Effect of Information Technology on the Auditor's Consideration
of Internal Control in a Financial Statement Audit (AU section 319.04), states that when evidence of an entry's initiation, recording, or
processing of financial data exists only in electronic form, the auditor's ability to obtain the desired assurance only from substantive
tests would significantly diminish.
In March 2006, the AICPA's Auditing Standards Board issued eight SASs that provide extensive guidance concerning the auditor's
assessment of the risks of material misstatement in a financial statement audit, and the design and performance of audit procedures
whose nature, timing, and extent are responsive to the assessed risks. Additionally, the SASs establish standards and provide guidance
on planning and supervision, the nature of audit evidence, and evaluating whether the audit evidence obtained affords a reasonable
basis for an opinion regarding the financial statements under audit. Among the eight SASs issued were SAS No. 106, Audit Evidence,
which supersedes SAS No. 31, and SAS No. 109, Understanding the Entity and Its Environment and Assessing the Risks of Material
Misstatement, which supersedes SAS No. 55. The eight SASs are effective for audits of financial statements for periods beginning on or
after December 15, 2006; earlier application is permitted.
According to SAS No. 106, when the substantive procedures alone do not provide sufficient appropriate audit evidence, the
auditor should perform tests of controls to obtain audit evidence about their operating effectiveness. Furthermore, SAS No. 109 states
that in circumstances where a significant amount of an entity's information is initiated, authorized, recorded, processed, or reported
electronically, the auditor may determine that it is not possible to design effective substantive procedures that by themselves would
provide sufficient appropriate audit evidence. In such cases, audit evidence may be available only in electronic form, and its
appropriateness and sufficiency usually depend on the effectiveness of controls over its accuracy and completeness. The potential for
improper initiation or alteration of information to occur and not be detected may be greater if information is initiated, authorized,
recorded, processed, or reported only in electronic form and appropriate controls are not operating effectively.
4 See SAS No. 70, Service Organizations, as amended by SAS No. 88, Service Organizations and Reporting on Consistency (AU section
324), and the related AICPA Audit Guide, Service Organizations: Applying SAS No. 70, for guidance concerning the use of a service center
for computer processing of significant accounting applications.
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h. The availability of and access to evidence. Certain electronic evidence may exist at a certain point in
time. However, such evidence may not be retrievable after a specified period of time if files are
changed and if backup files do not exist.

i.

The use of computer-assisted audit techniques to increase the efficiency of performing audit proce
dures. Using computer-assisted audit techniques may also provide the accountant with an opportu
nity to apply certain procedures to an entire population of accounts or transactions. In addition, in
some accounting systems, it may be difficult or impossible for the auditor to analyze certain data or
test specific control procedures without computer assistance.
Practice Tip

The AICPA's Auditing Practice Release entitled, Auditing With Computers, provides practical and helpful
guidance in using technology to your advantage during an audit. Call the AICPA at 1 (888) 777-7077 and
ask for product number 021057.
In addition, certain information generated by the computer for management's internal purposes may be
useful in performing substantive tests (particularly analytical procedures).5
6
.0
It is recommended that all procedures discussed in this section be documented in the accountant's
work papers. An illustrative planning program for documenting the procedures listed in this section is
located in AAM section 3165.

[The next page is 3201.]

SAS No. 56, Analytical Procedures (AU section 329), describes the usefulness of and guidance pertaining to such procedures.
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AAM Section 3125
Consideration of Internal Control
Introduction
.01 Internal control is broadly defined as a process designed to provide reasonable assurance regarding
the achievement of objectives in the following categories: (a) reliability of financial reporting, (b) effectiveness
and efficiency of operations, and (c) compliance with applicable laws and regulations. Internal control is
accomplished by an entity's board of directors, management, and other personnel.
.02

The above definition reflects certain fundamental concepts:

•

A process. Internal control is a process. It is not one event or circumstance, but a series of actions that
permeate an entity's activities. These actions are pervasive, and are inherent in the way management
runs the business.

•

People. Internal control is effected by people. It is not accomplished by policy manuals and forms,
but the people of an organization, what they do and say. People must know their responsibilities and
limits of authority.

•

Reasonable assurance. Internal control, no matter how well designed and operated, can provide only
reasonable assurance to management and the board of directors regarding achievement of an entity's
objectives.

•

Achievement of objectives. Internal control is geared to the achievement of entity objectives. The
definition of these objectives provides auditors with a useful framework for understanding and
analyzing internal controls.

.03 Auditors are required to consider their client's internal control during the planning phase of every
audit. SAS No. 55, Consideration of Internal Control in a Financial Statement Audit, as amended by SAS No. 78,
Consideration of Internal Control in a Financial Statement Audit: An Amendment to SAS No. 55, and SAS No. 94,
The Effect of Information Technology on the Auditor's Consideration of Internal Control in a Financial Statement Audit
(AU section 319), states the following:

A sufficient understanding of internal control is to be obtained to plan the audit and to
determine the nature, timing, and extent of tests to be performed.
.04

As a practical matter, the above requirement raises the following questions.

•

What constitutes a "sufficient understanding"? That is, what should an auditor know about the
client's internal control?

•

How should an auditor obtain this understanding?

•

Once an auditor understands the client's internal control, how is that information used to plan the audit?

In March 2006, the AICPA's Auditing Standards Board issued eight SASs related to risk assessment. Of those eight SASs, SAS No.
109, Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement, supersedes SAS No. 55, Consideration of
Internal Control in a Financial Statement Audit. Also, of the eight new SASs, SAS No. 107, Audit Risk and Materiality in Conducting an Audit,
effectively eliminates the ability of the auditor to assess control risk "at the maximum" without having a basis for that assessment. In
other words, you can no longer "default" to maximum control risk. It is anticipated that to implement the SASs appropriately, many
firms will have to make significant revisions to their audit methodologies and train their personnel accordingly. The SASs are effective
for audits of financial statements for periods beginning on or after December 15, 2006; earlier application is permitted.
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.05 This section provides answers to each of the above three questions.

What Auditors Should Understand About Internal Control
.06 A "sufficient" understanding of internal control means:
•

An auditor should perform procedures to understand the design of controls (whether manual or
automated) and determine whether they have been placed in operation.

•

This understanding is generally limited to controls that pertain to the entity's objective of preparing
reliable financial statements for external purposes.

•

That one objective can be broken into five components, and an auditor should obtain an under
standing of each of the five components.

. 07 Whether a control has been "placed in operation" at a point in time is different from its "operating
effectiveness" over a period of time. In obtaining knowledge about whether controls have been placed in
operation, the auditor determines that the entity is using them. Operating effectiveness, on the other hand,
is concerned with how the control (whether manual or automated) was applied, the consistency with which
it was applied, and by whom it was applied. The auditor determines whether controls have been placed in
operation as part of the understanding of internal control necessary to plan the audit. The auditor evaluates
the operating effectiveness of controls as part of assessing control risk. Understanding internal control and
assessing control risk may be performed concurrently in an audit, and some procedures performed to obtain
the understanding may provide evidential matter about the operating effectiveness of controls relevant to
certain assertions.

. 08 The Jones family owns and operates several neighborhood grocery stores in Anytown. On a monthly basis, the
controller of Jones Grocery performs bank reconciliations for all the bank accounts. For planning purposes, the auditor
of Jones Grocery needs to understand whether the controller performs the reconciliations. Not testing, but identifying
controls are a key part of audit planning.
. 09 SAS No. 55 (AU section 319), as amended, provides a framework to help auditors obtain their
understanding of internal control. That framework is built on two basic concepts: objectives and components.
. 10 Internal control is a process designed to provide reasonable assurance regarding the achievement of
entity objectives. Entities generally have the following three objectives:
•

Financial reporting. This objective relates to the preparation of reliable published financial statements.

•

Operations. This objective relates to effective and efficient use of the entity's resources.

•

Compliance. This objective relates to the entity's compliance with applicable laws and regulations.

. 11 The bank reconciliation performed by the Jones Grocery controller is an example of a control that relates
primarily to the financial reporting objective. Jones also has an inventory tracking and management system that allows
each store manager to track inventory levels and order new items before they stock-out. This control activity is part of
the operations objective. Each store also has a small deli that prepares sandwiches and hot entrees. These food
preparation activities must comply with state health laws and regulations, and Jones has policies in place to help ensure
that those laws and regulations are met. Those policies are directed at the entity's compliance objective.
. 12 Generally, relevant controls for an audit relate to the financial reporting objective. Controls relating
to operations and compliance objectives that are not relevant to an effective audit need not be considered.

. 13 The controls having to do with the ordering of inventory or compliance with state health laws and regulations
are important to Jones Grocery, but ordinarily will not relate to the audit of the company's financial statement. The
auditor of Jones may wish to inquire and document these controls for client service or other purposes, but since these
controls are not relevant to the audit, he or she is not required to do so.
. 14 However, if controls relating to operations and compliance objectives pertain to information the
auditor evaluates or uses in applying auditing procedures, then they may be relevant to the audit.
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. 15 For example, the financial reporting system may produce a sales report by inventory stock number
for each sales region. If the auditor decided to use information from this report when auditing the proper
valuation of inventory, he or she should consider obtaining an understanding of the following:

•

Which transactions or classes of transactions are included in the report.

•

How significant accounting information about those transactions are entered into and flow through
the financial reporting system.

•

The files that are processed.

•

The nature of processing involved in producing the report.

Controls pertaining to detecting noncompliance with laws and regulations that may have a direct
and material effect on the financial statements, such as controls over compliance with income tax laws and
regulations used to determine the income tax provision, may be relevant to an audit.
.16

.17 Controls designed to prevent or detect misappropriations of assets may include controls relating to
financial reporting and operations objectives. For example, use of a lockbox system for collecting cash or
access controls, such as passwords that limit access to the data and programs that process cash disbursements
may be relevant to a financial statement audit. Conversely, controls to prevent the excess use of materials in
production generally are not relevant to a financial statement audit. An auditor's responsibility to understand
internal control is generally limited to those controls relevant to the reliability of financial reporting.

.18

An objective is what an entity strives to achieve. But what is needed to achieve that objective?

.19 SAS No. 55 (AU section 319), as amended, provides a framework that separates each financial
reporting objective into five components. These components represent what is needed to achieve the entity's
objectives. The components of internal control are briefly described as follows:

•

Control environment. The core of any business is its people—their individual attributes, including
integrity, ethical values, and competence—and the environment in which they operate. They are the
engine that drives the entity and the foundation on which everything rests.

•

Risk assessment. The entity must be aware of and deal with the risks it faces. It must set objectives,
integrated with the sales, production, marketing, financial, and other activities so that the organiza
tion is operating in concert. It also must establish mechanisms to identify, analyze, and manage the
related risks.

•

Control activities. Control policies and procedures must be established and executed to help ensure
the actions identified by management as necessary to address risks to achievement of the entity's
objectives are effectively carried out.

•

Information and communication. Surrounding the control activities are information and communica
tion systems, including the financial reporting information system. These systems support the ability
of the entity's people to identify, capture, and exchange the information needed to conduct, manage,
and control its operations.

•

Monitoring. The entire process must be monitored, and modifications made as necessary. In this
way, the system can react dynamically, changing as conditions warrant.

.20 Some control components, for example the control environment, will have a pervasive effect on the
entity's activities. Other components, for example control activities, will be directed primarily toward the
achievement of one or more of the three objectives described in AAM section 3125.10. Auditors are generally
interested only in those components of internal control that have a pervasive effect on the entity and those
that are directly related to the reliability of financial reporting.
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.21 This internal control framework, the relationship between an entity's objectives and internal control
components, is discussed in more detail in AAM section 4200.

.22 The internal control framework described here and in AAM section 4200 is only a means to help
auditors consider the impact of an entity's internal control in an audit. An auditor's primary concern is not
the classification of a specific control into any particular component and related objective. Rather, an auditor's
primary concern is whether a specific control affects financial statement assertions. Controls relevant to the
audit are those that individually or in combination with others are likely to prevent or detect material
misstatements in financial statement assertions. Such controls may exist in any of the five components.
.23 Andrea Auditor audits Jones Grocery. As on all audits, she is required to obtain an understanding of internal
control sufficient to plan the audit. To achieve this, she organizes her inquiries and other procedures to understand each
of the five components of internal control that relate to the financial reporting objective. As a result of performing her
procedures, she discovers the client's bank reconciliation procedures. Should a bank reconciliation be considered a
"control procedure"? What about the fact that someone follows up and investigates old or unusual reconciling items.
Is that considered a "monitoring" activity?
.24 The issue of how to classify a particular control is irrelevant for Andrea's purposes. As an auditor, her primary
consideration is to understand how the bank reconciliations, whether individually or in combination with other controls,
affect financial statement assertions relating to cash.

How an Auditor Obtains an Understanding of Internal Control
.25 An auditor often obtains a sufficient understanding of internal control through previous experience
with the entity and the following:
•

Inquiries of appropriate management, supervisory, and staff personnel.

•

Inspection of entity documents and records.

•

Observation of entity activities and operations.

.26 Auditors should consider the types of misstatements that occurred in prior audits (e.g., whether they
were associated with accounting estimates, whether they were routine errors that resulted from a lack of
control consciousness, or whether they resulted from lack of sufficient personnel). This knowledge of prior
misstatements can help an auditor focus his or her inquiries on those areas and whether changes have been
made to internal control to prevent those misstatements in the future.
.27 In a continuing audit, the auditor may already have significant experience with and documentation
of internal control. In these situations, this knowledge from previous audits allows the auditor to focus on
system changes.

.28 Jones Grocery purchased a commercially available software package for independent grocers. During 20X1,
Jones installed the general ledger system and the cash receipts /disbursements and accounts payable modules. As part of
performing her 20X1 audit, Andrea Auditor obtained an understanding of the software package and the modules that
were installed. For her 20X2 audit, Andrea should focus on changes made to the system since 20X1. For example, she
might inquire about the installation of other modules (such as inventory) or updated versions of the software package.

.29 Some controls are documented in policy and procedure manuals, flowcharts, source documents,
journals, and ledgers. In these cases, inspection of the documentation and inquiries of entity personnel may
provide a sufficient understanding to plan the audit.
.30 When Jones Grocery receives a bill, it is input directly into the accounts payable module of their software
package. The computer generates an accounts payable aging and a cash requirements report that indicates when each
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bill should be paid. The accounts payable module interfaces with the general ledger system to automatically post and
update the appropriate general ledger account whenever bills are received or paid. To obtain her understanding of the
accounts payable system, Andrea performed a "walk-through." She made inquiries of Jones personnel and obtained
copies of bills and the reports generated by the computer. She "walked through" the example bills to see how they were
included in the computer reports and how totals from those reports were posted to the general ledger. She also made
inquiries related to the completeness assertion, that is, how does Jones ensure that all bills are entered into the system?
Andrea observed the Jones employee performing those control procedures.
.31 Documentation may not be available for some controls. For example, the understanding of certain
aspects of the control environment, such as management integrity, may be obtained through previous
experience updated by inquiries of management and observation of their actions. Although documentation
may not be available, the auditor is still responsible for documenting his or her understanding of the
components of internal control.

.32 In making a judgment about the understanding of internal control necessary to plan the audit, the
auditor considers the knowledge obtained from other sources about the types of misstatement that could
occur, the risk that such misstatements may occur, and the factors that influence the design of tests of controls,
when applicable, and substantive tests. Other sources of such knowledge include information from previous
audits and the auditor's understanding of the industry and market in which the entity operates. The auditor
also considers his or her assessment of inherent risk, judgments about materiality, and the complexity and
sophistication of the entity's operations and systems, including the extent to which the entity relies on manual
controls or on automated controls.
.33 In making a judgment about the understanding of internal control necessary to plan the audit, the
auditor also considers IT risks that could result in misstatements. For example, if an entity uses IT to perform
complex calculations, the entity receives the benefit of having the calculations consistently performed.
However, the use of IT also presents risks, such as the risk that improperly authorized, incorrectly defined,
or improperly implemented changes to the system or programs performing the calculations, or to related
program tables or master files, could result in consistently performing those calculations inaccurately. As an
entity's operations and systems become more complex and sophisticated, it becomes more likely that the
auditor would need to increase his or her understanding of the internal control components to obtain the
understanding necessary to design tests of controls, when applicable, and substantive tests.
.34 The auditor should consider whether specialized skills are needed for the auditor to determine the
effect of IT on the audit, to understand the IT controls, or to design and perform tests of IT controls or
substantive tests. A professional possessing IT skills may be either on the auditor's staff or an outside
professional. In determining whether such a professional is needed on the audit team, the auditor considers
factors such as the following:

•

The complexity of the entity's systems and IT controls and the manner in which they are used in
conducting the entity's business

•

The significance of changes made to existing systems, or the implementation of new systems

•

The extent to which data is shared among systems

•

The extent of the entity's participation in electronic commerce

•

The entity's use of emerging technologies

•

The significance of audit evidence that is available only in electronic form

.35 Procedures that the auditor may assign to a professional possessing IT skills include inquiring
of an entity's IT personnel how data and transactions are initiated, recorded, processed, and reported and
how IT controls are designed; inspecting systems documentation; observing the operation of IT controls; and
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planning and performing tests of IT controls. If the use of a professional possessing IT skills is planned, the
auditor should have sufficient IT-related knowledge to communicate the audit objectives to the professional,
to evaluate whether the specified procedures will meet the auditor's objectives, and to evaluate the results
of the procedures as they relate to the nature, timing, and extent of other planned audit procedures.
.36 The auditor's assessment of inherent risk and judgments about materiality for various account
balances and transaction classes also affect the nature, timing, and extent of the procedure performed to
obtain the understanding. For example, the auditor may conclude that planning the audit of the prepaid
insurance account does not require specific procedures to obtain an understanding of internal control.
.37 AAM sections 4300 and 4400 contain a series of forms and questionnaires to help auditors perform
the procedures to obtain an understanding of internal control.

Documenting the Understanding
.38 The auditor should document the understanding of the entity's internal control components obtained
to plan the audit. The form and extent of this documentation is influenced by the nature and complexity of
the entity's controls. For example, documentation of the understanding of internal control of a complex
information system in which a large volume of transactions are electronically initiated, recorded, processed,
or reported may include flowcharts, questionnaires, or decision tables. For an information system making
limited or no use of IT or for which few transactions are processed (for example, long-term debt), documen
tation in the form of a memorandum may be sufficient. Generally, the more complex the entity's internal
control and the more extensive the procedures performed by the auditor, the more extensive the auditor's
documentation should be.

Using Internal Control Information to Plan the Audit
.39 Effective audit planning requires the auditor to know what can go wrong in the financial statements.
That is, the auditor should identify the types of material misstatements that could occur and assess the risk
that they will occur. Understanding the design of internal control and determining whether it has been placed
in operation provides important information about the types and risks of potential material misstatement
that could occur in financial statements. The understanding often will affect the auditor's consideration of
the significance of fraud risk factors. In addition, when considering the significance of fraud risk factors (see
AAM section 3145), the auditor may wish to assess whether there are specific controls that mitigate the risk
or whether specific control deficiencies may exacerbate the risk.
.40 The controller of Jones Grocery performs monthly bank reconciliations, but suppose the controller is not required
to follow up on old or unusual reconciling items and that the reconciliation itself is not subject to supervisory review.
This is a flaw in the design of internal controls which affects the risk of misstatements occurring in the cash accounts
going undetected and increases the risk that a misstatement may not be identified timely.
.41 Knowledge of internal control is also a primary source of information about the specific processes,
methods, records, and reports used in preparing the entity's financial statements. The auditor uses this
information to design substantive audit tests.

.42 In obtaining an understanding of internal control at Jones Grocery, Andrea Auditor determines that the
accounting system generates an accounts payable trial balance of all unpaid invoices. This information is useful for
Andrea to plan her search for unrecorded liabilities—that is, post-balance sheet disbursements and unpaid invoices will
be traced to that report to determine if they have been properly accrued at year end.
.43 The auditor uses the understanding of internal control to plan an audit strategy for the assertions
embodied in the account balance, transaction class, and disclosure components of the financial statements.
There are generally two types of audit strategies:
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•

A substantive approach (however, see paragraph .44 below), where control risk is assessed at or
slightly below the maximum level1, or

•

An approach where control risk is assessed below the maximum level.

.44 To use a substantive approach, the auditor needs to be satisfied that performing only substantive
tests would be effective in restricting detection risk to an acceptable level. When a significant amount of
information supporting one or more financial statement assertions is electronically initiated, recorded,
processed, or reported, the auditor may determine that it is not possible to assess control risk at the
maximum and design effective substantive tests that by themselves would provide sufficient evidence
that the assertions are not materially misstated. For such assertions, significant audit evidence may be
available only in electronic form and its competence and sufficiency as evidential matter usually depend
on the effectiveness of controls over its accuracy and completeness. Also, the potential for improper
initiation or alteration of information to occur and not be detected may be greater if information is
initiated, recorded, processed, or reported only in electronic form and appropriate controls are not
operating effectively. For example, a purchase order transmitted electronically from a customer derives
its credibility primarily from the controls within the electronic environment. A fraudulent or altered
electronic purchase order exhibits no apparent difference, compared to a valid purchase order, when
extracted from the electronic environment of the entity. Without testing the internal control surrounding
the electronic evidence, a lack of credibility may not be recognized by the auditor. In such circumstances,
the auditor should perform tests of controls surrounding the electronic environment to gather evidential
matter to use in assessing control risk, or consider the effect on the auditor's report.

Practice Tip
The AICPA has published a practice aid entitled, The Information Technology Age: Evidential Matter in the
Electronic Environment (product number 021068). This publication provides valuable help for practitioners
auditing in environments where electronic evidence is significant, by addressing the various issues concern
ing electronic evidence. Call 1 (888) 777-7077 for more information.

.45 When control risk is assessed as below the maximum and it has been determined that reliance on the
controls is possible, auditors can modify the nature, timing, and extent of substantive procedures, for
example, sample sizes may be reduced or substantive testwork can be performed in advance of the balance
sheet date.
.46 The choice of an audit strategy is done at the assertion level and is not a global strategy for the entire
audit. For some assertions, the auditor may choose a primarily substantive approach (however, see para
graph .40 above), and for other assertions, the auditor may plan to assess control risk below the maximum.

.47 Andrea Auditor has been the auditor of Jones Grocery for several years. During that time she has helped Jones
design and implement the procedures used for the annual inventory count. The count itself is performed by an outside
inventory count company that specializes in taking inventory at grocery stores. The outside company is supervised by
Jones Grocery employees. Based on this knowledge of the internal controls for the physical inventory count, Andrea
plans to assess internal control risk below the maximum for the existence assertion related to inventory.
.48 In the above example, the audit strategy was determined at the assertion level. The physical count
of inventory is a control directly related to the existence assertion. It has little relevance to the valuation
assertion and no relevance to the completeness assertion. Thus, the auditor is able to modify tests related to
the existence assertion, for example, reducing the number of test counts or stores where inventory is
observed. Substantive audit procedures related to other assertions (for example, proper pricing) should not
be modified.
1 The term maximum level means the greatest probability that a material misstatement that could occur in a financial statement
assertion will not be prevented or detected on a timely basis by an entity's internal control.
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Choosing an Audit Strategy
.49 As described in AAM section 3125.06, on all audits, an auditor is required to understand how controls
are designed and whether they have been placed in operation. This understanding is sufficient to plan a
primarily substantive audit approach. Nevertheless, even with a primarily substantive approach it is usually
necessary to test controls surrounding electronic evidence, given the fact that the competence of electronic
evidence usually depends on the effectiveness of internal control over its validity and completeness. See
paragraph .44 above.
.50

In order to assess control risk below the maximum, the auditor must also:

•

Identify specific controls relevant to specific assertions that are likely to prevent or detect material
misstatements in those assertions, and

•

Perform tests of controls to evaluate the effectiveness of such controls.

.51 AAM section 4600 describes in more detail the steps an auditor should take in order to assess control
risk below the maximum.

.52 The decision of which audit strategy to pursue is primarily one of audit efficiency. Assessing control
risk below the maximum requires the auditor to perform additional procedures to evaluate the effectiveness
of controls. However, as a result of assessing control risk below the maximum, the auditor is able to modify
his or her substantive tests. In planning the audit, auditors should consider whether the benefits of modifying
substantive tests are greater than the costs of performing additional procedures to gauge the effectiveness
of controls. Furthermore, as stated above, substantive tests alone may not provide sufficient evidence in
environments where electronic evidence is significant, especially when evidence of an entity's initiation,
recording, or processing of financial data exists only in electronic form.
.53

The following diagram illustrates how an auditor chooses an audit approach.
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AAM Section 3130

Establishing an Understanding With
the Client and Preparing an
Engagement Letter
.01 Statement on Auditing Standards (SAS) No. 83, Establishing an Understanding With the Client, as
amended by SAS No. 89, Audit Adjustments (AU section 310), requires an auditor to gain an understanding
with the client regarding the services to be performed for every engagement. The understanding should
include the objectives of the engagement, management's responsibilities, the auditor's responsibilities, and
limitations of the engagement. Such an understanding reduces the risk that either the auditor or the client
may misinterpret the needs or expectations of the other party. The understanding could also include matters
such as the timing of field work, report deadlines, and methods of fee determination and payment. The
engagement partner should annually confirm an understanding of the nature of the engagement before
beginning field work. Such understanding will normally include a pre-engagement client conference.
.02 SAS No. 83 requires the understanding with the client to be documented in the workpapers,
preferably through a written communication with the client. There are no authoritative pronouncements
requiring a written engagement letter for an audit, although most firms regard their completion as good
business practice. An engagement letter helps to prevent misunderstandings between the client and the
auditor regarding the services to be provided, including the limitations. The engagement letter also sets forth
the responsibilities of the client, and in most states it becomes a legally binding contract on both parties.
There are other good reasons to obtain an engagement letter, including the following:
•

Reduce the risk of litigation and avoid misunderstandings with the client. In today's litigious environment
an engagement letter is needed for both old and new clients. To avoid misunderstandings, the
engagement letter should describe in detail the services to be rendered, the fee, and other terms and
conditions of the engagement. Oral agreements may result in differences of recollection or under
standing between the accountant and the client.

•

Avoid misunderstandings by the staff. The members of the staff working on the engagement must have
a complete understanding of what is required of them. A copy of the engagement letter in the working
papers provides them with an authoritative reference to supplement their oral instructions.

.03 Often, entities that have never been audited resist signing a client representation letter. To avoid client
resistance at the end of the audit, many firms notify the client in the engagement letter that they will be asked
to sign a client representation letter.

.04 If the auditor has reason to believe the client may publish all or a portion of an audit report, he should
advise the client (preferably in the engagement letter) that firm policy is to read printer's proofs of the report
and any other accompanying material. This precaution will protect both the client and accountant against
condensation of financial statements, omission of footnotes, erroneous layout, and other errors such as
misstatement of figures used in a president's letter, other narrative, or statistics.
.05 The understanding with the client should be obtained and the letter should be prepared before any
significant work takes place on the engagement. The partner should personally present the letter to the client
to ensure that a complete understanding has been achieved. The understanding or a signed copy of the
engagement letter should be filed with the engagement's current working papers and permanent file.
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Practice Tip
Be careful when using a proposal or preliminary engagement letter for a client. If the letter describes
additional services that are not finally agreed upon, it may be used in litigation as an indication of inadequate
performance by you on the engagement. You should always make sure that a final engagement letter is
issued in such circumstances.

.06 Should the nature of an engagement change during its progress, or should the firm be engaged for
additional services during the year, a new engagement letter should be prepared. A step-down to a
compilation or review engagement, or a special engagement for preparing a forecast, are examples of changes
that would require a new engagement letter. Such changes should be made by the engagement partner after
careful consideration of the reasons justifying the change. For example, the reasons justifying a step-down
from an audit to a compilation or review may prevent the firm from reporting on the lower level of service.

Special Considerations
.07 The following matters should be considered while gaining an understanding with the client and while
preparing an engagement letter:
•

Whether the circumstances preclude an unqualified opinion, as in these examples:

— The auditor is retained after the beginning of the client's fiscal year, did not observe inventories
or confirm receivables at the beginning of the year and was unable to gain satisfaction through
application of alternative procedures.

— The client imposes restrictions on the scope of the audit. (SAS No. 58, Reports on Audited Financial
Statements, paragraph 42 [AU section 508.42]).
— Significant litigation or other matters exist which may affect the opinion.
• Whether fee should be stated as a range, in hourly rates, as standard per diem charges for the
engagement, or as a maximum or flat fee
•

The person or persons to whom reports should be addressed

•

The number of copies needed of the report and the people to whom they are to be distributed

•

Deadlines for reports or analyses

•

Out-of-pocket costs

•

Additional work not contemplated in the original engagement

• The condition of records or circumstances other than those contemplated in the engagement letter
(for example, deficient internal controls)
•

A retainer

•

One-time engagements

•

Start-up costs when the client changes accountants

•

Underwriters' requirements in connection with public offerings

•

The part of the work to be done by other accountants

Contents of Engagement Letters
. 08 An understanding with the client and an engagement letter regarding an audit of the financial
statements generally includes the following matters:
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•

The objective of the audit is the expression of an opinion on the financial statements.

•

Management is responsible for the entity's financial statements.

•

Management is responsible for establishing and maintaining effective internal control over financial
reporting.

•

Management is responsible for identifying and ensuring that the entity complies with the laws and
regulations applicable to its activities.

•

Management is responsible for making all financial records and related information available to the
auditor.

•

At the conclusion of the engagement, management will provide the auditor with a letter that confirms
certain representations made during the audit.

•

The auditor is responsible for conducting the audit in accordance with generally accepted auditing
standards. Those standards require that the auditor obtain reasonable rather than absolute assurance
about whether the financial statements are free of material misstatement, whether caused by error or
fraud. Accordingly, a material misstatement may remain undetected. Also, an audit is not designed
to detect error or fraud that is immaterial to the financial statements. If, for any reason, the auditor
is unable to complete the audit or is unable to form or has not formed an opinion, he or she may
decline to express an opinion or decline to issue a report as a result of the engagement.

•

An audit includes obtaining an understanding of internal control sufficient to plan the audit and to
determine the nature, timing, and extent of audit procedures to be performed. An audit is not
designed to provide assurance on internal control or to identify reportable *conditions. However, the
auditor is responsible for ensuring that the audit committee or others with equivalent authority or
responsibility are aware of any reportable *conditions which come to his or her attention.

•

Management is responsible for adjusting the financial statements to correct material misstatements
and for affirming to the auditor in the representation letter that the effects of any uncorrected
misstatements aggregated by the auditor during the current engagement and pertaining to the latest
period presented are immaterial, both individually and in the aggregate, to the financial statements
taken as a whole.

. 09 The engagement letter should be addressed to the board of directors, chief executive, or to whomever
retained the firm. The engagement partner should sign the letter on behalf of the firm. The client repre
sentative responsible for the engagement should sign the letter denoting agreement with the contract. The
original letter should be maintained in the engagement documentation. A copy of the letter should be given
to the client.
. 10 An understanding with the client and an engagement letter may include other matters, such as the
following:
•

Arrangements regarding the conduct of the engagement (for example, timing, client assistance
regarding the preparation of schedules, and the availability of documents). A client-assistance
schedule is often prepared as a separate attachment to the engagement letter.

•

Arrangements concerning involvement of specialists or internal auditors.

•

Arrangements involving a predecessor auditor.

•

Arrangements regarding fees and billing. Estimates of fees should be based on conservative, carefully
prepared estimates. The expected billing methods and payment periods should be described.

SAS No. 112, Communicating Internal Control Matters Identified in an Audit, supersedes SAS No. 60 and establishes standards and
provides guidance on the auditor's responsibilities for identifying, evaluating, and communicating matters related to an entity's
internal control over financial reporting identified in an audit of financial statements. SAS No. 112 defines terms and no longer uses the
term ''reportable conditions." SAS No. 112 is effective for audits of financial statements for periods ending on or after December 15,
2006.
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•

Any limitation of or other arrangements regarding the liability of the auditor or the client, such as
indemnification to the auditor for liability arising from knowing misrepresentations to the auditor
by management (regulators, including the Securities and Exchange Commission, may restrict or
prohibit such liability limitation arrangements).

•

Conditions under which access to the auditor's documentation may be granted to others.

•

Additional services to be provided relating to regulatory requirements.

•

Arrangements regarding other services to be provided in connection with the engagement, such as
income tax return preparation or consulting services.

•

A description of a particular audit procedure, if requested by the client or deemed necessary for the
protection of the auditor. (The detailed audit program should not be made available to client
personnel, orally or otherwise.)

•

The extent and timing of interim auditing procedures.

•

The name of the client's personnel to be contacted during the engagement.

Presented below is a list of analyses, schedules and other items that are often requested from the
client prior to the start of an audit engagement. The client assistance schedule should be tailored to each
specific engagement.
.

11

•

The general ledger.

•

A reconciliation for each bank account.

•

A trade accounts receivable aging.

•

Accounts receivable confirmation letters, using drafts to be provided by the accountant.

•

A schedule of accounts receivable from officers and employees.

•

A schedule of bad debts written off during the year.

•

A schedule of notes receivable. The notes should be available for inspection.

•

A schedule of transactions with affiliated enterprises.

•

An inventory listing.

•

An analysis of transactions affecting marketable securities.

•

An insurance schedule. The policies should be available for inspection.

•

A schedule of property and equipment additions and retirements.

•

A depreciation schedule.

•

A schedule of life insurance for officers.

•

A schedule of accounts payable. The creditor's regular monthly statements for [date] should be
retained and made available.

•

A schedule of notes payable.

•

The corporate stock book and minutes should be up to date and available for inspection.

•

A schedule of all transactions to partners' capital and drawing accounts.

•

A copy of the partnership agreement or corporate charter should be available for inspection.

•

Copies of all leases, including equipment rental contracts, should be available for inspection.
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•

Copies of employment contracts with salesmen or executives should be available for inspection.

•

Copies of pension, profit-sharing, deferred compensation, and stock option agreements, and letters
of acceptance from the Treasury Department, should be available for inspection.

•

A schedule of repairs in excess of $.

•

A schedule of each officer's salary and expense account payments.

•

A schedule of contributions.

•

A schedule of tax expense.

•

A schedule of professional fees.

.

12

Following is a list of common engagement letter deficiencies:

•

Reference in the letter to audit of the books and records rather than to audit of financial statements

•

Adverse comments about other firms

•

Failure to specify in detail the services to be rendered when a maximum fee is quoted

•

Inclusion of a review of internal control as one of the services when what is really intended is a
consideration of internal control as required by auditing standards

•

Failure to identify accounting or other problems that may have an effect on the opinion

•

Failure to change, in writing, the terms of the engagement when conditions are found to be different
(such as the inability to express an opinion without extensive additional auditing because internal
control was found deficient)

•

Failure to include fee basis and payment terms

•

Failure to identify subsidiaries

•

Failure to identify specific tax returns to be prepared

Investigatory Procedures for Individuals
. 13 When credit information is requested about individuals who are new clients, the investigative
procedures are subject to the Fair Credit Reporting Act of 1971.
.14 An individual should be informed in writing that an investigative consumer report, including
information about the individual's character, general reputation, personal characteristics, and mode of living
is being made. The individual should also be advised, within three days of the time the report is requested,
that he or she may within a reasonable time, by written request, be furnished disclosure of the nature and
scope of the investigation.

Sample Engagement Letters
.15

See AAM section 3175 for sample engagement letters.

.16 An Illustrative Planning Program, documenting procedures listed in this section, is located in AAM
section 3165.

[The next page is 3271.]
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AAM Section 3140

Assessing Audit Risk and Materiality
General
.01 Audit risk and materiality, among other matters, need to be considered together in determining the
nature, timing, and extent of auditing procedures and in evaluating the results of those procedures. The
existence of audit risk is recognized in the description of the responsibilities and functions of the independent
auditor. Because of the nature of audit evidence and the characteristics of fraud, the auditor is able to obtain
reasonable, but not absolute, assurance that material misstatements are detected. Audit risk is the risk that
the auditor may unknowingly fail to appropriately modify his or her opinion on financial statements that
are materially misstated. In other words, audit risk is the risk that the auditor will issue an unqualified
opinion on financial statements that are materially incorrect.

.02 Financial statements are materially misstated when they contain misstatements whose effect, indi
vidually or in the aggregate, are important enough to cause them not to be presented fairly, in all material
respects, in conformity with generally accepted accounting principles. Materiality is the criterion used by
accountants and auditors to distinguish between unimportant and important matters. The auditor's consid
eration of materiality is a matter of professional judgment and is influenced by a perception of the needs of
a reasonable person who will rely on the financial statements. The perceived needs of a reasonable person
are recognized in the discussion of materiality in FASB Concepts Statement No. 2, Qualitative Characteristics
of Accounting Information, which defines materiality as:

"The omission or misstatement of an item in a financial report is material if, in the light of
surrounding circumstances, the magnitude of the item is such that it is probable that the
judgment of a reasonable person relying upon the report would have been changed or
influenced by the inclusion or correction of the item."

Material Misstatements
.03

Misstatements can result from errors or fraud.*1

The risk that misstatements will occur results generally from weaknesses in internal control, inherent risks
in certain transactions and account balances, material and unusual account balances, and the client's history
of misstatements.

.04 Because the auditor's opinion is based on the concept of reasonable assurance, auditors cannot
guarantee that financial statements are free from material misstatements due to errors and fraud. However,
they must exercise due care in planning, performing, and evaluating the results of the audit and must apply
In March 2006, the AICPA's Auditing Standards Board issued eight SASs that provide extensive guidance concerning the auditor's
assessment of the risks of material misstatement in a financial statement audit, and the design and performance of audit procedures
whose nature, timing, and extent are responsive to the assessed risks. Additionally, the SASs establish standards and provide guidance
on planning and supervision, the nature of audit evidence, and evaluating whether the audit evidence obtained affords a reasonable
basis for an opinion regarding the financial statements under audit. The eight SASs are effective for audits of financial statements for
periods beginning on or after December 15, 2006; earlier application is permitted.
1 The auditor's consideration of illegal acts and responsibility for detecting misstatements resulting from illegal acts is defined in SAS
No. 54, Illegal Acts by Clients (AU section 317). See AAM section 3150, Illegal Acts. For those illegal acts that are defined in that Statement
as having a direct and material effect on the determination of financial statement amounts, the auditor's responsibility to detect
misstatements resulting from such illegal acts if the same as that for errors or fraud.
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the appropriate level of professional skepticism to achieve reasonable assurance that the material errors and
fraud will be detected.
.05 In planning auditing procedures, the auditor should also consider the nature, cause (if known), and
amount of misstatements that he is aware of from the audit of the prior period's financial statements.

Errors and Fraud
.06 The term "errors" refers to unintentional misstatements or omissions of amounts or disclosures in
financial statements. Errors may involve—

•

Mistakes in gathering or processing information from which financial statements are prepared.

•

Unreasonable accounting estimates arising from oversight or misinterpretation of facts.

•

Mistakes in the application of accounting principles relating to amount, classification, manner of
presentation, or disclosure.

.07

See AAM section 3145 for a discussion on fraud.

.08 When considering the auditor's responsibility to obtain reasonable assurance that the financial
statements are free from material misstatement, there is no important distinction between errors and fraud.
There is a distinction, however, in the auditor's response to detected misstatements. Generally, an isolated,
immaterial error in processing accounting information or applying accounting principles is not significant
to the audit. In contrast, when fraud is detected, the auditor should consider the implications for the integrity
of management or employees and the possible effect on other aspects of the audit.

Consideration at the Financial Statements Level
.09 The auditor should plan the audit so that audit risk will be limited to a low level that is, in his
professional judgment, appropriate for expressing an opinion on the financial statements. Audit risk may be
assessed in quantitative or nonquantitative terms.
.10 An assessment of the risk of material misstatement (whether caused by error or fraud) should be
made during planning. The auditor's understanding of internal control may heighten or mitigate the
auditor's concern about the risk of material misstatement. The auditor should specifically assess the risk of
material misstatement of the financial statements due to fraud (see AAM section 3145). The auditor should
consider the effect of these assessments on the overall audit strategy and the expected conduct and scope of
the audit.

.11 Whenever the auditor has concluded that there is significant risk of material misstatement of the
financial statements, the auditor should consider this conclusion in determining the nature, timing, or extent
of procedures; assigning staff; or requiring appropriate levels of supervision. Ordinarily, higher risk requires
more experienced personnel or more extensive supervision. Higher risk may cause the auditor to expand
the extent of procedures applied, apply procedures closer to or as of the balance-sheet date, or modify the
nature of procedures.

Materiality
.12 In planning the audit, the auditor should use his or her judgment as to the appropriately low level
of audit risk and his or her preliminary judgment about materiality levels in a manner that can be expected
to provide, within the inherent limitations of the auditing process, sufficient evidential matter to obtain
reasonable assurance about whether the financial statements are free of material misstatement. Materiality
levels include an overall level for each financial statement; however, because the statements are interrelated,
and for reasons of efficiency, the auditor ordinarily considers materiality for planning purposes in terms of
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the smallest aggregate level of misstatements that could be considered material to any one of the financial
statements. Accordingly, auditors should establish a preliminary materiality threshold for the purpose of
planning the appropriate auditing procedures to detect material misstatements in the financial statements.
.13 The auditor plans the audit to obtain reasonable assurance of detecting misstatements that he or she
believes could be large enough, individually or in the aggregate, to be quantitatively material to the financial
statements. Although the auditor should be alert for misstatements that could be qualitatively material, it
ordinarily is not practical to design procedures to detect them. Obviously, some misstatements could be
included in the financial statements without precluding the auditor from expressing an opinion that the
financial statements are fairly presented in all material respects in conformity with generally accepted
accounting principles. In determining the materiality of an item, the auditor should consider the nature and
amount of the item in relation to the financial statements being audited.
.14 In some situations, the auditor considers materiality for planning purposes before the financial
statements to be audited are prepared. In other situations, planning takes place after the financial statements
under audit have been prepared, but the auditor may be aware that they require significant modification. In
both types of situations, the auditor's preliminary judgment about materiality might be based on the entity's
annualized interim financial statements or financial statements of one or more prior annual periods, as long
as recognition is given to the effects of major changes in the entity's circumstances and relevant changes in
the economy as a whole or the industry in which the entity operates.

.15 In planning, the auditor cannot anticipate all the factors that will ultimately influence judgment about
materiality in the evaluation of audit findings at the completion of the audit. Thus, materiality in planning
may differ from materiality used in evaluating results at the conclusion of the audit. If the materiality amount
used in evaluating audit findings is reduced significantly from the amount used in planning, the auditor
should reevaluate the sufficiency of the auditing procedures that were performed.

Quantifying Materiality
.16 Although no authoritative body has established specific guidelines for materiality, there are certain
rules of thumb that can be used in making a preliminary assessment of materiality.
.17 Generally, materiality guidelines should be relative rather than absolute. In other words, mate
riality is usually set as a percentage rather than as an absolute amount. For example, an absolute amount
such as $100,000 may be immaterial to a large, multinational corporation but very material to a small,
closely held company. To apply percentage guidelines, auditors must determine what base to use.
Generally, auditors select a base that is relatively stable and predictable. Bases commonly used include
income before taxes, revenues, and total assets. Generally, misstatements become material to income
before they become material to the balance sheet. As a consequence, net income before taxes is often
selected as the base.

.18 In small business audits, auditors sometimes make a number of significant audit adjustments.
Thus, income before taxes may vary too much to be useful as a base. When income before taxes is not
used as a base, auditors sometimes use either total revenue or an average of net income for several prior
periods.

Example
.19 A common rule of thumb for materiality is 5 to 10 percent of pretax income. Some auditors apply
this rule of thumb so that items less than 5 percent of normal pretax income are considered immaterial,
whereas items that are more than 10 percent are material. For items between 5 and 10 percent, judgment is
applied. For example, when unusual factors exist (perhaps the company is about to be sold for a multiple of
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audited earnings) auditors would tend to classify items between 5 and 10 percent as material. Others use 1
or 1.5 percent of the larger of total assets or revenues. (See Exhibit 1 for a sample planning materiality
worksheet.)

Exhibit 1
Initials

Date

Done______ _________
Reviewed

Client Name
Planning Materiality Worksheet
Balance Sheet Date
1.

Unaudited total assets at balance sheet date

2.

Unaudited total revenues at balance sheet date

3.

Select the larger of line 1 or line 2

4.

Select a multiplier if audit risk is normal, or, if better than normal, select .01

5.

Multiply line 3 by line 4

6.

Unaudited pretax income (or equivalent if not a for-profit entity)

7.

Select a multiplier if audit risk is normal, or, if better than normal, select .1

8.

Multiply line 6 by line 7

9.

Evaluate line 5 and line 8 along with other relevant factors and determine
materiality for audit planning purposes

.20 Consideration of which base to use should include such factors as income variability and the nature
of the client's business and industry. For a not-for-profit organization, for example, the auditor would
probably use total assets or revenues as a base, since pretax income is not meaningful.
.21

A sample checklist documenting procedures listed in this section is located in AAM section 3165.

SEC Staff Bulletin on Materiality for SEC Registrants
.22 SEC SAB No. 99, Materiality, addresses the application of materiality thresholds to the preparation
and audit of financial statements filed with the SEC. The SAB does not create new standards or definitions
for materiality, but reaffirms the concepts of materiality as expressed in the accounting and auditing literature
as well as in long-standing case law.
.23 The SAB states that registrants and the auditors of their financial statements should not rely exclusively
on quantitative benchmarks to determine whether an item is material to the financial statements. Equally
important is a consideration of whether, in light of the surrounding circumstances, a reasonable investor would
consider the item to be important. The SAB also states that management should not make intentional immaterial
errors in a registrant's financial statements to "manage" earnings. It further reminds registrants of their legal
responsibility to make and keep books, records, and accounts that, in reasonable detail, accurately and fairly
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reflect transactions and the disposition of assets. The SAB reminds auditors of their obligations to inform
management and, in some cases, audit committees of illegal acts that come to the auditor's attention. The
full text of the SAB can be viewed at the SEC Web site at: www.sec.gov/interps/account/sab99.htm.

Consideration at the Individual Account-Balance or
Class-of-Transactions Level
.24 The auditor needs to consider audit risk at the individual account-balance or class-of-transactions
level because such consideration directly assists in determining the scope of auditing procedures for the
balance or class and related assertions. The auditor should seek to restrict audit risk at the individual balance
or class level in such a way that will enable him or her, at the completion of the audit, to express an opinion
on the financial statements taken as a whole at an appropriately low level of audit risk. Auditors use various
approaches to accomplish their objective.
.25 In determining the nature, timing, and extent of auditing procedures to be applied to a specific
account balance or class of transactions, the auditor should design procedures to obtain reasonable assurance
of detecting misstatements that he or she believes, based on the preliminary judgment about materiality,
could be material, when aggregated with misstatements in other balances or classes, to the financial
statements, taken as a whole. Auditors use various methods to design procedures to detect such misstate
ments. In some cases, auditors explicitly estimate, for planning purposes, the maximum amount of misstate
ments in the balance or class, that, when combined with misstatements in other balances or classes, could
exist without causing the financial statements to be materially misstated. In other cases, auditors relate their
preliminary judgment about materiality to a specific account balance or class of transactions without
explicitly estimating such misstatements.

Components of Risk
.26 At the account-balance or class-of-transaction level, audit risk consists of:
a. The risk (consisting of inherent risk and control risk) that the balance or class and related assertions
contain misstatements (whether caused by error or fraud) that could be material to the financial
statements when aggregated with misstatements in other balances or classes, and

b. The risk (detection risk) that the auditor will not detect such misstatements.

The way the auditor considers these component risks and combines them involves professional judgment
and depends on the audit approach.
.27 Inherent risk is the susceptibility of an assertion to a material misstatement, assuming that there are
no related controls. The risk of such misstatement is greater for some assertions and related balances or classes
than for others. For example, complex calculations are more likely to be misstated than simple calculations.
Cash is more susceptible to theft than an inventory of coal. Accounts consisting of amounts derived from
accounting estimates pose greater risks than do accounts consisting of relatively routine, factual data.
External factors also influence inherent risk. For example, technological developments might make a
particular product obsolete, thereby causing inventory to be more susceptible to overstatement. In addition
to those factors that are peculiar to a specific assertion for an account balance or a class of transactions, factors
that relate to several or all of the balances or classes may influence the inherent risk related to an assertion
for a specific balance or class. These later factors include, for example, a lack of sufficient working capital to
continue operations or a declining industry characterized by a large number of business failures.
.28 Control risk is the risk that a material misstatement that could occur in an assertion will not be
prevented or detected on a timely basis by the entity's internal control. That risk is a function of the effectiveness
AICPA Audit and Accounting Manual
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of the design and operation of internal control in achieving the entity's objectives relevant to preparation of
the entity's financial statements. Some control risk will always exist because of the inherent limitations of
internal control.
.29 Detection risk is the risk that the auditor will not detect a material misstatement that exists in an
assertion. Detection risk is a function of the effectiveness of an auditing procedure and of its application
by the auditor. It arises partly from uncertainties that exist when the auditor does not examine 100
percent of an account balance or a class of transactions and partly because of other uncertainties that
exist even if he were to examine 100 percent of the balance or class. Such other uncertainties arise because
an auditor might select an inappropriate auditing procedure, misapply an appropriate procedure, or
misinterpret the audit results. These other uncertainties can be reduced to a negligible level through
adequate planning and supervision and conduct of a firm's audit practice in accordance with appropriate
quality control standards.

.30 Inherent risk and control risk differ from detection risk in that they exist independently of the audit
of financial statements. Inherent risk and control risk are functions of the client and its environment,
regardless of whether an audit is conducted. Detection risk, on the other hand, relates to the auditor's
procedures and can be changed at the auditor's discretion. These components of audit risk may be assessed
in quantitative terms such as percentages or in nonquantitative terms that range, for example, from a
minimum to a maximum (e.g., low, moderate, high).

Risk Assessment
.31 The process of assessing risk is aimed at evaluating the risk of the financial statements being
materially misstated. During planning, the auditor considers numerous factors—risk at the financial state
ment level and at the account-balance and class-of-transaction level, inherent risk, control risk, materiality,
risk of material misstatement due to fraud, preliminary analytical review, and other matters as appropriate
and in accordance with his or her judgment. An audit strategy is devised and carried out. Reliance on and
testing of internal control may or may not be a part of that strategy. Based on the outcome of any internal
control testing, the nature, timing and extent of substantive tests are reassessed and possibly changed.
Substantive tests are performed. At the end of the audit, the auditor considers the audit procedures
performed and their results and evaluates the chance that material misstatements have gone undetected by
his or her audit procedures. Generally, in an audit that is adequately planned and performed, the auditor
will be able to conclude that the risk of the financial statements being materially misstated is acceptably low
enough for an unqualified opinion to be issued.
.32 The auditor might make separate or combined assessments of inherent risk and control risk. If the
auditor considers inherent risk or control risk, separately or in combination, to be less than the maximum,
he should have an appropriate basis for these assessments. This basis may be obtained, for example, through
the use of questionnaires, checklists, instructions, or similar generalized materials and, in the case of control
risk, the understanding of internal control and the performance of suitable tests of controls. However,
professional judgment is required in interpreting, adapting, or expanding such generalized material as
appropriate in the circumstances.
.33 In planning the audit engagement, the auditor should assess inherent risk and control risk to
determine how much detection risk can be accepted while still restricting audit risk to an acceptably low
level. As the auditor's assessment of inherent risk and control risk decreases, the acceptable level of detection
risk increases. The auditor should not rely on the assessments of inherent risk and control risk to the exclusion
of performing substantive tests. In fact, for a small business with limited segregation of duties, the auditor
often assesses inherent risk and control risk at their maximum and relies completely on substantive tests to
reduce audit risk to an acceptably low level.
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Quantifying Risk
.34 The auditor's assessment of risk and its components of inherent risk, control risk, and detection risk
are matters of professional judgment. The types of risk discussed above are difficult to quantify, given their
subjective nature. Most auditors use ratings such as low, moderate, or high when judging risk levels.

.35 Generally accepted auditing standards do not require the auditor to quantify risks. Those standards
require the auditor to plan the audit so that there is a low level of risk that an unqualified opinion will be
expressed when the financial statements are materially misstated.

Evaluating Audit Findings
.36 In evaluating whether the financial statements are presented fairly, in all material respects, in
conformity with generally accepted accounting principles, the auditor should consider the effects, both
individually and in the aggregate, of misstatements that are not corrected by the entity. In evaluating the
effects of misstatements, the auditor should include both qualitative and quantitative considerations (see
SAS No. 47 [AU section 312.08-.il]). The consideration and aggregation of misstatements should include
the auditor's best estimate of the total misstatements in the account balances or classes of transactions that
he or she has examined (hereafter referred to as likely misstatements,2 see AAM section 3140.37-.40, below),
not just the amount of misstatements specifically identified, (hereafter referred to as known misstatements,
see AAM section 3140.41, below). Likely misstatements should be aggregated in a way that enables the
auditor to consider whether, in relation to individual amounts, subtotals, or totals in the financial statements,
they materially misstate the financial statements taken as a whole. Qualitative considerations also influence
the auditor in reaching a conclusion as to whether misstatements are material.

Likely Misstatements
.37 The auditor's best estimate of the total misstatements in the account balances or classes of transactions
that he or she has examined is referred to as "likely misstatements."
.38 When the auditor tests an account balance or a class of transactions and related assertions by an
analytical procedure, he or she ordinarily would not specifically identify misstatements but would only
obtain an indication of whether a misstatement might exist in the balance or class and possibly its approxi
mate magnitude. If the analytical procedure indicates that a misstatement might exist, but not its approximate
amount, the auditor ordinarily would have to employ other procedures to enable him to estimate the likely
misstatement in the balance or class.
.39 When an auditor uses audit sampling to test an assertion for an account balance or a class of
transactions, he or she projects the amount of known misstatements identified in the sample to the items in
the balance or class from which the sample was selected. For example, if a $1,000 loan receivable misstatement
is found in a sample of 10 percent of the population, the projected misstatement would be $10,000. That
projected misstatement also contributes to the auditor's assessment of likely misstatement.

.40 When auditing accounting estimates (e.g., allowance for inventory obsolescence, allowance for
doubtful accounts, warranty obligations, etc.) the audit evidence gathered may support an amount for an
estimate different from the amount the client has recorded. That difference may be considered reasonable
by the auditor inasmuch as no one accounting estimate can be considered accurate with certainty. In that
case, the difference between the estimate that the audit evidence supports and the estimate recorded in the
2 The term likely misstatements includes any known misstatements.
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financial statements would not be considered a likely misstatement. However, if the auditor believes the
estimated amount included in the financial statements is unreasonable, he or she should treat the difference
between that estimate and the closest reasonable estimate as a likely misstatement.

Known Misstatements
.41 “Known misstatements" are those for which the amount of the error is relatively certain. Such
misstatements are often supported by highly reliable evidence, such as third-party documents. An example
of a known misstatement would be a failure to record an invoice for repairs expense.

Misstatements From the Prior Year
.42 Often overlooked is the consideration of misstatements detected in the prior year that affect the
current year. For example, assume last year's aggregation of uncorrected misstatements included an item
representing an overstatement of prepaid insurance and an understatement of insurance expense. This item
would be included in the current year's aggregation of uncorrected misstatements because it affects the
current year's insurance expense. Therefore, the prior year's aggregation of uncorrected misstatements
should be reviewed for any items that may have an effect on the current year's financial statements.

Summarizing and Evaluating Misstatements
.43 Most firms prepare a summary of the uncorrected misstatements identified during the audit. This
summary may be called the "Summary of Misstatements," or the "Summary of Possible Journal Entries," or
other names. The summary presents known, likely, and prior period misstatements separately. The summary
is used in evaluating the effect of uncorrected misstatements on the financial statements at the end of the?
audit.

.44 Some firms establish a predetermined dollar threshold below which misstatements need not be
accumulated. This amount should be set so that any such misstatements, either individually, or when
aggregated with other such misstatements, would not be material to the financial statements, after the
possibility of further undetected misstatements is considered.
.45 Concluding on the effect of misstatements on the financial statements is a matter of judgment and
generally involves considering the nature of the misstatements, overall materiality, and their impact on the
financial statements taken as a whole.
.46 If the auditor concludes, based on the accumulation of sufficient evidential matter, that the effects
of likely misstatements, individual or in the aggregate, causes the financial statements to be materially
misstated, the auditor should request management to eliminate the misstatement. If the material
misstatement is not eliminated, the auditor should issue a qualified or an adverse opinion on the financial
statements.

Audit Documentation
.47 SAS No. 96, Audit Documentation (AU section 339), amends SAS No. 47, Audit Risk and Materiality in
Conducting an Audit (AU section 312.40). This amendment adds a requirement to SAS No. 47 (AU section 312)
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to document the nature and effect of misstatements that the auditor aggregates as well as the auditor's
conclusion as to whether the aggregated misstatements cause the financial statements to be materially
misstated.3

[The next page is 3291.]

3 In December 2005, the AICPA's Auditing Standards Board issued SAS No. 103, Audit Documentation, which supersedes SAS No. 96.
According to SAS No. 103, which is effective for audits of financial statements for periods ending on or after December 15, 2006, the
auditor should document significant findings or issues, actions taken to address them, and the basis for the final conclusions reached.
Significant findings or issues include, but are not limited to: (1) significant matters involving the selection, application, and consistency
of accounting principles with regard to the financial statements, including related disclosures; (2) results of auditing procedures
indicating that the financial information or disclosures could be materially misstated or a need to revise the auditor's previous risk
assessments; (3) circumstances that cause the auditor significant difficulty in applying auditing procedures; (4) finding that could result
in a modification of the auditor's report, and (5) audit adjustments. The auditor should also document discussions of significant
findings or issues with management and others on a timely basis, including responses.
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General
.01 SAS No. 1, section 110, Responsibilities and Functions of the Independent Auditor, as amended by SAS
No. 99, Consideration of Fraud in a Financial Statement Audit (AU section 110), states that "The auditor has a
responsibility to plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement, whether caused by error or fraud." Management is responsible
for the design and implementation of programs and controls to prevent, deter, and detect fraud. That
responsibility is described in paragraph 3 of SAS No. 1, section 110 (AU section 110.03).

.02 An auditor's responsibilities relating to fraud are stated within the context of materiality to the
financial statements taken as a whole. An auditor is not responsible for detecting fraud per se, but for
obtaining reasonable assurances that material misstatements due to fraud are detected. An auditor is not
responsible for detecting immaterial misstatements caused by fraud. SAS No. 99 (AU section 316.03),
describes the auditor's consideration of fraud as something that should be integrated into the overall audit
process. SAS No. 99 (AU section 316) describes a process in which the auditor:

•

Exercises professional skepticism

•

Discusses the risks of material misstatements due to fraud with engagement personnel

•

Gathers information needed to identify risks of material misstatement due to fraud

•

Identifies risks that may result in a material misstatement due to fraud

•

Assesses the identified risks after taking into account an evaluation of the entity's programs and
controls that address the risks

•

Responds to the results of the assessment

•

Evaluates audit evidence

•

Communicates about fraud to management, the audit committee, and others

•

Documents the auditor's consideration of fraud

. 03 Even though some requirements and guidance set forth in SAS No. 99 are presented in a manner that
suggests a sequential audit process, auditing in fact involves a continuous process of gathering, updating, and
analyzing information throughout the audit. Accordingly, the sequence of the requirements and guidance
in SAS No. 99 may be implemented differently among audit engagements.

Description and Characteristics of Fraud
. 04 The primary factor that distinguishes fraud from error is whether the underlying action that results
in the misstatement in financial statements is intentional or unintentional. SAS No. 99 defines fraud as an
intentional act that results in a material misstatement in financial statements that are the subject of an audit.
. 05 Three conditions generally are present when fraud occurs. First, management or other employees
have an incentive or are under pressure, which provides a reason to commit fraud. Second, circumstances
AICPA Audit and Accounting Manual
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exist that provide an opportunity for a fraud to be perpetrated. Third, those involved are able to rationalize
committing a fraudulent act.

Misstatements Arising From Fraudulent Financial Reporting
. 06 Misstatements arising from fraudulent financial reporting are intentional misstatements or omissions
of amounts or disclosures in financial statements to deceive financial statement users. Fraudulent financial
reporting may involve acts such as the following:

•

Manipulation, falsification, or alteration of accounting records or supporting documents from which
financial statements are prepared.

•

Misrepresentation in, or intentional omission from, the financial statement of events, transactions, or
other significant information.

•

Intentional misapplication of accounting principles relating to amounts, classification, manner of
presentation, or disclosure.

Misstatements Arising From Misappropriation of Assets
. 07 Misstatements arising from misappropriation of assets involve the theft of an entity's assets where
the effect of the theft causes the financial statement not to be presented, in all material respects, in conformity
with generally accepted accounting principles. Misappropriation can be accomplished in various ways,
including embezzling receipts, stealing assets, or causing an entity to pay for goods or services not received.
Misappropriation of assets may be accomplished by false or misleading records or documents, possibly
created by circumventing controls, and may involve one or more individuals among management, employ
ees, or third parties.

The Importance of Exercising Professional Skepticism
. 08 Because of the characteristics of fraud, the auditor's exercise of professional skepticism is important
when considering the risk of material misstatement due to fraud. Professional skepticism is an attitude that
includes a questioning mind and a critical assessment of audit evidence, and requires an ongoing assessment
of whether the information and evidence obtained suggests that a material misstatement due to fraud has
occurred. The auditor should conduct the engagement with a mindset that recognizes the possibility that a
material misstatement due to fraud could be present, regardless of any past experience with the entity and
regardless of the auditor's belief about management's honesty and integrity.

Discussion Among Engagement Personnel Regarding the Risks of
Material Misstatement Due to Fraud
. 09 SAS No. 99 requires that members of the audit team discuss the potential for material misstatement due
to fraud prior to or in conjunction with his or her information-gathering procedures. The discussion should include:

•

An exchange of ideas or “brainstorming" among the audit team members, including the auditor with
final responsibility for the audit, about how and where they believe the entity's financial statements
might be susceptible to material misstatement due to fraud, how management could perpetrate and
conceal fraudulent financial reporting, and how assets of the entity could be misappropriated.

•

An emphasis on the importance of maintaining the proper state of mind throughout the audit
regarding the potential for material misstatement due to fraud.

. 10 Communication among the audit team members about the risks of material misstatement due to
fraud should continue throughout the audit. See paragraphs 14 through 18 of SAS No. 99 (AU section
316.14—.18), for further guidance.
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Obtaining the Information Needed to Identify the Risks of Material
Misstatement Due to Fraud
. 11 In obtaining knowledge about the entity's business and the industry in which it operates, information
may come to the auditor's attention that should be considered in identifying risks of material misstatements
due to fraud. The auditor should perform procedures to obtain information that is used to identify the risks
of material misstatement due to fraud, including:
• Making inquiries of management and others within the entity to obtain their views about the risks
of fraud and how they are addressed.

• Considering any unusual or unexpected relationships that have been identified in performing
analytical procedures in planning the audit.
•

Considering whether one or more fraud risk factors exist.

• Considering other information that may be helpful in identifying risks of material misstatement due
to fraud.

See paragraphs 19 through 34 of SAS No. 99 (AU section 316.19-.34) for further guidance.

. 12 Although fraud usually is concealed and management's intent is difficult to determine, the presence
of certain risk factors or other conditions may suggest to the possibility that fraud may exist. However, these
conditions may be the result of circumstances other than fraud.
. 13 The auditor has a responsibility to plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement, whether caused by fraud or error. Because
fraud is usually concealed, material misstatements due to fraud are difficult to detect. Nevertheless, the
auditor may identify "fraud risk factors" that do not necessarily indicate the existence of fraud, but often are
present in circumstances where fraud exists. A fraud risk factor is an event or condition that indicates:
•

An incentive or pressure to perpetrate fraud

•

Opportunities to carry out the fraud

•

Attitudes or rationalizations to justify a fraudulent action

Identifying Risks That May Result in a Material Misstatement
Due to Fraud
.14 In identifying risks of material misstatement due to fraud, it is helpful for the auditor to consider the
information that has been gathered in the context of the three conditions present when a material misstatement
due to fraud occurs—that is, incentives/pressures, opportunities, and attitudes/rationalizations. However,
the auditor should not assume that all three conditions must be observed or evident before concluding that
there are identified risks.

.15 The identification of a risk of material misstatement due to fraud involves the application of
professional judgment and includes the consideration of the attributes of the risk, including:
•

The type of risk that may exist, that is, whether it involves fraudulent financial reporting or
misappropriation of assets.

•

The significance of the risk, that is, whether it is of a magnitude that could lead to result in a possible
material misstatement of the financial statements.

•

The likelihood of the risk, that it, the likelihood that it will result in a material misstatement in the
financial statements.
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The pervasiveness of the risk, that is, whether the potential risk is pervasive to the financial statements
as a whole or specifically related to a particular assertion, account, or class of transactions.

.16 SAS No. 99 identifies two new requirements for identifying risks that may result in a material
misstatement due to fraud. The auditor should ordinarily presume that there is a risk of material misstate
ment due to fraud relating to revenue recognition. In addition, the risk of management override of controls
should be considered a fraud risk on every audit.

Assessing the Identified Risks After Taking Into Account an
Evaluation of the Entity's Programs and Controls That Address
the Risks
.17 As part of the understanding of internal control sufficient to plan the audit required by SAS No. 55
(AU section 319)/ the auditor should evaluate whether entity programs and controls that address identified
risks of material misstatement due to fraud have been suitably designed and placed in operation, and assess
those risks taking into account that evaluation.

Responding to the Results of the Assessments
.18 The auditor's response to the assessment of the risks of material misstatement due to fraud involves
the application of professional skepticism in gathering and evaluating audit evidence and is influenced by
the nature and significance of the risks identified as being present and the entity's programs and controls
that address these identified risks. The auditor's response can be (1) an overall response on how the audit is
conducted, (2) a response to identified risks involving the nature, timing, and extent of the auditing
procedures to be performed, or (3) a response involving the performance of certain procedures to further
address the risk of material misstatement due to fraud involving management override of controls, given
the unpredictable ways in which such override could occur.
.19 The auditor may conclude that it would not be practicable to design auditing procedures that
sufficiently address the risks of material misstatement due to fraud. In that case, withdrawal from the
engagement with communication to the appropriate parties may be an appropriate course of action.

Overall Responses to the Risk of Material Misstatement
.20 Judgements about the risk of material misstatement due to fraud have an overall effect on how the
audit is conducted in the following ways:
•

Assignment of personnel and supervision. The knowledge, skill, and ability of personnel assigned
significant engagement responsibility should be commensurate with the auditor's assessment of the
risks of material misstatement due to fraud for the engagement. In addition, the extent of supervision
should reflect the risks of material misstatement due to fraud.

•

Accounting principles. The auditor should consider management's selection and application of
significant accounting principles, particularly those related to subjective measurements and complex
transactions.

In March 2006, the AICPA's Auditing Standards Board issued eight SASs that provide extensive guidance concerning the auditor's
assessment of the risks of material misstatement in a financial statement audit, and the design and performance of audit procedures
whose nature, timing, and extent are responsive to the assessed risks. Additionally, the SASs establish standards and provide guidance
on planning and supervision, the nature of audit evidence, and evaluating whether the audit evidence obtained affords a reasonable
basis for an opinion regarding the financial statements under audit. Among the eight SASs issued was SAS No. 109, Understanding the
Entity and Its Environment and Assessing the Risks of Material Misstatement, which supersedes SAS No. 55. The eight SASs are effective for
audits of financial statements for periods beginning on or after December 15, 2006; earlier application is permitted.
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Predictability of auditing procedures. The auditor should incorporate an element of unpredictability in
the selection from year to year of auditing procedures to be performed.

Responses Involving the Nature, Timing, and Extent of Procedures to
Be Performed to Address the Identified Risks
.21 The auditing procedures performed in response to identified risks of material misstatement due to
fraud will vary depending on upon the types of risks identified and the account balances, classes of
transactions, and related assertions that may be affected. These procedures may involve both substantive
tests and tests of the operating effectiveness of the entity's programs and controls. The auditor's responses
to address specifically identified risks of material misstatement due to fraud may include changing the
nature, timing, and extent of auditing procedures. See paragraphs 52 through 56 of SAS No. 99 (AU section
316.52-56) for more guidance.

Responses to Further Address the Risk of Management
Override of Controls
.22 Management is in a unique position to perpetrate fraud because of its ability to directly or indirectly
manipulate accounting records and prepare fraudulent financial statements by overriding established
controls that otherwise appear to be operating effectively. Accordingly, in addition to overall responses and
responses that address specifically identified risks of material misstatement due to fraud, certain procedures
should be performed to further address the risk of management override of controls, as discussed in
paragraphs 58 through 67 of SAS No. 99 (AU section 316.58-.67).

Evaluating Audit Evidence
.23 The auditor's assessment of the risks of material misstatement due to fraud should be ongoing
throughout the audit. The auditor should consider whether analytical procedures performed in planning the
audit result in identifying any unusual or unexpected relationships that should be considered in assessing
the risks of material misstatements due to fraud. The auditor also should evaluate whether analytical
procedure that were performed as substantive tests or in the overall review stage of the audit indicate a
previously unrecognized risk of material misstatement due to fraud.

.24 At or near the completion of fieldwork, the auditor should evaluate whether the accumulated results
of audit procedures and other observations affect the assessment of the risk of material misstatement due to fraud
made earlier in the audit. Such an evaluation may provide further insight into the risk of material misstatement
due to fraud and whether there is a need for additional or different audit procedures to be performed.
.25 If audit test results identify misstatements in the financial statements, the auditor should consider
whether such misstatements may be indicative of fraud. If the auditor has determined that misstatements
are or may be the result of fraud, but the effect of the misstatements is not material, the auditor nevertheless
should evaluate the implications, especially those dealing with the organizational position of the person(s)
involved. If the matter involves higher-level management, even though the amount itself is not material to
the financial statements, it may be indicative of a more pervasive problem, for example, implications about
the integrity of management. In such circumstances, the auditor should reevaluate the assessment of the risk
of material misstatement due to fraud and its resulting impact on (a) the nature, timing, and extent of the
tests of balances or transactions and (b) the assessment of the effectiveness of controls if control risk was
assessed below the maximum.

.26 If the auditor believes that the misstatement is, or may be, the result of fraud, and either has
determined that the effect could be material to the financial statements or has been unable to evaluate whether
the effect is material, the auditor should:
AICPA Audit and Accounting Manual

AAM §3145.26

3296

Engagement Planning and Administration

72

9-06

•

Attempt to obtain additional evidential matter to determine whether material fraud has occurred or is
likely to have occurred, and, if so, its effect on the financial statements and the auditor's report thereon.

•

Discuss the matter and the approach for further investigation with an appropriate level of manage
ment that is at least one level above those involved, and with senior management and the audit
committee.

•

Consider the implications for other aspects of the audit.

•

If appropriate, suggest that the client consult with legal counsel.

.27 The auditor's consideration of the risks of material misstatement and the results of audit tests may
indicate such a significant risk of material misstatement due to fraud that the auditor should consider
withdrawing from the engagement and communicating the reasons for withdrawal to the audit committee
or others with equivalent authority and responsibility. Whether the auditor concludes that withdrawal from
the engagement is appropriate may depend on (a) the implications about the integrity of management and
(b) the diligence and cooperation of management or the board of directors in investigating the circumstances
and taking appropriate action. Because of the variety of circumstances that may arise, it is not always possible
to definitely describe when withdrawal is appropriate. The auditor may wish to consult with legal counsel
when considering withdrawal from an engagement.

Communicating About Possible Fraud to Management, the Audit
Committee, and Others
Note: A Fraud Communication Checklist is provided at the end of the "General Procedures" program in AAM
section 5400.020 to help auditors comply with their responsibilities to report fraud to management, the audit
committee, and others.
.28 If the auditor has determined that there is evidence that fraud may exist, that matter should be
brought to the attention of an appropriate level of management. Fraud involving senior management and
fraud (whether caused by senior management or other employees) that causes a material misstatement of
the financial statements should be reported directly to the audit committee. In addition, the auditor should
reach an understanding with the audit committee regarding the nature and extent of communications with
the committee about misappropriations perpetrated by lower-level employees.

.29 If the auditor, as a result of the assessment of the risks of material misstatement, has identified risks
of material misstatement due to fraud that have continuing control implications (whether or not transactions
or adjustments that could be the result of fraud have been detected) the auditor should consider whether
these risks represent reportable conditions relating to the entity's internal control that should be communi
cated to senior management and the audit committee. Also the auditor should consider whether the absence
of or deficiencies in programs and controls to mitigate specific risks of fraud or to otherwise help prevent,
deter, and detect fraud represent reportable conditions that should be communicated to senior management
and the audit committee.

.30 The auditor should recognize that in the following circumstances a duty to disclose outside the entity
may exist:
•

To comply with certain legal and regulatory requirements.

•

To a successor auditor when the successor makes inquiries in accordance with SAS No. 84, Commu
nications Between Predecessor and Successor Auditors (AU section 315).

•

In response to a subpoena.
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To a funding agency or other specified agency in accordance with requirements for the audits of
entities that receive governmental financial assistance.

Because potential conflicts with the auditor's ethical and legal obligations for confidentiality of client matters
may be complex, the auditor may wish to consult with legal counsel before discussing matters of fraud or
possible fraud with parties outside the client.

Documenting the Auditor's Consideration of Fraud
.31

The auditor should document the following:

•

The discussion among engagement personnel in planning the audit regarding the susceptibility of
the entity's financial statements to material misstatement due to fraud, including how and when the
discussion occurred, the audit team members who participated, and the subject matter discussed

•

The procedures performed to obtain information necessary to identify and assess the risks of material
misstatement due to fraud

•

Specific risks of material misstatement due to fraud that were identified, and a description of the
auditor's response to those risks

•

If the auditor has not identified in a particular circumstance, improper revenue recognition as a risk
of material misstatement due to fraud, the reasons supporting the auditor's conclusion

•

The results of the procedures performed to further address the risk of management override of
controls

•

Other conditions and analytical relationships that caused the auditor to believe that additional
auditing procedures or other responses were required and any further responses the auditor con
cluded were appropriate, to address such risks or other conditions

•

The nature of the communications about fraud made to management, the audit committee, and others

Using the AICPA Audit and Accounting Manual in Considering Fraud
.32 An auditor should complete the Illustrative Planning Program at AAM section 3165. That program
includes steps that consider the presence of fraud risk factors, the assessment of material misstatement due
to fraud, developing audit responses, and other matters related to a consideration of fraud in a financial
statement audit. Included at the end of the program is a Fraud Risk Factor Memory Jogger, that (although its
completion is not required) is helpful in identifying fraud risk factors and complying with the requirements
of SAS No. 99 (AU section 316).

.33 The audit programs in AAM section 5400 require an auditor to consider the fraud risk assessment
and to develop and document any additional audit procedures that may be needed. Referencing between
the planning program and memory jogger at AAM section 3165 and the audit programs at AAM section 5400
will help to ensure that identified risks related to fraud are appropriately addressed.
.34 The "General Procedures" program at AAM section 5400 includes steps to evaluate the results of
audit tests as they relate to fraud. Steps are also included to communicate fraud-related matters to the
appropriate people. A Fraud Communication Checklist is presented at the end of the "General Procedures"
program [AAM section 5400.20] to help auditors comply with their communication responsibilities concern
ing fraud.

[The next page is 3301.]
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AAM Section 3150

Illegal Acts
General Comments
.01 The term "illegal acts" refers to violations of laws or governmental regulations. Illegal acts by clients
do not include personal misconduct by the entity's personnel unrelated to their business activities.
.02 Whether an act is illegal is a determination that is normally beyond the auditor's professional
competence. The auditor's training and experience may provide a basis for recognition that some client acts
coming to his or her attention may be illegal.

Direct and Material Effect Illegal Acts
.03 The auditor considers laws and regulations that are generally recognized by auditors to have a direct
and material effect on the determination of financial statement amounts (except disclosure of contingencies).
For example, tax laws affect accruals and the amount recognized as expense in the accounting period;
applicable laws and regulations may affect the amount of revenue accrued under government contracts.

.04 The auditor considers such laws or regulations from the perspective of their known relation to audit
objectives derived from financial statement assertions rather than from the perspective of legality per se.
.05 The auditor's responsibility to detect and report misstatement resulting from illegal acts having
a direct and material effect on the determination of financial statement amounts is the same as that for
errors or fraud. (See SAS No. 47, Audit Risk and Materiality in Conducting an Audit, as amended [AU section
*
312].)
That is, the auditor should design the audit to provide reasonable assurance that financial statement
amounts are free from material misstatement resulting from these direct-effect illegal acts.

Other Illegal Acts
.06 Entities may be affected by many other laws or regulations, including those related to securities
trading, occupational safety and health, food and drug administration, environmental protection, equal
employment, and price-fixing or other antitrust violations. Generally, these laws and regulations relate more
to an entity's operating aspects than to its financial and accounting aspects and their financial statement effect
is indirect.
.07 An auditor ordinarily does not have sufficient basis for recognizing possible violations of such laws
and regulations. Their indirect effect is normally the result of the need to disclose a contingent liability
because of the allegation or determination of illegality. An audit conducted in accordance with GAAS
normally does not include audit procedures specifically designed to detect illegal acts having an indirect
effect on financial statements.
In March 2006, the AICPA's Auditing Standards Board issued eight SASs that provide extensive guidance concerning the auditor's
assessment of the risks of material misstatement in a financial statement audit, and the design and performance of audit procedures
whose nature, timing, and extent are responsive to the assessed risks. Additionally, the SASs establish standards and provide guidance
on planning and supervision, the nature of audit evidence, and evaluating whether the audit evidence obtained affords a reasonable
basis for an opinion regarding the financial statements under audit. Among the eight SASs issued was SAS No. 107, Audit Risk and
Materiality in Conducting an Audit, which supersedes SAS No. 47. The eight SASs are effective for audits of financial statements for
periods beginning on or after December 15, 2006; earlier application is permitted.
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Engagement Planning Procedures
.08 The auditor should assess the risks that the entity has not complied with laws and regulations which
have a direct and material effect on the determination of financial statement amounts (except disclosure of
contingencies) in the planning phase of the audit.

.09

Matters that may influence the auditor's assessment include:

a.

Management's understanding of the requirements of laws and regulations pertinent to audit objec
tives.

b.

The nature and extent of noncompliance noted in prior audits.

c.

Changes in requirements since the last audit.

d.

Internal control components designed to give management reasonable assurance that the entity
complies with those laws and regulations.

e.

The client's policy relative to the prevention of illegal acts.

.10 Normally, there is no need to include audit procedures specifically designed to detect illegal acts.
However, if the auditor becomes aware of information that raises suspicions, he or she is obligated to apply
additional procedures to determine whether an illegal act has, in fact, occurred.
.11

A sample program documenting the procedures listed in this section is located in AAM section 3165.

[The next page is 3331.]
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AAM Section 3155

Analytical Procedures
General Comments
.01 Analytical procedures are a natural extension of the auditor's understanding of the client's business,
and add to his or her understanding because the key factors that influence the client's business may be
expected to affect the client's financial information. Analytical procedures are used in all three stages of the
audit. In the planning stage, the purpose of analytical procedures is to assist in planning the nature, timing,
and extent of auditing procedures that will be used to obtain evidential matter for specific account balances
or classes of transactions.1 In the substantive testing stage of the audit, the purpose of analytical procedures
is to obtain evidence, sometimes in combination with other substantive procedures, to identify misstatements
in account balances and thus to reduce the risk that misstatements will remain undetected.1
2 In the overall
review stage, the objective of analytical procedures is to assist the auditor in assessing the conclusions reached
and in evaluating the overall financial statement presentation. In all cases, the effectiveness of analytical
procedures lies in developing expectations that can reasonably be expected to identify unexpected relationships.

.02 Understanding financial relationships is essential in planning and evaluating the results of analytical
procedures and generally requires knowledge of the client and the industry or industries in which the client
operates. An understanding of the purposes of analytical procedures and the limitations of those procedures
is also important. Accordingly, the identification of the relationships and types of data used, as well as
conclusions reached when recorded amounts are compared to expectations, requires judgment by the
auditor.

Analytical procedures should be applied to some extent for the purposes referred to in the planning stage
and the overall review stage above for all audits of financial statements made in accordance with generally
accepted auditing standards. In addition, in some cases, analytical procedures can be more effective or
efficient than tests of details for achieving particular substantive testing objectives.

Analytical Procedures
.03 Analytical procedures are defined by SAS No. 56 (AU section 329.02), as amended, as "evaluations
of financial information made by a study of plausible relationships among both financial and nonfinancial
data.... A basic premise underlying the application of analytical procedures is that plausible relationships
among data may reasonably be expected to exist and continue in the absence of conditions to the contrary."
The definition implies several key concepts.
1 Analytical procedures in the planning stage of the audit may also be useful in understanding the client's business. In understanding
the business, auditors can use the results from analytical procedures to assess auditors' business risk (refer to SAS No. 47, Audit Risk
and Materiality in Conducting an Audit [AU section 312]). In March 2006, the AICPA's Auditing Standards Board issued eight SASs that
provide extensive guidance concerning the auditor's assessment of the risks of material misstatement in a financial statement audit,
and the design and performance of audit procedures whose nature, timing, and extent are responsive to the assessed risks. Addition
ally, the SASs establish standards and provide guidance on planning and supervision, the nature of audit evidence, and evaluating
whether the audit evidence obtained affords a reasonable basis for an opinion regarding the financial statements under audit. Among
the eight SASs issued was SAS No. 107, Audit Risk and Materiality in Conducting an Audit, which supersedes SAS No. 47. The eight SASs
are effective for audits of financial statements for periods beginning on or after December 15, 2006; earlier application is permitted.
2 The auditors' use of substantive tests to achieve an audit objective related to a particular assertion may be supported by test of
details, analytical procedures, or a combination. The decision about which tests to use to reduce the risk that a material misstatement
will not be detected is based on the auditor's judgment about the expected effectiveness and efficiency of the available procedures
(cost/benefit).
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The "evaluations of financial information" suggests that analytical procedures will be used to
understand or test financial statement relationships or balances.

•

The "study of plausible relationships" implies an understanding of what can reasonably be expected
and involves a comparison of the recorded book values with an auditor's expectations.

•

"Relationships among both financial and nonfinancial data" suggests that both types of data can be
useful in understanding the relationships of the financial information and, therefore, in forming an
expectation.

.04 Analytical procedures performed in the planning stage are used to identify unusual changes in the
financial statements, or the absence of expected changes, and specific risks. During the planning stage,
analytical procedures are usually focused on account balances aggregated at the financial statement level
and relationships between account balances.
.05 Analytical procedures performed during the overall review stage are designed to assist the auditor
in assessing that (a) all significant fluctuations and other unusual items have been adequately explained and
(b) the overall financial statement presentation makes sense based on the audit results and the auditor's
knowledge of the business.

.06 During the substantive testing stage, analytical procedures are performed to obtain assurance that
material misstatements are not likely to exist in financial statement account balances. To do this, the auditor
focuses his or her analytical procedures on particular assertions about account balances and gives detailed
attention to the underlying factors that affect those account balances through the development of an
expectation independent of the recorded balance. Therefore, substantive analytical procedures generally are
performed with more rigor and precision than those used for planning or overall review.

Analytical Procedure Process: Four Phases
.07 The use of analytical procedures can be considered a process that consists of four phases. The first
phase is the expectation-formation process. In this phase, the auditor forms an expectation of an account
balance or financial relationship. In doing so, the auditor determines the precision of the expectation and
thus, in part, the effectiveness of the analytical procedure.

.08 The remaining three phases consist of the identification, investigation, and evaluation of the differ
ence between the auditor's expected value and the recorded book value in light of the auditor's materiality
assessment. In the second phase, identification, the auditor identifies whether an unusual fluctuation exists
between the expected and recorded amounts. In the third, investigation, the auditor investigates the cause
of unexpected differences by considering possible causes and searching for information to identify the most
probable causes. Finally, in the evaluation phase, the auditor evaluates the likelihood of material misstate
ment and determines the nature and extent of any additional auditing procedures that may be required.

Expectation Formation (Phase I)
.09 Forming an expectation is the most important phase of the analytical procedure process. The more
precise the expectation (that is, the closer the auditor's expectation is to the correct balance or relationship),
the more effective the procedure will be at identifying potential misstatements. Also, SAS No. 56 (AU section
329) requires the auditor to form an expectation whenever he or she applies analytical procedures.

.10 The auditor develops such expectations by identifying and using plausible relationships that are
reasonably expected to exist based on the auditor's understanding of the client and of the industry in which
the client operates. Following are examples of sources of information for developing expectations:
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a.

Financial information for comparable prior period(s) giving consideration to known changes.

b.

Anticipated results—for example, budgets or forecasts including extrapolations from interim or
annual data.

c.

Relationships among elements of financial information within the period.

d. Information regarding the industry in which the client operates—for example, gross margin
information.

e.

Relationships of financial information with relevant nonfinancial information.

.11 The effectiveness of an analytical procedure is a function of three factors related to the precision with
which the expectation is developed: (a) the nature of the account or assertion, (b) the reliability and other
characteristics of the data, and (c) the inherent precision of the expectation method used.

Identification and Investigation (Phases II and III)
.12 The next two phases of the analytical procedure process consist of identification and investigation.
Identification begins by comparing the auditor's expected value with the recorded amount. Given that the
auditor developed an expectation with a particular materiality threshold in mind, he or she then compares
the unexpected differences with the threshold. In substantive testing, an auditor testing for the possible
misstatement of the book value of an account determines whether the audit difference was less than the
auditor's materiality threshold. If the difference is less than the acceptable threshold, taking into considera
tion the desired level of assurance from the procedure, the auditor accepts the book value without further
investigation. If the difference is greater, the next step is to investigate the difference.
.13 In investigation, the auditor considers possible explanations for the difference. The greater the
precision of the expectation (that is, the closer the expectation is to the correct amount) the greater the
likelihood that the difference between the expected and recorded amounts is due to misstatement rather than
nonmisstatement causes. The difference between an auditor's expectation and the recorded book value of
an account (value of an account not subject to auditing procedures) can be due to any or all of the following
three causes: (a) the difference is due to misstatements, (b) the difference is due to inherent factors that affect
the account being audited (for example, the predictability of the account or account subjectivity), and (c) the
difference is due to factors related to the reliability of data used to develop the expectation (for example,
data that have been subject to auditing procedures versus data that have not been subject to auditing
procedures). The greater the precision of the expectation, the more likely the difference between the
auditor's expectation and the recorded value will be due to misstatements (cause a). Conversely, the less
precise the expectation, the more likely the difference is due to factors related to the precision of the
expectation (causes b and c).

Evaluation (Phase IV)
.14 The final phase of the analytical procedure process consists of evaluating the difference between the
auditor's expected value and the recorded amount. It is usually not practicable to identify factors that explain
the exact amount of a difference identified for investigation. However, the auditor should attempt to quantify
that portion of the difference for which plausible explanations can be obtained and, where appropriate,
corroborated and determine that the amount that cannot be explained is sufficiently small to enable him or
her to conclude on the absence of material misstatement.

.15 If a reasonable explanation can not be obtained, SAS No. 47, Audit Risk and Materiality in Conducting
an Audit (AU section 312.34), as amended, requires the auditor to "consider the effects, both individually and
in the aggregate, of misstatements that are not corrected by the entity." The auditor should include both
qualitative and quantitative considerations in evaluating the effects of misstatements. The consideration and
aggregation of misstatements should include the auditor's best estimate of the total misstatements in the
AICPA Audit and Accounting Manual
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account balances or classes of transactions that he or she has examined (likely misstatements), not just the
amount of misstatements specifically identified (known misstatements). Likely misstatements should be
aggregated in a way that enables the auditor to consider whether, in relation to individual amounts, subtotals,
or totals in the financial statements, they materially misstate the financial statements taken as a whole.*

Engagement Planning Procedures
.16 As stated above, the purpose of applying analytical procedures in planning the audit is to assist in
planning the nature, timing, and extent of auditing procedures that will be used to obtain evidential matter
for specific account balances or classes of transactions. To accomplish this, the analytical procedures used in
planning the audit should focus on (a) enhancing the auditor's understanding of the clients' business and
the transactions and events that have occurred since the last audit date, and (b) identifying areas that may
represent specific risks relevant to the audit. Thus, the objective of the procedures is to identify such things
as the existence of unusual transactions and events, and amounts, ratios and trends that might indicate
matters that have financial statement and audit planning ramifications.

.17 Analytical procedures used in planning the audit generally use data aggregated at a high level.
Furthermore, the sophistication, extent and timing of the procedures, which are based on the auditor's
judgment, may vary widely depending on the size and complexity of the client. For some entities, the
procedures may consist of reviewing changes in account balances from the prior to the current year using
the general ledger or the auditor's preliminary or unadjusted working trial balance. In contrast, for other
entities, the procedures might involve an extensive analysis of quarterly financial statements. In both cases,
the analytical procedures, combined with the auditor's knowledge of the business, serve as a basis for
additional inquiries and effective planning.

.18 Although analytical procedures used in planning the audit often use only financial data, sometimes
relevant non-financial information is considered as well. For example, number of employees, square footage
of selling space, volume of goods produced, and similar information may contribute to accomplishing the
purpose of the procedures.

.19

An illustrative program documenting procedures listed in this section is located in AAM section 3165.

Audit Documentation Requirements
.20 Paragraph 22 of SAS No. 56, Analytical Procedures, as amended (AU section 329.22), states than when
an analytical procedure is used as the principal substantive test of a significant financial statement assertion
the auditor should document all of the following:

•

The expectation, where that expectation is not otherwise readily determinable from the documenta
tion of the work performed, and factors considered in its development.

•

Results of the comparison of the expectation to the recorded amounts or ratios developed from the
recorded amounts.

•

Any additional auditing procedures performed in response to significant unexpected differences
arising from the analytical procedure and the results of such additional procedures.

* In March 2006, the AICPA's Auditing Standards Board issued eight SASs that provide extensive guidance concerning the auditor's
assessment of the risks of material misstatement in a financial statement audit, and the design and performance of audit procedures
whose nature, timing, and extent are responsive to the assessed risks. Additionally, the SASs establish standards and provide guidance
on planning and supervision, the nature of audit evidence, and evaluating whether the audit evidence obtained affords a reasonable
basis for an opinion regarding the financial statements under audit. Among the eight SASs issued was SAS No. 107, Audit Risk and
Materiality in Conducting an Audit, which supersedes SAS No. 47. However, the specific requirements of SAS No. 47 mentioned above
in paragraph .15 have been unchanged in SAS No. 107. The eight SASs are effective for audits of financial statements for periods
beginning on or after December 15, 2006; earlier application is permitted.
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Analytical Procedures Audit Guide
.21 For additional guidance practitioners should refer to the AICPA Audit Guide Analytical Procedures.
The Guide provides practical guidance for auditors on the effective use of analytical procedures. Specifically,
the Audit Guide includes a discussion of SAS No. 56 (AU section 329); concepts and definitions; a series of
questions and answers, grouped in the following five categories: precision of the expectation, relationship
of analytical procedures to the audit risk model, evaluation and investigation, purpose of analytical
procedures, and fraud; and a case study illustrating the four types of expectation methods discussed in
chapter 1 of the Guide: trend analysis, ratio analysis, reasonableness testing, and regression analysis.

.22 The Audit Guide also includes illustrations that demonstrate the importance of forming expectations
and considering the precision of the expectation, two of the most misunderstood concepts from SAS No. 56
(AU section 329). The concepts discussed are applicable for all three stages of the audit (planning, substantive
testing, and review). However, the Audit Guide focuses principally on how the concepts are applied to
substantive testing because in designing substantive procedures, auditors ordinarily desire a specified level
of audit assurance. To obtain the Audit Guide, call the AICPA order department at 888-777-7077.

[The next page is 3361.]
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.01

Date

W/P
*Ref.

Understanding the Assignment

A.

Consider the following matters in planning the engagement:

1.

The entity's accounting policies and procedures.

b.

Financial statement items likely to require adjustment.

c.

The nature of reports expected to be rendered (for example,
a report on consolidated or consolidating financial state
ments, reports on financial statements filed with the SEC, or
special reports such as those on compliance with contractual
provisions).

In planning the audit:

2.

3.

a.

a.

Discuss the type, scope, and timing of the audit with the
entity's management, board of directors, or audit committee.

b.

Consider the effects of applicable accounting and auditing
pronouncements, particularly new ones.

c.

Coordinate the assistance of entity personnel in information
preparation.

d.

Determine the extent of involvement, if any, of consultants,
other independent auditors, specialists, and internal auditors.

e.

Read reports and related correspondence of internal audit
staff (if any) and consider the possible effect of internal audit
work and findings on scope of the audit.

Discuss the following matters (and others as appropriate) with
client personnel:
a.

Changes in key personnel.

b.

Significant accounting or reporting problems.

c.

Changes in accounting methods or accounting principles.

d.

Principle findings of internal auditors.

e.

Changes in information processing methods or technology.

f.

Disposition of prior year's management letter points.

As applicable.
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.02

Closing information to be prepared, such as closing journal
entries and post-closing trial balance.

h.

Timing of preliminary audit work, inventory observation,
confirmation procedures, final audit work.

i.

Adequacy of working space for the audit team.

j.

Access to client records.

k.

Assistance to be provided by client personnel.

W/P
Ref
*

Assigning Personnel to the Engagement

B.

1.

Prepare a time budget by audit area for the engagement to
determine manpower requirements and to schedule fieldwork.

2.

Have the engagement partner approve the time budget prior to
the beginning of fieldwork.

3.

Consider the following factors in achieving a balance of engage
ment manpower requirements, personnel skills, individual de
velopment, and utilization:

4.

.03

g.

Date

10-01

C.

a.

Engagement size and complexity.

b.

Personnel availability.

c.

Special expertise required.

d.

Timing of the work performed.

e.

Continuity and periodic rotation of personnel.

f.

Opportunities for on-the-job training.

Have the scheduling and staffing of the engagement approved
by the partner with final responsibility for the engagement, so
that the partner can consider the qualifications, experience, and
training of personnel to be assigned.

Independence

1.

If acting as principal auditor, obtain written confirmation of the
independence of other firms engaged to perform segments of the
audit.
_________

2.

Review annual independence questionnaires for all engagement
personnel to assure that those individuals assigned to the en
gagement are independent.

3.

Review accounts receivable from the client to ascertain whether
any outstanding amounts take on some of the characteristics of
loans and may, therefore, impair the firm's independence.

As applicable.
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4.

In situations in which the firm is not independent, discuss the
issuance of a disclaimer of opinion in accordance with Statement
on Auditing Standards (SAS) No. 26, Association With Financial
Statements, paragraphs 8-10 (AU section 504.08-10).

5.

Evaluate the scope of other services being performed for the
client, such as nonattest services, which may impair the firm's
independence.

D.

Date

W/P
*Ref.

Knowledge of the Entity's Business

1.

2.

Obtain an initial, overall understanding of the clients' operations
by—

a.

Reviewing the prior years' working papers, permanent file,
auditor's report, and financial statements.

b.

Reviewing any interim financial statements or reports for the
current year, including filings with regulatory agencies; or,
if such statement or reports have not been prepared, by
scanning the general ledger (or trial balance) to determine
whether the amounts and relationships appear reasonable in
comparison with the prior years.

c.

Reviewing most recent management letters.

d.

Reviewing the client correspondence file.

e.

Obtaining copies of the minutes of meetings of stockholders,
the board of directors, and relevant committees.

f.

Considering possible impact of nonaudit services rendered
to client on the audit.

Discuss the following matters with management:

a.

Changes in operations, including planned changes.

b.

Significant legal matters and contingencies.

3.

Obtain an understanding of the effect of laws, regulations, and
ordinances having a direct and material effect on the financial
statements, and if necessary prepare a list of such laws for the
workpapers.

4.

Obtain a knowledge of matters that relate to the nature of the
entity's business, its organization, and its operating charac
teristics such as the following:

a.

The type of business.

b.

Types of products and services.

c.

Capital structure.

d.

Related parties.

As applicable.
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5.

6.

e.

Locations.

f.

Production.

g.

Distribution methods.

h.

Compensation methods.

Date

10-01

W/P
Ref

Obtain a knowledge of matters affecting the industry in which
the entity operates, such as the following:

a.

Economic conditions.

b.

Government regulations.

c.

Changes in technology.

d.

Accounting practices common to the industry.

e.

Competitive conditions.

f.

Financial trends and ratios.

Obtain an understanding of the potential environmental reme
diation liabilities to which the client may be exposed. Gaining
knowledge of the following matters will help provide that un
derstanding:

•

The industry or industries in which the client operates.

•

The types of products or services provided by the client.

•

The number and characteristics of the client's locations.

•

Applicable governmental regulations.

•

Production and distribution processes.

Useful sources of information about such matters include indus
try publications, financial statements, and other publicly avail
able information from entities in the same industry, and
information available from regulatory agencies.
7.

Inquire of accounting, finance, operations, environmental, com
pliance, or legal personnel about their knowledge of the com
pany's exposure to environmental remediation liabilities.

8.

Consult other sources of information that relate to the entity's
business, such as the following:

a.

AICPA audit and accounting guides and other publications.

b.

Industry publications.

As applicable.
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9.

c.

Financial statements of other entities in the industry.

d.

Textbooks, periodicals, and individuals knowledgeable
about the industry.

Date

W/P
Ref.*

Consider methods the entity uses to process accounting informa
tion in planning the audit.

10. Consider the following matters in evaluating the effect of the en
tity's information technology on the audit of financial statements:

a.

The extent to which the computers and other information
technology is used in each significant accounting application.

b.

Whether or not the application generates a financial state
ment line item or provides a basis for an accounting estimate.

c.

The significance of the financial statement line item(s) af
fected by the client's use of technology.

d.

The controls placed over the application or system.

e.

The effectiveness of the design and operation of those
controls.
_________

f.

The complexity of the entity's information technology opera
tions, including the use of an outside service center.

g.

The organizational structure of the information technology
activities.
_________

h.

The availability of, and access to, evidence.

i.

The use of computer-assisted audit techniques to increase
the efficiency of performing audit procedures.

11. Consider whether specialized skills are needed to consider the
effect of information technology on the audit.
12. Document the matters listed above relating to a knowledge of the
entity's business in the workpapers, as deemed necessary.
.05

E.

Assessing Auditability

1.

Assess the adequacy of the accounting records for the following
factors:

a.

Transactions described in sufficient detail to permit appro
priate classification in financial statements.

b.

Transactions described in a manner that permits the record
ing of monetary value in the financial statements.

c.

Accounting records include the period in which the transac
tions occurred to permit the recording of transactions in the
appropriate accounting period.

As applicable.
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2.

Obtain sufficient knowledge of the design of the relevant controls
pertaining to each of the five internal control components and
whether they have been placed in operation. In completing this
step, complete the “Internal Control" program at AAM section
5400, as appropriate.

3.

Document the understanding of the entity's five components of
internal control obtained to plan the audit.

4.

Reform the following procedures regarding the integrity of
management:

5.

.06

F.

Date

a.

Inquiries of local attorneys, bankers, and other business
leaders as to the client's standing in the business community.

b.

A check of the client's credit rating.

10-01

W/P
Ref.*

Document the matters listed above relating to the auditability of
the entity in the workpapers, as deemed necessary.

Understanding With the Client/Engagement Letter
1.

Include the following items in the understanding obtained with
the client or the engagement letter:
a.

Name of entity (and subsidiaries, if any) and its year end.

b.

Statement(s) to be audited.

c.

Scope of services, as detailed as necessary—including limi
tations of the engagement.

d.

Type of report(s) to be rendered.

e.

The objective of the audit.

f.

Management's responsibilities.

g.

A statement that management will provide a representation
letter at the conclusion of the audit.

h.

The auditor's responsibilities, including the detection of mis
statements, and the reporting of reportable conditions that
come to the auditor's attention.

i.

Management's responsibility for determining the appropri
ate disposition of financial statement misstatements aggre
gated by the auditor.

j.

A statement that the auditor may decline to issue a report if,
for any reason, the auditor is unable to complete the audit.

k.

A statement that the audit is not designed to provide assur
ance on internal control or to identify reportable conditions.

l.

Provision for client's acceptance signature and date.

m. Expression of thanks for being selected as auditors or to
perform other services.
As applicable.
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Include the following optional items in the engagement letter, as
deemed necessary:

2.

.07

Date

a.

Obligations of the client's staff to prepare schedules and
statements.

b.

Arrangements concerning the involvement of specialists or
internal auditors.

c.

Arrangements involving a predecessor auditor.

d.

Fee or method of determining fee.

e.

Frequency of billing and client's obligations for payment,
including retainer, if applicable.

f.

Any limitation of or other arrangements regarding the liabil
ity of the auditor or the client.

g.

Conditions under which access to the workpapers may be
granted.
_________

h.

Arrangements regarding other services to be provided.

i.

Description of a particular audit procedure, if requested by
the client or deemed necessary for protection of the auditor.

j.

Extent and timing of interim auditing procedures.

k.

Name of client's personnel to be contacted during engagement.

Assessing Audit Risk and Materiality

G.
1.

Determine a preliminary judgment about the dollar amount of
misstatement that would be material to the financial statements.

2.

Relate that amount to tolerable error for specific account balances
in planning audit procedures.

3.

Assess and document inherent risk and control risk to determine
how much detection risk can be accepted while still restricting
audit risk to an acceptably low level.

4.

Assess and document, by considering the understanding ob
tained of the internal control components and by considering all
other matters influencing audit risk, the risk of material misstate
ment due to error, illegal acts, and other factors.

5.

Discuss among engagement personnel the risk of material mis
statement due to fraud according to the guidelines presented in
paragraphs 14-18 of SAS No. 99 (AU section 316.14-.18).

6.

Consider the presence of fraud risk factors in the following
categories:

•

Incentives/pressures to perpetrate fraud

•

Opportunities to carry out the fraud

•

Attitudes/rationalizations to justify a fraudulent action

As applicable.
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8.

9.
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W/P

Date

Ref.*

Obtain information needed to identify risks of material misstate
ment by
a.

Inquiring of management and others within the entity about
the risks of fraud and how they are addressed. (See para
graphs 20 through 27 of SAS No. 99 [AU section 316.20-.27].)

b.

Considering any unusual or unexpected relationships that
have been identified in performing analytical procedures in
planning the audit. (See paragraphs 28 through 30 of SAS
No. 99 [AU section 316.28-.30].)

c.

Consider fraud risk factors. (See paragraphs 31 through 33 and
the appendix of SAS No. 99 [AU section 316.31-33 and .85].)

d.

Considering certain other information that may be helpful in
the identification of risks of material misstatement due to
fraud. (See paragraph 34 of SAS No. 99 [AU section 316.34].)

Identify risks that may result in a material misstatement due to
fraud

a.

Use information gathered (see paragraphs 19 through 34 of
SAS No. 99 [AU section 316.19-34]) to identify risk of mate
rial misstatements due to fraud

b.

Presume that improper revenue recognition is a fraud risk

c.

Consider the risk of management of override of controls

Assess the identified risks after taking into account an evaluation
of the entity's programs and controls that address identified risks
of material misstatement due to fraud.

10. Develop responses to the results of the assessment of the risks of
material misstatement due to fraud in one of the following three
ways:

a.

A response that has an overall effect on how the audit is
conducted. (See paragraph 50 of SAS No. 99 [AU section
316.50].)
_________

b.

A response involving the nature, timing and extent of proce
dures to be performed. (See paragraphs 51 through 56 of SAS
No. 99 [AU section 316.51-.56].)

c.

A response to further address the risk of management over
ride of controls. (See paragraphs 57 through 66 of SAS No.
99 [AU section 316.57-.66].)

11. Document in the workpapers the following:

a.

The discussions among engagement personnel in planning
the audit regarding the susceptibility of the entity's financial
statements to material misstatement due to fraud, including
how and when the discussion occurred, the audit team mem
bers who participated, and the subject matter discussed.

As applicable.
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b.

The procedures performed to obtain information necessary
to identify and assess the risks of material misstatement due
to fraud.
_________

c.

Specific risks of material misstatement due to fraud that were
identified.

d.

If improper revenue recognition has not been identified as a
risk of material misstatement due to fraud, the reasons sup
porting that conclusion.

e.

The results of procedures performed to further address the
risk of management override of controls.

f.

Other conditions and analytical relationships that caused the
auditor to believe that additional auditing procedures or
other responses were required and any further responses the
auditor concluded were appropriate, to address such risks
or other conditions.

Date

W/P
Ref.*

12. Complete the "Fraud Risk Factor Memory Jogger" maintained at
the end of this planning checklist. (Auditors may decide, based
on the circumstances, that completion of the memory jogger is
not necessary.)
13. Consider the risk of material misstatement (due to error, fraud,
illegal acts, and other factors) assessment in determining:

.08

a.

Overall audit strategy.

b.

The nature, timing, and extent of audit procedures.

c.

Staff assignments.

d.

Appropriate levels of supervision.

Assessment of Control Risk

H.

1.

Assess control risk. In assessing control risk, complete the "Inter
nal Control" program at AAM section 5400.

2.

Document conclusions about the control risk assessment, includ
ing the bases for assessing control risk at the maximum or below
the maximum for financial statement assertions.

3.

In circumstances where electronic evidence is significant, recon
sider the appropriateness of assessing control risk at the maximum
and performing only substantive testing, given the usual depend
ency of competent electronic evidence on effective internal control.

4.

Perform the following procedures in assessing control risk at
below the maximum level for some or all financial statement
assertions (see "Internal Control" program at AAM section 5400):

a.

Identify specific control relevant to specific assertions that
are likely to prevent or detect material misstatements in
those assertions.

As applicable.
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5.
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I.

W/P
Ref
*

The client's policy, if any, relative to the prevention of illegal
acts.
_________ _______

____

Perform tests of controls to evaluate the effectiveness of such
controls.
_________

Illegal Acts

Consider the following matters in the assessment of risk that the
entity has not complied with laws and regulations that have a
direct and material effect on the determination of financial state
ment amounts:

a.
b.

Management's understanding of the requirements of laws
and regulations pertinent to audit objectives.

c.

The nature and extent of noncompliance noted in prior
audits.
_________

d.

Internal control components designed to give management
reasonable assurance that the entity complies with those
laws and regulations.

Analytical Procedures

Use analytical procedures which focus on:

1.

.11

Date

If a further reduction in the assessed level of control risk is
desired for some financial statement assertions, perform addi
tional tests of relevant controls.

1.

.10 J.

9-03

a.

Enhancing the auditor's understanding of the client's busi
ness and the transactions and events that have accrued since
the last audit date.

b.

Identifying areas that may represent specific risks relevant
to the audit.

Audit Strategies and the Audit Program

K.

1.

Use the information obtained or developed concerning material
ity, internal control, the results of preliminary analytical proce
dures, risk assessments, and other matters used in assessing
audit risk to plan:

a.

The overall strategy for the conduct and scope of the audit.

b.

The nature, timing, and extent of testing.

c.

Staffing requirements and related levels of supervision.

(Utilize the audit programs maintained at AAM section 5400, as
well as auditor-developed audit programs to meet specific situ
ations.)
2.

Have the final audit programs approved by the engagement
partner.
_________

As applicable.
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AICPA Audit and Accounting Manual

(1) Heavy concentrations of their personal net worth in the entity.

Response

—

—

_____

Additional Information
Illustrative Planning Program

performance arising from the following:

c. Management's personal net wealth is threatened by the entity's financial

(2) Marginal ability to meet debt repayment or other debt covenant requirements.

(1) Need to obtain additional debt or equity financing to stay competitive,
including financing of major research and development or capital expenditures.

expectations of third parties due to the following:

b. Excessive pressure exists for management to meet the requirements or

(7) Rapid growth or unusual profitability especially compared to that of other
companies in the same industry.

(6) Recurring negative cash flows from operations or an inability to generate cash
flows from operations while reporting earnings and earnings growth.

(5) Operating losses making the threat of bankruptcy or foreclosure, imminent.

(4) High vulnerability to rapid changes, such as changes in technology, product
obsolescence, or interest rates.

(3) Significant declines in customer demand and increasing business failures in
either the industry or the economy in which the entity operates.

(2) New accounting, statutory, or regulatory requirements.

(1) High degree of competition or market saturation, accompanied by declining
margins.

Present

at Client? Developed?1

Audit
Response
Documented?
(W/P Ref.)2

9-03

a. Financial stability or profitability is threatened by economic, industry, or entity
operating conditions, such as (or as indicated by):

A. Incentives/Pressures

Fraud Risk Factors Considered

Audit

Part 1— Fraudulent Financial Reporting

An auditor may find this memory jogger helpful during planning and at other stages of the audit, when considering fraud risk factors and assessing the risk of material
misstatement due to fraud. The listing below contains example risk factors for small, privately-owned businesses. If used, this memory jogger should be tailored for
the particular client being audited. Identified or possible risk factors should be added to the list. An auditor may also decide to remove the example factors from the
list,based on the circumstances. In any event, be sure to consider fraud risk factors that relate to fraudulent financial reporting and misappropriation of assets in every
related category presented below. An auditor should feel free to use this practice aid as he or she sees fit (e.g., adding attachments, redesigning the form of the memory
jogger). Finally, note that SAS No. 99 (AU section 316) does not require an auditor to use a memory jogger or checklist of fraud risk factors.

.12

60

3371
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Present

Response

at Client? Developed?1

Audit
Response
Documented?
(W/P Ref.)2

Additional Information

Engagement Planning and Administration

(3) Ineffective accounting and information systems including situations involving
reportable conditions.

(2) High turnover rates or employment of ineffective accounting staff.

(1) Inadequate monitoring of controls, including automated controls.

c. Internal control components are deficient as a result of the following:

(3) High turnover of senior management or counsel.

(2) Overly complex organizational structure involving unusual legal entities or
managerial lines of authority.

(1) Difficulty in determining the organization or individuals that have controlling
interest in the entity.

b. There is a complex or unstable organizational structure as evidenced by the
following:

(3) Significant, unusual, or highly complex transactions, especially those close to
year end that pose difficult "substance over form"questions.

(2) Assets, liabilities, revenues, or expenses based on significant estimates that
involve subjective judgments or uncertainties that are difficult to corroborate.

(1) Significant related-party transactions not in the ordinary course of business or
with related entities not audited or audited by another firm.

a. The nature of the industry or the entity's operations provides opportunities to
engage in fraudulent financial reporting that can arise from the following:

B. Opportunities

d. There is excessive pressure on management or operating personnel to meet
financial targets set by the owner, including sales or profitability incentive goals.

inappropriately reduce income taxes, to defraud a divorced spouse or a partner
of his or her share of the profits or assets of a business, or to convince a judge
or arbitrator that the business in dispute is not capable of providing adequate
cash flow. Keep in mind that you are not required to plan your audit to discover
personal information (e.g., marital status) of the owner-manager. However, if
you become aware of such information, you should consider it in your
assessment of risk of material misstatement due to fraud.

reported. Specific examples include m anagem ent's m otivation to

(3) Adverse consequences on significant matters if good financial results are

(2) Personal guarantees of debt of the entity that are significant to their personal
net worth.

Fraud Risk Factors Considered

Audit

3372
60
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Frequent disputes with the current or predecessor auditor on accounting,
auditing, or reporting matters.

Unreasonable demands on the auditor, such as unreasonable time constraints
regarding the completion of the audit or the issuance of the auditor's report.

Formal or informal restrictions on the auditor that inappropriately limit access
to people or information or the ability to communicate effectively with the board
of directors or audit committee.

Domineering management behavior in dealing with the auditor, especially
involving attempts to influence the scope of the auditor's work or the selection
or continuance of audit personnel assigned to the engagement.

a.

b.

c.

d.

Response

Additional Information

1

I

_____

Illustrative Planning Program

9. The relationship between management and the current or predecessor auditor is
strained, as exhibited by the following:

8. Recurring attempts by management to justify marginal or inappropriate
accounting on the basis of materiality.

7. An interest by management in employing inappropriate means to minimize
reported earnings for tax motivated reasons.

6. Management failing to correct known reportable conditions on a timely basis.

achieve aggressive or unrealistic forecasts.

5. A practice by management of committing to, creditors, and other third parties to

Present

at Client? Developed?1

Audit
Response
Documented?
(W/P Ref.)2

9-03

4. Known history of violations or claims against the entity, its owner or senior
management alleging fraud or violations of laws and regulations.

3. Nonfinancial management's excessive participation in or preoccupation with the
selection of accounting principles or the determination of significant estimates.

by management or the communication of inappropriate values or ethical
standards.

2. Ineffective communication and support of the entity's values or ethical standards

1. A failure for management to display and

communicate an appropriate attitude
regarding internal control and the financial reporting process.

C. Attitudes/ Rationalizations

Fraud Risk Factors Considered

Audit

60

3373
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Audit
Response
Documented?
(W/P Ref.)2

r
Additional Information

60

(2) Inadequate management oversight of employees responsible for assets.

Response

at Client? Developed?1

Present

Audit

Engagement Planning and Administration

(1) Inadequate segregation of duties or independent checks. Inadequate
segregation of duties is quite often understandable in a small business
environment in that it's a function of the entity's size. However, you should
consider it in conjunction with other risk factors and with mitigating controls.

b. Inadequate internal control over assets may increase the susceptibility of
misappropriation of those assets. For example, misappropriation of assets may
occur because there is the following:

(5) Fixed assets, that, are small in size, marketable, or lacking observable
identification of ownership.

(4) Easily convertible assets.

(3) Inventory items that are small in size, of high value, or in high demand.

(2) Company issued credit cards.

(1) Large amounts of cash on hand or processed.

a. Certain characteristics or circumstances may increase the susceptibility of assets
to misappropriation. For example, opportunities to misappropriate assets
increase when there are the following:

B. Opportunities

(2) Promotions, compensation, or other rewards inconsistent with expectations.

(1) Known or anticipated future layoffs.

b. Adverse relationships between the entity and employees with access to cash or
other assets susceptible to theft may motivate those employees to misappropriate
those assets. For example, adverse relationships may be created by the following:

a. Personal financial obligations may create pressure on management or employees
with access to cash or other assets susceptible to theft to misappropriate those assets.

A. Incentives/Pressures

Fraud Risk Factors Considered

Part 2— Misappropriation of Assets

3374
9-03
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Inadequate record keeping with respect to assets.

Inadequate system of authorization and approval of transactions (for example,
in purchasing).

Inadequate physical safeguards over cash, investments, inventory, or fixed
assets.

Lack of timely and appropriate documentation of transactions, for example,
credits for merchandise returns.

Lack of mandatory vacations for employees performing key control functions.

Inadequate management understanding of information technology, which
enables information technology employees to perpetrate a misappropriation.

(4)

(5)

(6)

(7)

(8)

(9)

AICPA Audit and Accounting Manual

Response

Based on the assessment of risk of material misstatement due to fraud, an auditor may respond to identified risk factors individually or in combination.

Additional Information

2

Illustrative Planning Program

3375

The auditor's response to identified risk factors should be documented. Documentation should be maintained at a place in the workpapers considered most suitable, depending
upon the type of risk factor and the type of response. Generally, if a response is specific to a particular account balance or class of transactions, documentation of the audit procedures
would be placed in the appropriate audit program (e.g., Cash, Investments). If it is determined that audit procedures already planned or normally carried out are a sufficient response to
the identified risk factor, that fact should be documented.

1

[The next page is 3381.]

4. Changes in behavior or lifestyle that may indicate assets have been
misappropriated.

3. Behavior indicating displeasure or dissatisfaction with the company or its
treatment of the employee.

2. Disregard for internal control over misappropriation of assets by overriding
existing controls or by failing to correct known internal control deficiencies.

misappropriations of assets.

1. Disregard for the need for monitoring or reducing risks related to

C. Attitudes/Rationalizations

1

Present

at Client? Developed?1

Audit
Response
Documented?
(W/P Ref.)2

9-03

(10) Inadequate access controls over automated records.

Inadequate job applicant screening of employees with access to assets.

(3)

Fraud Risk Factors Considered

Audit

60
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Audit Assignment Controls
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Audit Assignment Controls
.01

Audit Time Budget — Sample A
Client____________________________________________________

Audit date____________________________________________

Prepared by_______________________________________________
Approved:

Supervisor

Date

Final work:

Preliminary work:
Start

Date

Partner

End

Start

End
Budget (in hours)
May to Nov.

Dec. to April

Cash
Receivables:
Confirmation of balances
Review ledgers, etc.
Inventories:
Observation of physical counts
Price tests, etc.
Securities and investments
Property, plant, and equipment
Accumulated depreciation and amortization
Other assets
Notes and accounts payable
Tax accruals
Other liabilities
Capital stock
Retained earnings
Other equity accounts
Income accounts
Costs and expense accounts

Current provision for taxes
Other income and expense accounts
Minutes, agreements, etc.
Conferences with client
General supervision and planning

Review computer programs and auditability
Review of internal control
Review and update permanent files
Travel
Report and statement review
Other matters

Total budgeted hours
(Excludes tax and report departments' time)

AICPA Audit and Accounting Manual
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Audit Time Budget -Sam ple B
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i

Year Ended

6-97
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Audit Time Analysis (Short Form)

35
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Audit Time Analysis (Long Form)

Engagement Planning and Administration

_____________________________ Year Ended__________________________

3384
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Audit Time Analysis (Long Form)— continued
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.05
Weekly Progress Report

Date____________________

Supervisor

In-charge accountant

Client

Case

Staff days—seven hours
Original
Estimate

Used
to date

Unused

Est. to
complete

Variance

In-charge accountant

Assistants (list):

Total assistants
Grand total

[The next page is 3401.]
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AAM Section 3175

Sample Engagement Letters
.01 Following are illustrative engagement letters (and one engagement memorandum). They may be
used as guides in the design of specific letters, tailored to satisfy the terms of a particular engagement.

.02

Audit Engagement Leading to Opinion

LACKO, LYNCH, BROWN & COMPANY

Certified Public Accountants

[Date]
Mr. Matt Decker, President
Civil War Antiques, Inc.
111 Burnside Highway
Sharpsburg, Maryland 00000
Dear Mr. Decker:

This will confirm our understanding of the services we will provide to Civil War Antiques, Inc. for the year
ending December 31, 20XX.
We will audit the balance sheet of Civil War Antiques, Inc. as of December 31, 20XX, and the related
statements of income, retained earnings, and cash flows for the year then ended, for the purpose of expressing
an opinion on them.

The financial statements are the responsibility of the Company's management. Encompassed in that
responsibility is the establishment and maintenance of effective internal control over financial reporting, the
establishment and maintenance of proper accounting records, the selection of appropriate accounting
principles, the safeguarding of assets, and compliance with relevant laws and regulations. Management is
also responsible for making all financial records and related information available to us.
Our responsibility is to express an opinion on the financial statements based on our audit, and is limited to
the period covered by our audit. If circumstances preclude us from issuing an unqualified opinion, we will
discuss the reasons with you in advance. If, for any reason, we are unable to complete the audit or are unable
to form or have not formed an opinion, we may decline to express an opinion or decline to issue a report as
a result of the engagement.
We are responsible for conducting the audit in accordance with generally accepted auditing standards. Those
standards require that we obtain reasonable rather than absolute assurance about whether the financial
statements are free of material misstatement, whether caused by error or fraud. Accordingly, a material
misstatement may remain undetected. Also, an audit is not designed to detect error or fraud that is immaterial
to the financial statements. We will inform you of all matters of fraud that come to our attention. We will
also inform you of illegal acts that come to our attention, unless they are clearly inconsequential.1
1 Some practitioners prefer to include in an engagement letter a clause that would indemnify them against knowing management
misrepresentations in jurisdictions where such clauses are permitted. Ethics Ruling No. 94 under AICPA Rule of Conduct 101 (ET section 191.188
and .189) states that the following indemnification clause in an engagement letter would not impair a CPA's independence: "The client agrees to
release, indemnify, and holds me (us) (and my (our) partners and our heirs, executors, personal representatives, successors, and assigns) harmless
from any liability and costs resulting from knowing misrepresentations by management." Auditors of publicly held companies also should
consider the applicable Securities and Exchange Commission rules on independence before including an indemnification clause in an
engagement letter. Note that the AICPA Professional Ethics Executive Committee is currently addressing the issue of indemnification clauses
and is expected to issue guidance on the topic during the second half of 2006. Practitioners should be alert to any final guidance.

AICPA Audit and Accounting Manual
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An audit includes obtaining an understanding of internal control sufficient to plan the audit and to determine
the nature, timing, and extent of audit procedures to be performed. An audit is not designed to provide
assurance on internal control or to identify reportable conditions. However, we are responsible for ensuring
that you are aware of any reportable conditions which come to our attention.2
An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. Accordingly, the areas and number of transactions selected for testing will involve
judgment. An audit also includes assessing the accounting principles used and significant estimates made
by management, as well as evaluating the overall financial statement presentation. Our procedures will
include tests of documentary evidence supporting the transactions recorded in the accounts, tests of the
physical existence of inventory, and direct confirmation of receivables and certain other assets and liabilities
by correspondence with selected customers, creditors, legal counsel, and banks. At the conclusion of our
audit, we will request certain written representations (a "representation letter") from you about the financial
statements and related matters.

The Company's management is responsible for adjusting the financial statements to correct material
misstatements and for affirming to us in the representation letter that the effects of any uncorrected
misstatements aggregated by us during the current engagement and pertaining to the latest period
presented are immaterial, both individually and in the aggregate, to the financial statements taken as a
whole.

As part of our engagement for the year ending December 31, 20XX, we will review the federal and state
income tax returns for Civil War Antiques, Inc. Further, we will be available during the year to consult with
you on the tax effects of any proposed transactions or contemplated changes in business policies.
Assistance to be supplied by your personnel, including the preparation of schedules and analyses of accounts,
is described in a separate attachment. Timely completion of this work will facilitate the completion of our
audit.

If you intend to publish or otherwise reproduce the financial statements and make reference to our firm,
you agree to provide us with printers' proofs or masters for our review and approval before printing.
You also agree to provide us with a copy of the final reproduced material for our approval before it is
distributed.

Our fees will be billed as work progresses and are based on the amount of time required plus out-of-pocket
expenses. Invoices are payable upon presentation. Our initial fee estimate assumes we will receive the
aforementioned assistance from your personnel and unexpected circumstances will not be encountered. We
will notify you immediately of any circumstances we encounter that could significantly affect our initial
estimate of total fees, which will range from $XX,XXX to $XX,XXX.
The working papers for this engagement are the property of Lacko, Lynch, Brown & Company and constitute
confidential information. However, we may be requested to make certain working papers available to
[name of regulator] pursuant to authority given to it by law or regulation. If requested,
access to such working papers will be provided under the supervision of Lacko, Lynch, Brown & Company
2 In May 2006, the AICPA's Auditing Standards Board issued SAS No. 112, Communicating Internal Control Related Matters Identified in
an Audit. SAS No. 112 eliminates the use of the term "reportable conditions," but instead requires the auditor to communicate, in
writing, to management and those charged with governance, significant deficiencies and material weaknesses identified in an audit.
(Significant deficiencies are control deficiencies that adversely affect the client's ability to initiate, authorize, record, process, or report
financial data reliably in accordance with generally accepted accounting principles such that there is more than a remote likelihood that
a misstatement of financial statements that is more than inconsequential will not be prevented or detected. Material weaknesses are
significant deficiencies that result in more than a remote likelihood that a material misstatement of the financial statements will not be
prevented or detected.) SAS No. 112 is effective for audits of financial statements ending on or after December 15, 2006; earlier
application is permitted. See SAS No. 112 for further details.
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personnel. Furthermore, upon request, we may provide photocopies of selected working papers to
[name of regulator]. The [name of regulator] may
intend, or decide, to distribute the photocopies or information contained therein to others, including
governmental agencies.3

If this letter correctly expresses your understanding, please sign the enclosed copy where indicated and
return it to us.
We appreciate the opportunity to serve you and trust that our association will be a long and pleasant one.

Sincerely,
LACKO, LYNCH, BROWN & COMPANY

[Engagement Partner's Signature]
Accepted and agreed to:

[Client Representative's Signature]
[Title]

[Date]

3 This paragraph is optional depending upon the nature of the engagement.
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Change in Circumstances From Those Contemplated in Original Engagement Letter

MACARTHUR & KENNEY, CPA'S

Certified Public Accountants

[Date]
Mr. James Melakon, Treasurer
Nimbus Country Club
64 Vasily Road
Velikiye Luki, Ohio 10000
Dear Mr. Melakon:

As we agreed in our original engagement letter dated [date] we are notifying you that our audit of your
December 31, 20XX financial statements requires additional procedures.
We have found that certain guest checks are held for only three months after they are paid. Thus, a substantial
number of guest checks are not available for examination. Fortunately, your internal control activities allow
us to use alternative procedures to satisfy ourselves on this part of the audit. However, this will require
substantially more time than examining guest checks.

The fee for these additional services will be billed at our standard per diem rates and added to the fees quoted
in our previous letter.
The situation has been discussed with your controller, who assured us that in the future all guest checks will
be kept for two years.
If this letter correctly expresses your understanding, please sign the enclosed copy where indicated and
return it to us.

Very truly yours,

MACARTHUR & KENNEY, CPA'S
[Engagement Partner's Signature]

Accepted and agreed to:

[Client Representative's Signature]
[Title]
[Date]

AAM §3175.03
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Conditions Encountered Which Do Not Permit Expression of Opinion as Anticipated in Original
Engagement Letter

GEROW, COLLINS & PATCH

Certified Public Accountants

[Date]
Mrs. Helene Daestrom, President
Cohrane Manufacturing, Inc.
1234 West Street
Cedar Hill, Tennessee 10000
Dear Mrs. Daestrom:
Our March 15, 20XX letter described our present engagement as an audit for the purpose of expressing an
opinion on the financial statements based on our audit. This letter is to inform you that because of the
circumstances described below, we will be required to qualify our opinion on these statements.

As you know, the Internal Revenue Service has proposed total income tax assessments of approximately
$XXX,XXX for the three fiscal years ended December 31,20XX. Your tax counsel has advised us that although
you have a defensible position and will protest the assessments, counsel cannot offer an opinion as to your
ultimate liability. No provision for this assessment or any portion of it is included in your December 31,20XX
financial statements, nor do you feel any is necessary.
Due to an inability to obtain sufficient evidential matter to support your assertions regarding the tax
assessment situation described above, we will be unable to express an unqualified opinion. Our report will
state the reasons for the qualification of our opinion.

You and your tax counsel have advised that you will inform us of any new developments in the proposed
assessment before our report is issued so that we may consider their effect on your financial statements and
on our report.

Sincerely,
GEROW, COLLINS & PATCH
[Engagement Partner's Signature]

Note:

The client is not asked to sign this letter. Its purpose is to inform the client of the altered circumstances
and the effect on the opinion. There is no change in the terms of the engagement. However, it might
be desirable to have the client acknowledge receipt of this letter by signing a copy and returning it
where—for example—it is a problem, or when there has been a history of misunderstandings.
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Sample Engagement Memorandum (When No Formal Engagement Letter Is Sent)

Engagement Memorandum

The following understanding was agreed to between Gabreski and Bong, CPAs and Kramden Bowling, Inc.
[Date]

February 18, 20XX

Client

Kramden Bowling, Inc.

Address

1 Oak Street, Winchester, Virginia 00000

Phone

(555) 555-5555

Final arrangements made with

Ralph Marshall, President

Date final arrangements made

February 15, 20XX, at a meeting in the Kramden
Bowling, Inc. offices

Client's personnel responsible for accounting
matters

John Sandoval, Treasurer

Bob Wesley, Controller
Objective of engagement

Audit engagement. Expression of an opinion on the
financial statements. Also, review of federal and state
income tax returns for year ended March 31,20XX. If, for
any reason, we are unable to complete the audit or are
unable to form or have not formed an opinion, we may
decline to express an opinion or decline to issue a report.

Management's responsibilities

Management is responsible for the entity's financial
statements, establishing and maintaining effective
internal control over financial reporting, identifying and
ensuring that the entity complies with the laws and
regulations applicable to its activities, and for making all
financial records and related information available to us.
At the conclusion of the engagement, management will
provide us with a letter that confirms certain
representations made during the audit. Management is
responsible for adjusting the financial statements to
correct material misstatements and for affirming to us in
the representation letter that the effects of any
uncorrected misstatements aggregated by us during the
current engagement and pertaining to the latest period
presented are immaterial, both individually and in the
aggregate, to the financial statements taken as a whole.

Auditor's responsibilities

We are responsible for conducting the audit in
accordance with generally accepted auditing standards.
Those standards require that we obtain reasonable
rather than absolute assurance about whether the
financial statements are free of material misstatement,
whether caused by error or fraud. Accordingly, a
material misstatement may remain undetected. Also, an
audit is not designed to detect error or fraud that is
immaterial to the financial statements. We will inform
management of all matters of fraud that come to our
attention. We will also inform the client of illegal acts that
come to our attention, unless they are clearly
inconsequential.
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Internal control

An audit includes obtaining an understanding of
internal control sufficient to plan the audit and to
determine the nature, timing, and extent of audit
procedures to be performed. An audit is not designed
to provide assurance on internal control or to identify
reportable conditions. However, we are responsible
for ensuring that management is aware of any
reportable conditions which come to our attention.1

Financial statements to be audited

Balance sheet at March 31, 20XX and statements of
income, retained earnings, shareholders' equity, and
cash flows for year ended March 31, 20XX

Responsibilities of client's personnel in
preparation for engagement

Trial balance of G/L and completion of schedules, a
list of which we will submit two weeks before
beginning of engagement

Reports to be addressed to

Board of Directors (twelve copies)

Date audit to commence

Approximately April 24, 20XX (check with controller
about April 10)

Estimated time required

Approximately three weeks

Staff requirements

Manager, supervisor, in-charge senior, and two staff
assistants

Billing arrangements

Every two weeks, at standard plus out-of-pocket
costs; invoices to attention of Bob Wesley; payable on
presentation

Special accounting problems

Client was involved in a substantial sale and leaseback transaction during the year
Imputed interest may be required on long-term
liabilities resulting from purchase of business

Other comments

Client is presently negotiating with machinists' union

1 In May 2006, the AICPA's Auditing Standards Board issued SAS No. 112, Communicating Internal Control Related Matters Identified in
an Audit. SAS No. 112 eliminates the use of the term “reportable conditions," but instead requires the auditor to communicate, in
writing, to management and those charged with governance, significant deficiencies and material weaknesses identified in an audit.
(Significant deficiencies are control deficiencies that adversely affect the client's ability to initiate, authorize, record, process, or report
financial data reliably in accordance with generally accepted accounting principles such that there is more than a remote likelihood that
a misstatement of financial statements that is more than inconsequential will not be prevented or detected. Material weaknesses are
significant deficiencies that result in more than a remote likelihood that a material misstatement of the financial statements will not be
prevented or detected.) SAS No. 112 is effective for audits of financial statements ending on or after December 15, 2006; earlier
application is permitted. See SAS No. 112 for further details.
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.06 Audit of Personal Financial Statements
[Salutation]

This will confirm our understanding of the arrangement for our audit of the financial statements of James
and Jane Person for the [period] ended [date].

We will audit the statement of financial condition of James and Jane Person as of [date] and the related
statement of changes in net worth for the [period] then ended, for the purpose of expressing an opinion on
them. The financial statements are the responsibility of James and Jane Person. You are responsible for
establishing and maintaining effective internal control over financial reporting, making all financial records
and related information available for audit, and for identifying and ensuring compliance with the laws and
regulations applicable to your activities.
You are responsible for adjusting the financial statements to correct material misstatements and for affirming
to us in the representation letter that the effects of any uncorrected misstatements we have aggregated during
the current engagement and pertaining to the latest period presented are immaterial, both individually and
in the aggregate, to the financial statements taken as a whole.
*
We will conduct our audit in accordance with generally accepted auditing standards. Those standards
require that we plan and perform the audit to obtain reasonable rather than absolute assurance about whether
the financial statements are free of material misstatement, whether caused by error or fraud. Accordingly, a
material misstatement may remain undetected.1 Also, an audit is not designed to detect error or fraud that
is immaterial to the financial statements. If, for any reason, we are unable to complete the audit or are unable
to form or have not formed an opinion, we may decline to express an opinion or decline to issue a report as
a result of the engagement.

The audit includes obtaining an understanding of internal control sufficient to plan the audit and to
determine the nature, timing and extent of audit procedures to be performed. An audit is not designed to
provide assurance on internal control or to identify reportable conditions. However, we are responsible for
ensuring you are aware of any reportable conditions which come to our attention.*1
2
At the conclusion of our audit, you will provide us with a letter that confirms certain representations made
during the audit.
We will also [discussion of other services, if any].

Our fees for these services [specify fees or terms].
We shall be pleased to discuss this letter with you at any time.
If this letter is in accordance with your understanding, please sign the copy of this letter in the space provided
and return it to us.
SAS No. 89, Audit Adjustments, among other matters, amends SAS No. 83, Establishing an Understanding With the Client (AU section
310), to add this new item to the list of matters generally addressed in the understanding with the client. SAS No. 89 is effective for
audits of financial statements for periods beginning on or after December 15,1999, with earlier adoption permitted.

1 SAS No. 99, Consideration of Fraud in a Financial Statement Audit (AU section 316), describes the auditor's responsibilities to plan and
perform the audit to obtain reasonable assurance as to whether the financial statements are free of material misstatement, whether
caused by error or fraud, and provides guidance on what should be done to meet those responsibilities.
2 In May 2006, the AICPA's Auditing Standards Board issued SAS No. 112, Communicating Internal Control Related Matters Identified in
an Audit. SAS No. 112 eliminates the use of the term "reportable conditions," but instead requires the auditor to communicate, in
writing, to management and those charged with governance, significant deficiencies and material weaknesses identified in an audit.
(Significant deficiencies are control deficiencies that adversely affect the client's ability to initiate, authorize, record, process, or report
financial data reliably in accordance with generally accepted accounting principles such that there is more than a remote likelihood that
a misstatement of financial statements that is more than inconsequential will not be prevented or detected. Material weaknesses are
significant deficiencies that result in more than a remote likelihood that a material misstatement of the financial statements will not be
prevented or detected.) SAS No. 112 is effective for audits of financial statements ending on or after December 15, 2006; earlier
application is permitted. See SAS No. 112 for further details.
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Sincerely yours,

(Signature of accountant)

Acknowledged:

(Date)
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.07 Audit of Not-for-Profit Financial Statements

[Date]
[Name and address]
Dear [Contact]:
Agreement To Provide Services
This agreement is intended to describe the nature and scope of our services.

As agreed, we will audit the statement of financial position of [Name of Client] (the "abbreviated name") as of
[date] and the related statements of activities and cash flows for the year then ended in accordance with
auditing standards generally accepted in the United States of America. The financial records and financial
statements are the responsibility of the [Organization's] management. In that regard, management is respon
sible for establishing and maintaining effective internal control over financial reporting, establishing and
maintaining proper accounting records, selecting appropriate accounting principles, safeguarding company
assets and complying with relevant laws and regulations. Management is also responsible for making all
financial records and related information available to us.
Our responsibility is to express an opinion on the financial statements based on our audit. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements,
assessing the accounting principles used and significant estimates made by management and evaluating the
overall financial statement presentation.

At the conclusion of our audit, we will submit to you a report containing our opinion as to whether the
financial statements, taken as a whole, are fairly presented based on accounting principles generally accepted
in the United States of America. If during the course of our work it appears for any reason that we will not
be in a position to render an unqualified opinion on the financial statements, or that our report will require
an explanatory paragraph, we will discuss this with you. It is possible that because of unexpected circum
stances, we may determine that we cannot render a report or otherwise complete the engagement. If, for any
reason, we are unable to complete the audit or are unable to form or have not formed an opinion, we may
decline to express an opinion or decline to issue a report as a result of the engagement. If, in our professional
judgment, the circumstances require, we may resign from the engagement prior to completion.

We will design our audit to provide reasonable rather than absolute assurance of detecting errors or fraud
that would have a material effect on the financial statements. Our work will be based primarily upon selected
tests of evidence supporting the amounts and disclosures in the financial statements and, therefore, will not
include a detailed check of the [Organization's] transactions for the period. Accordingly, an audit performed
in accordance with auditing standards generally accepted in the United States of America is not a guarantee
of the accuracy of the financial statements, and there is a risk that material errors or fraud may exist and not
be detected by us. Also, an audit is not designed to detect errors or fraud that are immaterial to the financial
statements. However, we will inform you of any material errors or fraud that come to our attention. We will
also inform you of illegal acts that come to our attention unless they are clearly inconsequential. In addition,
during the course of our audit, financial statement misstatements may be identified, either through our audit
procedures or through communication by your employees to us and we will bring these misstatements to
your attention as proposed adjustments. Management is responsible for recording such adjustments in the
financial statements or otherwise concluding and confirming in a representation letter provided to us at the
conclusion of our audit, that the effects of the unrecorded adjustments are, both individually and in the
aggregate, immaterial to the financial statements taken as a whole. At the conclusion of our audit we will
communicate to management and all those charged with governance all such unrecorded adjustments.
An audit includes obtaining an understanding of internal control sufficient to plan the audit and to determine
the nature, timing and extent of audit procedures to be performed. An audit is not designed to provide assurance
on internal control or to identify significant deficiencies or material weaknesses. However, we are responsible
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Copyright © 2006, American Institute of Certified Public Accountants, Inc.

72

9-06

Sample Engagement Letters

3411

for ensuring that you are aware of any significant deficiencies or material weaknesses which come to our
attention during our engagement.1

Ownership of Working Papers
The working papers prepared in conjunction with our audit are the property of our Firm, constitute
confidential information and will be retained by us in accordance with our Firm's policies and procedures.
Reproduction of Audit Report
If the [Organization] plans any reproduction or publication of our report, or any portion of it, copies of masters'
or printers' proofs of the entire document should be submitted to us in sufficient time for our review and
approval before printing. You also agree to provide us with a copy of the final reproduced material for our
approval before it is distributed.
Management Representations

As required by auditing standards generally accepted in the United States of America, we will request certain
written representations from management at the close of our audit to confirm oral representations given to
us and to indicate and document the continuing appropriateness of such representations and reduce the
possibility of misunderstanding concerning matters that are the subject of the representations. Because of
the importance of management's representations to an effective audit and provided the audited financial
statements and our report thereon are not included in registration statements under the Securities Act of
1933 or in a Private Placement Memorandum, the [Organization] agrees to release and indemnify [Firm] and
its personnel from any liability and costs relating to our services under this agreement attributable to any
misrepresentations by management.
Availability of Records

You agree that all records, documentation, and information we request in connection with our audit
(including those pertaining to related parties) will be made available to us, that all material information will
be disclosed to us, and that we will have full cooperation of your personnel.

Assistance by Your Personnel
We also ask that your personnel, to the extent possible, prepare various schedules and analyses for our staff.
This assistance by your personnel will serve to facilitate the progress of our work and minimize costs to you.

Preparation of Tax Returns [if applicable]

As part of our engagement, we will prepare the Federal Form 990 and [identify other returns] for the year
ended [date]. This return will be prepared in accordance with professional standards and may be processed
by a contract computer service that has agreed to maintain the confidentiality of all information furnished.
Our work in connection with the preparation of the Form 990 does not include any procedures designed to
discover defalcations or other fraud, should any exist.

You have the final responsibility for the Form 990. Therefore, you should review it carefully before you sign
and file it.
1 In May 2006, the AICPA's Auditing Standards Board issued SAS No. 112, Communicating Internal Control Related Matters Identified in
an Audit. SAS No. 112 eliminates the use of the term "reportable conditions," but instead requires the auditor to communicate, in
writing, to management and those charged with governance, significant deficiencies and material weaknesses identified in an audit.
(Significant deficiencies are control deficiencies that adversely affect the client's ability to initiate, authorize, record, process, or report
financial data reliably in accordance with generally accepted accounting principles such that there is more than a remote likelihood that
a misstatement of financial statements that is more than inconsequential will not be prevented or detected. Material weaknesses are
significant deficiencies that result in more than a remote likelihood that a material misstatement of the financial statements will not be
prevented or detected.) SAS No. 112 is effective for audits of financial statements ending on or after December 15, 2006; earlier
application is permitted. See SAS No. 112 for further details.

AICPA Audit and Accounting Manual

AAM §3175.07

3412

Engagement Planning and Administration

72

9-06

Other Services [modify as necessary]
We are always available to meet with you and/or other executives at various times throughout the year to
discuss current business, operational, accounting, and auditing matters affecting the [Organization]. When
ever you feel such meetings are desirable, please let us know. We are also prepared to provide services to
assist you in any of these areas. We will also be pleased, at your request, to attend your directors' meetings.

Independence

Professional standards require us to be independent with respect to the [Organization] in the performance
of our services. Any discussions that you have with personnel of our firm regarding employment could pose a
threat to our independence. Therefore, we request that you inform us prior to any such discussions so that
we can implement appropriate safeguards to maintain our independence. In addition, if you hire one of our
personnel, you agree to pay us a fee of [XX]% of that individual's base compensation at the [Organization],
[xx] days from the first day of employment.
Audit and Tax Fees
Our charges to the [Organization] for the audit [and tax return preparation] services described above are
expected to be $[fee], plus out-of-pocket expenses. The fee is based on anticipated cooperation from your
personnel and the assumption that unexpected circumstances will not be encountered during the audit. If
significant additional time is necessary, we will discuss it with you and arrive at a new fee estimate before
we incur the additional costs. Bills will be rendered on a monthly basis with payment due upon presentation.
Prior to the release of the audit report, we will require payment of 100% of all fees billed.

Our charges for other services will be agreed to separately.
*
*
*
The arrangements described in this letter will be updated annually.

Very truly yours,

[FIRM]
By___________________________________________
[Name]
[Title]

Acknowledged:
By___________________________________________
Title_________________________________________
Date_________________________________________
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Audit of Not-for-Profit Financial Statements Subject to the Provisions of OMB Circular A-1331

[Date]
[Name and address]
Dear [Contact]:
Agreement to Provide Services

This letter confirms our understanding of the services we will provide to [Name of Client] (the [abbreviated
name]) for the year ending [date].2

We will audit the [abbreviated name]'s basic financial statements as of and for the year ending [date]. We will
conduct our audit in accordance with auditing standards generally accepted in the United States of America
(GAAS) and the standards applicable to financial audits contained in Government Auditing Standards, issued
by the Comptroller General of the United States. We also will report on the supplementary schedule of
expenditures of federal awards that accompanies the basic financial statements.
In addition, we will audit the [abbreviated name]'s compliance with the types of compliance requirements
described in the U.S. Office of Management and Budget (OMB) Circular A-133 Compliance Supplement that are
applicable to each of its major federal programs as defined in OMB Circular A-133, Audits of States, Local
Governments, and Non-Profit Organizations. We will conduct our audit of the [abbreviated name]'s compliance
with those compliance requirements in accordance with GAAS, the standards applicable to financial audits
contained in Government Auditing Standards, and the requirements of OMB Circular A-133.

The objectives of our audit are the expression of our opinions concerning:
•

Whether the financial statements are presented fairly, in all material respects, in conformity with
accounting principles generally accepted in the United States of America (GAAP).

•

Whether the schedule of expenditures of federal awards is presented fairly, in all material respects,
in relation to the basic financial statements taken as a whole.

•

Whether the [abbreviated name] complied with the types of compliance requirements described in the
Compliance Supplement that are applicable to each of the [abbreviated name]'s major federal pro
grams.

Based on the results of our audit, we expect to prepare and issue:
•

A report on the financial statements that provides our opinion or disclaimer of opinion on the basic
financial statements and on the schedule of expenditures of federal awards.

•

A report on internal control over financial reporting and on compliance based on an audit of financial
statements performed in accordance with the standards applicable to financial audits contained in
Government Auditing Standards.

•

A report that provides our opinion or disclaimer of opinion on compliance with requirements
applicable to each major program and that reports on internal control over compliance in accordance
with OMB Circular A-133.

•

A schedule of findings and questioned costs.

1 Note to users of this sample engagement letter: This sample engagement letter was derived from a sample letter in the AICPA Practice
Aid, Auditing Recipients of Federal Awards: Practical Guidance for Applying OMB Circular A-133, 2005-2006 Edition (product no. 006621).
That practice aid includes additional resources in paper and electronic form for a Circular A-133 audit.
2 Note to users of this sample engagement letter: You should add to the engagement letter, as appropriate, for additional considerations,
such as performing procedures relating to a compliance audit of or limited-scope audits of subrecipients, the involvement of other
auditors (for example, a joint audit with a minority firm), or the auditee's responsibility for obtaining the cooperation of the predecessor
auditor.
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We also will complete the appropriate sections of and sign the OMB Data Collection Form that summarizes
our audit findings. We will provide copies of our reports to you so that they can be included in the [abbreviated
name]'s reporting package as defined in OMB Circular A-133. The [abbreviated name] is responsible for
submitting the reporting package and OMB Data Collection Form to the appropriate recipients.

Our ability to express the opinions and render the reports referred to above, and the wording of our opinions
and reports, will depend on the results of the audit and the facts and circumstances at the date of those
reports. If circumstances preclude us from issuing unqualified opinions, we will discuss the reasons with
you in advance. If circumstances preclude us from completing our audit and issuing our reports as we
contemplate, we will advise you and other appropriate parties promptly and take appropriate action.
Financial Statement Audit

The [abbreviated name]'s management is responsible for the basic financial statements and the schedule of
expenditures of federal awards as well as all representations contained therein. Encompassed in that
responsibility are the establishment and maintenance of effective internal control over financial reporting;
the establishment and maintenance of proper accounting records; the selection of appropriate accounting
principles; the safeguarding of assets; the prevention and detection of fraud; and the identification of and
compliance with laws, regulations, and the provisions of contracts or grant agreements. Management also
is responsible for adjusting the basic financial statements to correct material misstatements and for affirming
to us in its representation letter that the effects of any uncorrected misstatements that we accumulate during
the current audit and pertaining to the latest period presented are immaterial, both individually and in the
aggregate, to the basic financial statements.
Our responsibility is to express an opinion on the basic financial statements based on our audit, and is limited
to the period covered by our audit. An audit of financial statements includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements; therefore, our audit will involve
judgment about the number of transactions to be examined and the areas to be tested. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the financial statement presentation.

We will plan and perform the audit to obtain reasonable rather than absolute assurance about whether the
basic financial statements are free of material misstatement, whether caused by error or fraud. Accordingly,
a material misstatement may remain undetected. In addition, an audit is not designed to detect error or fraud
that is immaterial to the basic financial statements.

As part of our audit of the basic financial statements, we will obtain an understanding of the [abbreviated
name]'s internal control over financial reporting sufficient to plan the audit and to determine the nature,
timing, and extent of our auditing procedures for the purpose of expressing our opinion on the financial
statements. Our audit is not designed to provide an opinion on the [abbreviated name]'s internal control over
financial reporting or to identify significant deficiencies in the design or operation of internal control over
financial reporting.
We also will perform tests of the [abbreviated nameYs compliance with certain provisions of laws, regulations,
and the provisions of contracts or grant agreements. However, it is not our objective to provide an opinion
on overall compliance with those provisions and, accordingly, we will not express such an opinion.
In planning the audit, we will follow up on known significant findings and recommendations from previous
financial audits, attestation engagements, performance audits, or other studies that directly relate to the
objectives of the current audit to determine the effect on our risk assessment and audit procedures.

As part of our audit, we will be alert to situations or transactions that could be indicative of abuse, which
involves behavior that is deficient or improper when compared with behavior that a prudent person would
AAM §3175.08

Copyright © 2005, American Institute of Certified Public Accountants, Inc.

68

9-05

Sample Engagement Letters

3415

consider reasonable and necessary business practice given the facts and circumstances. The determination
of abuse is subjective; Government Auditing Standards does not expect us to provide reasonable assurance of
detecting abuse, and we will not design the audit to detect abuse. However, if we become aware of indications
of material abuse, we will apply procedures to ascertain whether abuse has occurred.
We will include in our reports information about the following, if any: significant deficiencies in internal
control over financial reporting (reportable conditions); reportable conditions that are material weaknesses;
fraud or illegal acts unless they are clearly inconsequential; material violations of contracts or grant
agreements; and material abuse.

A schedule of expenditures of federal awards will accompany the [abbreviated name]'s basic financial
statements. We will subject that schedule to the audit procedures applied in our audit of the basic financial
statements and render our opinion on whether that schedule is fairly presented, in all material respects, in
relation to the basic financial statements taken as a whole. We also will make specific inquiries of management
about that schedule, which management will affirm to us in its representation letter.
Compliance Audit of Federal Programs

The [abbreviated name]'s management is responsible for compliance with laws, regulations, and the provisions
of contracts or grant agreements related to federal programs. Encompassed in that responsibility is the
establishment and maintenance of internal control over compliance that provides reasonable assurance that
the [abbreviated name] is managing federal awards in compliance with laws, regulations, and provisions of
contracts or grant agreements.
Our responsibility is to express an opinion on whether the [abbreviated name] complied with the types of
compliance requirements described in the OMB Circular A-133 Compliance Supplement that could have a direct
and material effect on each of the [abbreviated name]'s major federal programs. Following the criteria for
federal program risk in OMB Circular A-133, we will determine which federal programs should be consid
ered major programs and thus included within the scope of the compliance audit.3
We will plan and perform the audit to obtain reasonable assurance about whether noncompliance with the
types of compliance requirements that are applicable to the [abbreviated name]'s major federal programs could
have a direct and material effect on each of its major federal programs. An audit of compliance includes
examining, on a test basis, evidence about the [abbreviated name]'s compliance with those requirements and
performing such other procedures we consider necessary in the circumstances. Our audit does not provide
a legal determination on the [abbreviated name]'s compliance with those requirements.

As part of our audit of compliance applicable to the [abbreviated name]'s major federal programs, we will
obtain an understanding of the [abbreviated name]'s internal control over compliance sufficient to plan the
audit and to determine the nature, timing, and extent of our auditing procedures for the purpose of
expressing our opinion on compliance and not to provide assurance on the internal control over compliance.
We also will perform testing of internal control as required by OMB Circular A-133.
We also will follow up on prior audit findings by performing procedures to assess the reasonableness of the
[abbreviated name]'s summary schedule of prior audit findings.
We will include in our reports information about the following, if any: significant deficiencies in internal
control over major programs (reportable conditions), identifying any that are material weaknesses; material
noncompliance with laws, regulations, and provisions of contracts or grant agreements related to major
programs; certain known questioned costs; fraud affecting federal awards; abuse that is material to a federal
program; and other federal award audit findings as required by Government Auditing Standards and OMB
Circular A-133.
3 Note to users of this sample engagement letter: This paragraph should be modified if the auditor elects to use a dollar threshold
approach to selecting major programs, as allowed by A-133 for first-year single audits.
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Other Communications Arising From the Audit

In connection with planning and performing our audit we will communicate certain matters to appropriate
[abbreviated name] personnel and to its audit committee, including our responsibilities for testing and
reporting on internal control over financial reporting and on compliance with laws, regulations, and
provisions of contracts or grant agreements, both for our financial statement audit and our compliance
audit of major federal programs.4 We also will communicate certain matters of interest, as applicable, to
the audit committee, including changes in significant accounting policies or their application; adjustments
arising from the audit that could either individually or in the aggregate have a significant effect on the
[abbreviated name]'s financial reporting process; and fraud involving senior management that is not otherwise
included in our reports.

In planning and performing our audit, we will ask management, the audit committee, the internal auditor,
and others within the entity about fraud or suspected fraud; allegations of fraud or suspected fraud; the risks
of fraud; programs and controls established to prevent and detect fraud; whether management has commu
nicated information about those programs and controls to the audit committee; and how management
communicates to employees its views on business practices and ethical behavior.

We also may communicate in a management letter certain matters identified during the audit or possible
ways to improve the [abbreviated name]'s operational efficiency and effectiveness or otherwise improve its
internal control or other policies or procedures. Under GAAS and Government Auditing Standards, we also
may be required to directly report fraud, illegal acts, violations of provisions of contracts or grant agreements,
and abuse to outside parties.
Preparation of Tax Returns [if applicable]

As part of our engagement, we will prepare the Federal Form 990 [and identify other returns] for the year ended
[date]. This return will be prepared in accordance with professional standards and may be processed by a
contract computer service that has agreed to maintain the confidentiality of all information furnished.
Our work in connection with the preparation of Form 990 does not include any procedures designed to
discover defalcations or other fraud, should any exist.

You have the final responsibility for the Form 990. Therefore, you should review it carefully before you sign
and file it.

Other Matters
Other [Abbreviated Name] Responsibilities

The [abbreviated name] agrees to make available to us all records, documentation, and information we request
in connection with our audit, to disclose to us all material information, and to give to us the full cooperation
of the [abbreviated name]'s personnel. An enclosure to this letter describes the assistance to be supplied by
[abbreviated name] personnel, including preparation of schedules and analyses of accounts, and the timing
for that assistance. Timely completion of that work will facilitate the conclusion of our audit.
The [abbreviated name] agrees to provide us printer's proofs of its basic financial statements, schedule of
expenditures of federal awards, and other information for its Circular A-133 reporting package for our review
and approval before printing. The [abbreviated name] also agrees to provide us with a copy of the final
reproduced material for our approval before distributing it.
The [abbreviated name] also is responsible for:
4 Note to users of this sample engagement letter: Government Auditing Standards, paragraphs 4.08 and 4.09, specifies the parties to whom
this communication should be made.
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•

Taking timely and appropriate steps to remedy fraud, illegal acts, violations of provisions of contracts
or grant agreements, or abuse that we report.

•

Having a process to track the status of audit findings and recommendations.

•

Identifying for us previous financial audits, attestation engagements, performance audits, or other
studies related to the objectives of our audit and the corrective actions taken to address significant
findings and recommendations.

•

Providing its views on our current findings, conclusions, and recommendations, as well as manage
ment's planned corrective actions, for our reports. The corrective action plan that the [abbreviated
name] develops for its OMB Circular A-133 reporting package may fully or partially satisfy this
responsibility.

Our reports on the [abbreviated name]'s internal control and compliance will state that they are intended solely
for the information and use of the audit committee, management, federal awarding agencies, and passthrough entities and are not intended to be and should not be used by anyone other than these specified
parties. However, the [abbreviated name] should make copies of our reports available for public inspection
unless they are restricted by law or regulation, or contain privileged and confidential information.
Other Auditor Responsibilities

As required by GAAS, we will make specific inquiries of management about the representations embodied
in the basic financial statements, the effectiveness of internal control, and the [abbreviated name]'s compliance
with laws, regulations, and the provisions of contracts or grant agreements that govern federal programs.
We also will obtain a representation letter from management about those matters.
If during our audit we become aware that the [abbreviated name] is subject to an audit requirement that is not
encompassed in the terms of this engagement, we will communicate to management and the audit committee
that those terms may not satisfy the relevant legal, regulatory, or contractual requirements.
The documentation for this audit is our firm's property and constitutes confidential information. We will
maintain that documentation for the minimum period of time required by applicable auditing standards and
requirements. In accordance with Government Auditing Standards, OMB Circular A-133, and federal law, we
may be required, upon request, to make certain of that documentation (including photocopies) available to
other auditors or reviewers, including the cognizant or oversight agency for audit or its designee, a federal
agency providing direct or indirect funding, and the U.S. Government Accountability Office. Those parties
may intend, or decide, to distribute the photocopies or information contained therein to others, including
other governmental agencies and the public. We will notify you of any such requests.

Peer Review Reports

Our firm undergoes a periodic external peer review that examines the quality of our auditing practice. We
are enclosing with this letter a copy of the report and letter of comment from our firm's most recent external
peer review.
Other Services

We are always available to meet with you or other executives at various times throughout the year to discuss
current business, operational, accounting, and auditing matters affecting the [abbreviated name]. Whenever
you feel such meetings are desirable, please let us know. We also are prepared to provide services to assist
you in any of these areas. We also will be pleased, at your request, to attend your directors' meetings.

If the [abbreviated name] wishes to assert that it complied, in all material respects, with specified laws and
regulations, we could perform an engagement in accordance with the American Institute of Certified Public
Accountants' and Government Auditing Standards' attestation standards. The procedures we would perform
would be more limited than if we were to express an opinion on management's assertions.
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Independence

Professional standards require us to be independent with respect to the [abbreviated name] in the performance
of our services. Any discussion that you have with personnel of our firm regarding employment could pose
a threat to our independence. Therefore, we request that you inform us prior to any such discussions so that
we can implement appropriate safeguards to maintain our independence. In addition, if you hire one of our
personnel, you agree to pay us a fee of [XX]% of that individual's base compensation at the [abbreviated name],
[xx] days from the first day of employment.
Fees

Our fee estimate, which is shown in a separate schedule, is based on a "core" amount for the financial
statement audit and tax return preparation services plus an incremental amount for the compliance audit of
federal programs, based on the [abbreviated name]'s actual number of major programs.5 We also will charge
the [abbreviated name] for our out-of-pocket expenses. We will bill our fees as work progresses with payment
to be made upon presentation. Our initial fee estimate and our target date for delivering our reports assume
that we will receive the aforementioned assistance from [abbreviated name] personnel and that we will not
encounter unexpected circumstances. We will notify you immediately of any circumstances we encounter
that could significantly affect our initial estimate of fees or our report delivery date, which is on or about
[date]. Prior to the release of the audit reports, we will require payment of 100% of all fees billed.

Our charges for other services will be agreed to separately.
*

*

*

The arrangements described in this letter will be updated annually.
Very truly yours,

[Firm]
By___________________________________________
[Name]
[Title]

Acknowledged:
By___________________________________________
[Name]
[Title]
Date_________________________________________

Attachments: Required assistance from [Name of Client] personnel; peer review report and letter of comment
for the CPA firm's most recent peer review; fee schedule

[The next page is 4001.]
5 Note to users of this sample engagement letter: Various factors may change the level of effort required for the compliance audit of
federal programs from year-to-year. For example, the auditee may have more or fewer federal programs or major programs because of
new or discontinued federal programs, increased or decreased federal funding for existing programs, and OMB changes in program
clusters; or the auditee may achieve or lose low-risk auditee status. As shown in this sample letter, auditors could consider pricing their
services for the compliance audit based on the number of major programs to be audited.
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AAM Section 4000
Internal Control
The material included in these sections on internal control is presented for
illustrative purposes only. The comments and illustrations are neither all inclusive
nor are they prescribed minimums. They are intended as conveniences for users of
this manual who may want assistance when developing materials to meet their
individual needs.
This manual is a nonauthoritative kit of practice aids and, accordingly, these
sections on internal control do not include extensive explanation or discussion of
authoritative pronouncements. Users of this manual are urged to refer directly to
applicable authoritative pronouncements when appropriate.
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AAM Section 4100
Introduction
Overview
.01 On every audit, the auditor is required to obtain an understanding of internal control sufficient to
plan the audit. A "sufficient" understanding means you should perform procedures to understand how
internal controls are designed and determine whether they have been placed in operation. In obtaining this
understanding, the auditor should consider how an entity's use of information technology (IT) and manual
procedures, may affect controls relevant to the audit. Then the auditor should assess control risk for the
assertions embodied in the account balance, transaction class, and disclosure components of the financial
statements.

.02 Statement on Auditing Standards (SAS) No. 55 (AU section 319), as amended, provides a framework
to help you obtain your understanding of internal control.* This framework breaks internal control into five
components as identified in AAM section 4200.03, which in turn are linked to entity objectives. When
planning the audit, you should obtain an understanding of each of the five internal control components that
relate to objectives relevant to the audit.
.03

Your understanding of internal control is used to—

•

Identify types of potential misstatement.

•

Consider factors that affect the risk of material misstatement.

•

Design tests of controls, when applicable.

•

Design substantive tests.

. 04 Your understanding of a client's internal control should be based on your previous experience with
the client and the following:
•

Inquiries of appropriate management, supervisory, and staff personnel.

•

Inspection of documents and records.

•

Observation of the entity's activities and operations.

. 05 Once you obtain an understanding of the design of controls and determine whether they have been
placed in operation, you should develop an audit strategy at the assertion level that is generally based on
one of the following planned control risk assessments:
•

Control risk at or slightly below the maximum level.1 This will result in a primarily substantive approach
to auditing the assertion. When a significant amount of information supporting one or more financial

In March 2006, the AICPA's Auditing Standards Board issued eight SASs that provide extensive guidance concerning the auditor's
assessment of the risks of material misstatement in a financial statement audit, and the design and performance of audit procedures
whose nature, timing, and extent are responsive to the assessed risks. Additionally, the SASs establish standards and provide guidance
on planning and supervision, the nature of audit evidence, and evaluating whether the audit evidence obtained affords a reasonable
basis for an opinion regarding the financial statements under audit. Among the eight SASs issued was SAS No. 109, Understanding the
Entity and Its Environment and Assessing the Risks of Material Misstatement, which supersedes SAS No. 55. The eight SASs are effective for
audits of financial statements for periods beginning on or after December 15, 2006; earlier application is permitted. See SAS No. 109 for
requirements concerning obtaining an understanding of internal control.

1 The term maximum level means the greatest probability that a material misstatement that could occur in a financial statement
assertion will not be prevented or detected on a timely basis by an entity's internal control.
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statement assertions is electronically initiated, recorded, processed, or reported (especially when
evidence exists only in electronic form), the auditor may determine that it is not possible to assess
control risk at the maximum and design effective substantive tests that by themselves would provide
sufficient evidence that the assertions are not materially misstated. In those cases, additional tests to
determine the operating effectiveness of controls surrounding the electronic environment are necessary.
•

Control risk below the maximum level. This will require additional tests to determine the operating
effectiveness of specified controls, but in return, you will be able to modify the nature, timing, and
extent of substantive audit procedures.

.06 AAM section 3125 provides a more detailed description of how to consider internal control at the
planning phase of an audit.
.07 The following sections provide additional guidance on how you should consider internal control.
•

AAM section 4200—Internal Control Framework. This section provides more detail on the internal
control framework described in SAS No. 55 (AU section 319), as amended.

•

AAM section 4300—Illustrative Internal Control Forms—Small Business. The forms in this section serve
two purposes: (1) to help you perform the procedures necessary to understand internal control, and
(2) to document that understanding. This section is to be used for small business entities.

•

AAM section 4400—Illustrative Internal Control Forms—Medium to Large Business. These forms are
similar to the ones provided in AAM section 4300, except geared to medium to large businesses.

•

AAM section 4500—Flowcharting. This section provides examples of how you might document your
understanding of internal control using flowcharting techniques.

•

AAM section 4600—Assessing Control Risk Below the Maximum. This section provides guidance on the
procedures to be performed when you plan a control risk assessment below the maximum for a
specific assertion.

[The next page is 4201.]
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AAM Section 4200
Internal Control Framework
Introduction
.01 As described in AAM section 3125, Statement on Auditing Standards (SAS) No. 55 (AU section 319),
as amended, provides a framework to help you obtain an understanding of internal control. That framework
is built on two concepts: objectives and components.

.02 An objective is what the entity is trying to achieve. Generally, an entity tries to achieve objectives in
the following three categories:
•

Reliability of financial reporting

•

Effectiveness and efficiency of operations

•

Compliance with applicable laws and regulations

.

03

For each of these objectives, internal control consists of the following five interrelated components:

•

Control environment, which sets the tone of an organization and influences the control consciousness
of its people. It is the foundation for all other components of internal control and provides discipline
and structure.

•

Risk assessment, which is the entity's identification and analysis of relevant risks to achievement of its
objectives. It forms a basis for determining how the risks should be managed.

•

Control activities, which are the policies and procedures that help ensure management directives are
carried out.

•

Information and communication, systems support the identification, capture, and exchange of informa
tion in a form and time frame that enables people to carry out their responsibilities.

•

Monitoring, which is a process that assesses the quality of internal control performance over time.

.04 Although an entity's internal control addresses objectives referred to in AAM section 4200.02, not all
of these objectives and related controls are relevant to an effective audit of an entity's financial statements.
Generally, controls that are relevant to an audit pertain to the entity's objective of preparing reliable financial
statements for external purposes. An entity may have controls that relate to operations and compliance with
laws and regulations that are not relevant to an audit and therefore need not be considered.
.05 The Jones family owns and operates several neighborhood grocery stores in Anytown. The bank reconciliation
performed by the Jones Grocery controller is an example of a control that relates primarily to the financial reporting
objective. Jones also has an inventory tracking and management system that allows each store manager to track inventory
levels and order new items before they stock-out. This control activity is part of the operations objective. Each store
has a small deli that prepares sandwiches and some hot foods. These food preparation activities must comply with state
health laws and regulations, and Jones has policies in place to help ensure that those laws and regulations are met. Those
policies are directed at the compliance objective of the entity.
.06 The controls having to do with the ordering of inventory or compliance with state health laws and regulations
are important to Jones Grocery, but ordinarily will not relate to the audit of the company's financial statement. If you
were the auditor of Jones Grocery, you may wish to ask about and document these controls for client service or other
purposes, but because these controls are not relevant to the audit, you are not required to do so.
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However, if controls relating to operations and compliance objectives pertain to data you evaluate
or use in applying auditing procedures, then they may be relevant to the audit.
.07

.08 For example, the financial reporting system may produce a sales report by inventory stock number
for each sales region. If the auditor decided to use information from this report when auditing the proper
valuation of inventory, he or she should obtain an understanding of the following:

•

Which transactions or classes of transactions are included in the report

•

How significant accounting data about those transactions are entered into and flow through the
financial reporting system

•

The files that are processed

•

The nature of processing involved in producing the report

.09 Controls pertaining to detecting noncompliance with laws and regulations that may have a direct
and material effect on the financial statements, such as controls over compliance with income tax laws and
regulations used to determine the income tax provision, may be relevant to an audit.
.10 Internal control over safeguarding of assets against unauthorized acquisition, use, or disposition may
include controls relating to financial reporting and operations objectives. For example, use of a lockbox
system for collecting cash or access controls, such as passwords that limit access to the data and programs
that process cash disbursements may be relevant to a financial statement audit. Conversely, controls to
prevent the excess use of materials in production generally are not relevant to a financial statement audit.
Your responsibility to understand internal control is generally limited to those controls relevant to the
reliability of financial reporting.

.11 The internal control framework described in SAS No. 55 (AU section 319), as amended, is only a
means to help you consider the impact of an entity's internal control in an audit. Your primary concern is
not the classification of a specific control into any particular component and related objective. Rather, your
primary concern is whether a specific control affects financial statement assertions. Controls relevant to the
audit are those that individually or in combination with others are likely to prevent or detect material
misstatements in financial statement assertions. Such controls may exist in any of the five components.

.12 Suppose you are the auditor of Jones Grocery. As on all audits, you are required to obtain an understanding of
internal control sufficient to plan the audit. To achieve this, you organize your inquiries and other procedures to
understand each of the five components of internal control that relate to the financial reporting objectives. As a result
of performing your procedures, you discover the client's bank reconciliation procedures. Should a bank reconciliation
be considered a "control procedure"? What about the fact that someone follows up and investigates old or unusual
reconciling items? Is that considered a "monitoring" activity?
.13 These questions are rhetorical since the issue of how to classify a particular control is irrelevant for your
purposes. As an auditor, your primary consideration is to understand how the bank reconciliations, whether individually
or in combination with other controls, affect financial statement assertions relating to cash.

Effect of Information Technology on Internal Control
.14 An entity's use of IT may affect any of the five components of internal control relevant to the
achievement of the entity's financial reporting, operations, or compliance objectives, and its operating units
or business functions. For example, an entity may use IT as part of discrete systems that support only
particular business units, functions, or activities, such as a unique accounts receivable system for a particular
business unit or a system that controls the operation of factory equipment. Alternatively, an entity may have
complex, highly integrated systems that share data and that are used to support all aspects of the entity's
financial reporting, operations, and compliance objectives.
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.15 The use of IT also affects the fundamental manner in which transactions are initiated, recorded,
processed, and reported. In a manual system, an entity uses manual procedures and records in paper format
(for example, individuals may manually record sales orders on paper forms or journals, authorize credit,
prepare shipping reports and invoices, and maintain accounts receivable records). Controls in such a system
also are manual and may include such procedures as approvals and reviews of activities, and reconciliations
and follow-up of reconciling items. Alternatively, an entity may have information systems that use auto
mated procedures to initiate, record, process, and report transactions, in which case records in electronic
format replace such paper documents as purchase orders, invoices, shipping documents, and related
accounting records. Controls in systems that use IT consist of a combination of automated controls (for
example, controls embedded in computer programs) and manual controls. Further, manual controls may be
independent of IT, may use information produced by IT, or may be limited to monitoring the effective
functioning of IT and of automated controls, and to handling exceptions. An entity's mix of manual and
automated controls varies with the nature and complexity of the entity's use of IT.
.16 IT provides potential benefits of effectiveness and efficiency for an entity's internal control because
it enables an entity to—

•

Consistently apply predefined business rules and perform complex calculations in processing large
volumes of transactions or data.

•

Enhance the timeliness, availability, and accuracy of information.

•

Facilitate the additional analysis of information.

•

Enhance the ability to monitor the performance of the entity's activities and its policies and procedures.

•

Reduce the risk that controls will be circumvented.

•

Enhance the ability to achieve effective segregation of duties by implementing security controls in
applications, databases, and operating systems.

.17

IT also poses specific risks to an entity's internal control, including—

•

Reliance on systems or programs that are inaccurately processing data, processing inaccurate data,
or both.

•

Unauthorized access to data that may result in destruction of data or improper changes to data,
including the recording of unauthorized or nonexistent transactions or inaccurate recording of
transactions.

•

Unauthorized changes to data in master files.

•

Unauthorized changes to systems or programs.

•

Failure to make necessary changes to systems or programs.

•

Inappropriate manual intervention.

•

Potential loss of data.

. 18 The extent and nature of these risks to internal control vary depending on the nature and charac
teristics of the entity's information system. For example, multiple users, either external or internal, may access
a common database of information that affects financial reporting. In such circumstances, a lack of control
at a single user entry point might compromise the security of the entire database, potentially resulting in
improper changes to or destruction of data. When IT personnel or users are given, or can gain, access
privileges beyond those necessary to perform their assigned duties, a breakdown in segregation of duties
can occur. This could result in unauthorized transactions or changes to programs or data that affect the
financial statements. Therefore, the nature and characteristics of an entity's use of IT in its information system
affect the entity's internal control.
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. 19 The purpose of this section is to provide guidance on each of the five components that comprise the
internal control framework. This guidance should help you perform procedures to obtain an understanding
of internal control. These procedures generally require the following steps:

• Understand internal control components that have a pervasive effect on the organization.
• Understand how information technology (IT) is used to process significant accounting information.

• Understand control activities for significant account balances or transaction cycles.
• Assess the risk of management override and lack of segregation of duties.

Focus on the Small Business Entity
. 20 This section emphasizes the audit of a small business entity. Small business entities are typically
characterized by—

• A single owner or a small group of owners who manage the business on a day-to-day basis.
• A small number of employees involved in the accounting function.
• No outside board of directors or internal audit function.
• The use of off-the-shelf, unmodified computer software or the use of an outside computer service
organization to process significant accounting information.
.

21

This section provides some guidance for the audits of medium to large businesses.

Controls With a Pervasive Effect on the Organization
. 22 Your client's control components consist of controls that either have a pervasive effect on the
organization or are designed to address specific account balances and classes of transactions or activities.
Initially, you should focus on the policies and procedures that have a pervasive effect on the organization.

Understanding the Control Environment
. 23 The control environment sets the tone of an organization. It influences the control consciousness of
its people and is the foundation for all other components of internal control. In obtaining an understanding
of your client's control environment, you should try to understand the owner-manager's attitude, awareness,
and actions concerning the control environment. The following paragraphs describe some factors you should
consider when evaluating your client's control environment.

. 24 Integrity and Ethical Values. The effectiveness of internal control cannot rise above the integrity
and ethical values of the owner-manager. Integrity and ethical values are essential elements of the control
environment because they affect the design, administration, and monitoring of other internal control
components.

. 25 Management may tell you a great deal about their integrity and ethical values. They may even commit
their words to a written document. Responses to inquiries and written policies are good, but as an auditor you
should focus on management's actions and how these actions affect the entity on a day-to-day basis.
. 26 For management's integrity and ethical values to have a positive effect on the entity, the following
must exist.
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•

The business owner and management must personally have high ethical and behavioral standards.

•

These standards must be communicated to company personnel. In a small business, this communi
cation is often informal.

•

The standards must be reinforced.

.27

When observing and evaluating management's actions be alert for the following:

•

Segregation of personal from business funds and activities. Many small business owners intermingle their
personal and business activities, for example, the company may pay the owner's credit card bills even
if they contain non-business expenditures. You should consider the owner's attitude and the care
with which he or she separates the personal from the business activities. It's not unusual for a business
to pay the owner's credit card bills, but the more important question is "does the owner reimburse
the company?" Owners who treat company assets as if they were personal assets set a bad example
for employees who may be encouraged to do the same.

•

Dealing with signs of problems. Consider how management deals with signs that problems exist,
particularly when the cost of identifying and solving the problem could be high. For example,
suppose your client became aware of a possible environmental contamination on their premises. How
would they react? Would they try to hide it, deny its existence, or act evasively if asked about it, or
would they actively seek out your advice or the advice of their attorney?

•

Removal or reduction of incentives and temptations. Individuals may engage in dishonest, illegal, or
unethical acts simply because the owner-manager gives them strong incentives or temptations to do
so. Removing or reducing these incentives and temptations can go a long way toward diminishing
undesirable behavior.

The emphasis on results, particularly in the short term, fosters an environment in which the price of
failure becomes very high. Incentives for engaging in fraudulent or questionable financial reporting
practices include—
— Pressure to meet unrealistic performance targets, particularly for short-term results.
— High performance-dependent rewards.

— Upper and lower cutoffs on bonus plans.
Temptations for employees to engage in improper practices include—
— Nonexistent or ineffective controls, such as poor segregation of duties in sensitive areas, that offer
temptations to steal or conceal questionable financial reporting practices.

— Owner-managers who are unaware of actions taken by employees.
— Penalties for improper behavior that are insignificant or unpublicized and thus lose their value
as deterrents.
•

Management intervention. There are certain situations where it is appropriate for management to
intervene and overrule prescribed policies or procedures for legitimate purposes. For example,
management intervention is usually necessary to deal with non-recurring and non-standard trans
actions or events that otherwise might be handled by the financial reporting information system. You
should consider whether management has provided guidance on the situations and frequency with
which intervention of established controls is appropriate. Management intervention should be
documented and explained.

. 28 Commitment to Competence. Competence should reflect the knowledge and skills necessary to
accomplish tasks that define an individual's job. Commitment to competence includes management's
consideration of the competence levels for particular jobs and how those levels translate into requisite skills
and knowledge.
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. 29 Mrs. Jones has always kept the books for Jones Grocery. She is "self-taught," with no formal training in
accounting or bookkeeping. There are no plans to replace Mrs. Jones with someone more "qualified." As the auditor of
Jones Grocery you recognized the risk of having an untrained bookkeeper and design your audit approach to address
such concerns by—
•

"Training" Mr. and Mrs. Jones to call you whenever they have a transaction out of the ordinary.

•

Strongly encouraging Mrs. Jones to take training classes on her accounting software package. (She has.)

•

Explaining to Mrs. Jones the importance of key accounting records such as the accounts payable subledger and
inventory reports.

•

Teaching Mrs. Jones important basic control functions such as bank reconciliations.

. 30 Management's Philosophy and Operating Style. Management's philosophy and operating style
encompass a broad range of characteristics. Such characteristics may include—
•

The owner-manager's approach to taking and monitoring business risks.

•

Attitudes and actions toward financial reporting and tax matters.

•

Emphasis on meeting budget, profit, and other financial and operating goals.

.31 Management's philosophy and operating style have a significant influence on the control environ
ment, particularly in a small business where the owner-manager dominates the organization, regardless of
the consideration given to the other control environment factors. For example, you may be concerned about
your client's unduly aggressive attitude toward financial reporting. Not only might this cause you to assess
control risk at the maximum for some or all assertions, but it may heighten concerns about irregularities
affecting certain assertions.

.32 However, a dominant owner-manager does not necessarily cause you to assess control risk at the
maximum.
.33 Mr. Jones dominates the management of Jones Grocery. He demonstrates a positive attitude toward the control
environment and a moderate to conservative attitude toward accepting business risk such as expansion. He is more
concerned about taxes than financial reporting. Mr. Jones uses information generated by the financial reporting
information system to monitor the financial results of the company and compare it to prior periods. His review of the
accounting reports encourages Mrs. Jones and others who help with the accounting to work with greater care. Mr. Jones
also performs many control activities himself, such as the review and supervision of the physical inventory counts.
Although Mr. Jones is concerned about his income tax liability, you might not view the possible bias to misstate income
as a significant risk because of the otherwise positive control environment.

.34 Organizational Structure. Your client's organizational structure provides the framework within
which its activities for achieving entity-wide objectives are planned, executed, controlled, and monitored.

.35 Significant aspects of establishing an organizational structure include considering key areas of
authority and responsibility and appropriate lines of reporting. Small business entities usually have fairly
simple organizational structures. A highly structured organization with formal reporting lines and respon
sibilities may be appropriate for large entities, but for a small business, this type of structure may impede
the necessary flow of information.
.36 Assignment of Authority and Responsibility. The assignment of authority and responsibility in
cludes the following:

•

The establishment of reporting relationships and authorization procedures

•

The degree to which individuals and groups are encouraged to use initiative in addressing issues
and solving problems
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•

The establishment of limits of authority

•

Policies describing appropriate business practices

•

Resources provided for carrying out duties

4207

.37 Alignment of authority and accountability often is designed to encourage individual initiatives,
within limits. Delegation of authority means surrendering central control of certain business decisions to
lower echelons, to the people who are closest to everyday business transactions.
.38 A critical challenge is to delegate only to the extent required to achieve objectives. This requires
ensuring that risk acceptance is based on sound practices for identifying and minimizing risk, including
sizing risks and weighing potential losses versus gains in arriving at good business decisions.
.39 Another challenge is ensuring that all personnel understand the entity's objectives. It is essential that
each individual knows how his or her actions interrelate and contribute to achievement of the objectives.

.40 Mr. Jones had to decide how to delegate authority and responsibility when he expanded Jones Grocery from the
one, original store to its present eight-store chain spread out over Greater Anytown and the surrounding suburbs. One
area that proved problematic was setting prices. Mr. Jones assumed that he would be able to set the prices at all the
stores, just like he did for his original store. He felt this was a good procedure because it allowed him some control over
profit margins. Problems arose because the competitive pressures were different in different areas of the city. A competitor
in the North Suburb ran specials or lowered prices on certain items, while a competitor in the Western Suburb ran
specials on different items. It became too difficult for Mr. Jones to keep up with the constantly changing price battles at
eight different stores. He eventually delegated this responsibility to the individual store managers. He set a limit on how
much a store manager could discount prices without his prior approval, but other than that, the store managers had the
freedom to set prices to respond to the changing competitive environment.
.41 The responsibility for accounting information was also affected by Jones Grocery's expansion. Mr. Jones'
original thought was that each store would be run as a separate business, with separate financial reporting information
systems that would be "consolidated" together at the main store. Problems soon developed in several areas, most notably
accounts payable. The store managers were responsible for entering vendor invoices into the computer system. But it
seemed that no matter how much Mr. Jones threatened, cajoled, and begged his store managers to enter the invoices on
a timely basis, they just couldn't do it consistently. The procedure had to be changed. Now, the store managers only
have the responsibility to check incoming goods for quantity and condition. Vendor invoices are sent directly to Mrs.
Jones at the main store, and she is responsible for maintaining the accounts payable for all the stores.

.42 The control environment is greatly influenced by the extent to which individuals recognize that they
will be held accountable. This holds true all the way to the owner-manager, who has the ultimate responsi
bility for all activities within the organization, including internal control.
.43 Human Resource Policies and Practices. Human resource policies and practices affect an entity's
ability to employ sufficient competent personnel to accomplish its goals and objectives. Human resource
policies and practices include an entity's policies and procedures for hiring, orienting, training, evaluating,
counseling, promoting, compensating, and taking remedial action. In many small businesses, the policies
may not be formalized but they should nevertheless exist and be communicated. The owner-manager can
orally make explicit his or her expectations about the type of person to be hired to fill a particular job, and
may even be active in the hiring process. Formal documentation is not always necessary for a policy to be in
place and operating effectively.

.44 When Mr. and Mrs. Jones added a second store, the hiring of a store manager was easy—they hired their
daughter. Adding a third store proved to be more problematic, since the other Jones children had no interest in the family
business. Mr. and Mrs. Jones talked at length about the type of person they would hire as a store manager. They finally
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decided it was more important to hire someone they could trust, someone they felt comfortable with on a personal level
rather than someone with an extensive background in the grocery business. They felt they could teach someone the
grocery business but not how to be trustworthy. That hiring policy worked, and they've been following it ever since.

.45 Standards for hiring the most qualified individuals, with emphasis on educational background, prior
work experience, past accomplishments, and evidence of integrity and ethical behavior, demonstrate an
entity's commitment to competent and trustworthy people. Hiring practices that include formal, in-depth
employment interviews and informative and insightful presentations on the company's history, culture, and
operating style send a message that the company is committed to its people.

.46 Personnel policies that communicate prospective roles and responsibilities and that provide training
opportunities indicate expected levels of performance and behavior. Rotation of personnel and promotions
driven by periodic performance appraisals demonstrate the entity's commitment to advancement of quali
fied personnel to higher levels of responsibility. Competitive compensation programs that include bonus
incentives serve to motivate and reinforce outstanding performance. Disciplinary actions send a message
that violations of expected behavior will not be tolerated.

Other Control Components With a Pervasive Effect on the Organization
.47 Elements of other control components may have a pervasive effect on the organization. These are
discussed in the following paragraphs.
.48 Risk Assessment. An entity should identify, analyze, and manage risks relevant to the preparation
of reliable financial statements. For example, risk assessment may address how the entity considers the
possibility of unrecorded transactions or identifies and analyzes significant estimates recorded in the
financial statements. Risks relevant to reliable financial reporting also relate to specific events or transactions.
.49 Risks relevant to financial reporting include events and circumstances that may adversely affect the
company's ability to initiate, record, process, and report financial data. Once risks are identified, management
considers their significance, the likelihood of their occurrence, and how they should be managed. Manage
ment may initiate plans, programs, or actions to address specific risks or it may decide to accept a risk because
of cost or other considerations.
.50

Risks can arise or change due to circumstances such as the following:

•

Changes in the operating environment. Changes in the regulatory or operating environment can result
in changes in competitive pressures and significantly different risks.

•

New personnel. New personnel may have a different focus on or understanding of internal control.
When people change jobs or leave the company, management should consider the control activities
they performed and who will perform them going forward. Steps should be taken to ensure new
personnel understand their tasks.

•

New or revamped information systems. Significant and rapid changes in information systems can
change the risk relating to internal control. When these systems are changed, management should
assess how the changes will impact control activities. Are the existing activities appropriate or even
possible with the new systems? Personnel should be adequately trained when information systems
are changed or replaced.

•

Rapid growth. Significant and rapid expansion of operations can strain controls and increase the risk
of a breakdown in controls. Management should consider whether accounting and information
systems are adequate to handle increases in volume.

•

New technology. Incorporating new technologies into production processes or information systems
may change the risk associated with internal control.
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•

New business models, products, or activities. Entering into business areas or transactions with which
an entity has little experience may introduce new risks associated with internal control.

•

New accounting pronouncements. Adoption of new accounting principles or changing accounting
principles may affect risks in preparing financial statements.

.51 Your procedures to assess whether a risk assessment process is placed in operation are generally of
an inquiry nature. For example, you may ask accounting personnel what accounts they believe are the most
difficult to become satisfied with as they prepare the financial statements. You may also consider asking the
same questions of personnel outside the accounting department.

.52 Control Activities. Control activities are policies and procedures that help ensure necessary actions
are taken to address risks to achieve the entity's objectives. Control activities, whether automated or manual,
have various objectives and are applied at various organizational and functional levels.
.53 At the entity-wide level, control activities may be categorized as policies and procedures that pertain
to the following.

•

Performance reviews. These control activities include reviews of actual performance versus budgets,
forecasts, and prior-period performance. They may also involve relating different sets of data (for
example, operating or financial) to one another, together with analyses of the relationships, investi
gating unusual relationships and taking corrective action. Performance reviews may also include a
review of functional or activity performance.

•

Information processing. A variety of controls are performed to check accuracy, completeness, and
authorization of transactions. The two broad groupings of information systems control activities are
application controls and general controls. Application controls apply to the processing of individual
applications. These controls help ensure that transactions occurred, are authorized, and are com
pletely and accurately recorded and processed. General controls commonly include controls over
data center and network operations; system software acquisition and maintenance; access security;
and application system acquisition, development, and maintenance. These controls apply to main
frame, miniframe, and end-user environments. Examples of such general controls are program
change controls, controls that restrict access to programs or data, controls over the implementation
of new releases of packaged software applications, and controls over system software that restrict
access to or monitor the use of system utilities that could change financial data or records without
leaving an audit trail. These controls are discussed in more detail in AAM section 4200.76-.80.

•

Physical controls. These activities encompass the physical security of assets, including adequate
safeguards over access to assets and records such as secured facilities and authorization for access to
computer programs and data files and periodic counting and comparison with amounts shown on
control records. The extent to which physical controls intended to prevent theft of assets are relevant
to the reliability of financial statement preparation, and therefore the audit, depends on circumstances
such as when assets are highly susceptible to misappropriation. For example, these controls would
ordinarily not be relevant when inventory losses would be detected pursuant to periodic physical
inspection and recorded in the financial statements. However, if for financial reporting purposes
management relies solely on perpetual inventory records, the physical security controls would be
relevant to the audit.

•

Segregation of duties. Assigning different people the responsibilities of authorizing transactions,
recording transactions, and maintaining custody of assets is intended to reduce the opportunities to
allow any person to be in a position to both perpetrate and conceal errors or fraud in the normal
course of his or her duties. Segregation of duties is often a problem for small business entities. See
AAM section 4200.118-.126 for further discussion and guidance.

.54 Ordinarily, audit planning does not require you to understand the control activities related to each
account balance, transaction class, and disclosure component in the financial statements or to every assertion
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relevant to them. Your understanding of control activities is sufficient when you can identify types of
potential misstatements, consider factors that affect the risk of material misstatement, and design substantive
tests.

.55 The auditor should obtain an understanding of how IT affects control activities that are relevant to
planning the audit. Some entities and auditors may view the IT control activities in terms of application
controls and general controls. Application controls apply to the processing of individual applications.
Accordingly, application controls relate to the use of IT to initiate, record, process, and report transactions
or other financial data. These controls help ensure that transactions occurred, are authorized, and are
completely and accurately recorded and processed. Examples include edit checks of input data, numerical
sequence checks, and manual follow-up of exception reports.

.56 Application controls may be performed by IT (for example, automated reconciliation of subsystems)
or by individuals. When application controls are performed by people interacting with IT, they may be
referred to as user controls. The effectiveness of user controls, such as reviews of computer-produced
exception reports or other information produced by IT, may depend on the accuracy of the information
produced. For example, a user may review an exception report to identify credit sales over a customer's
authorized credit limit without performing procedures to verify its accuracy. In such cases, the effectiveness
of the user control (that is, the review of the exception report) depends on both the effectiveness of the user
review and the accuracy of the information in the report produced by IT.

.57 General controls are policies and procedures that relate to many applications and support the
effective functioning of application controls by helping to ensure the continued proper operation of infor
mation systems. General controls commonly include controls over data center and network operations;
system software acquisition and maintenance; access security; and application system acquisition, develop
ment, and maintenance.
.58 The use of IT affects the way that control activities are implemented. For example, when IT is used
in an information system, segregation of duties often is achieved by implementing security controls.
.59 Information and Communication. An information system consists of infrastructure (physical and
hardware components), software, people, procedures (manual and automated), and data. Infrastructure and
software will be absent, or have less significance, in systems that are exclusively or primarily manual. Many
information systems make extensive use of information technology. The information system relevant to
financial reporting objectives, which includes the accounting system, consists of the procedures, whether
automated or manual, and records established to initiate, record, process, and report entity transactions (as
well as events and conditions) and to maintain accountability for the related assets, liabilities, and equity.
Transactions may be initiated manually or automatically by programmed procedures. Recording includes
identifying and capturing the relevant information for transactions or events. Processing includes functions
such as edit and validation, calculation, measurement, valuation, summarization, and reconciliation,
whether performed by automated or manual procedures. Reporting relates to the preparation of financial
reports as well as other information, in electronic or printed format, that the entity uses in monitoring and
other functions.
.60 The quality of system-generated information affects management's ability to make appropriate
decisions in controlling the entity's activities and to prepare reliable financial statements. Thus, it is important
that management receives the information they need to carry out their responsibilities and that the informa
tion is provided at the right level of detail. Accordingly, an information system encompasses procedures and
records that—
•

Identify and record all valid transactions.

•

Describe on a timely basis the transactions in sufficient detail to permit proper classification of
transactions for financial reporting.
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•

Measure the value of transactions in a manner that permits recording of their proper monetary value
in the financial statements.

•

Determine the time period in which transactions occurred to permit recording of transactions in the
proper accounting period.

•

Present properly the transactions and related disclosures in the financial statements.

. 61 The financial reporting information system is an integral part of an entity's information and
communication system. Your consideration of the system should be made at the individual account and
classes of transaction level. See AAM section 4200.101-.119 for additional guidance.
. 62 Communication involves providing an understanding of individual roles and responsibilities per
taining to internal control over financial reporting. It includes the extent to which personnel understand how
their activities in the financial reporting information system relate to the work of others and the means of
reporting exceptions to an appropriate higher level within the entity. Open communication channels help
ensure that exceptions are reported and acted on. Communication takes such forms as policy manuals,
accounting and financial reporting manuals, and memoranda. Communication also can be made electroni
cally, orally, and through the actions of management.
. 63 The auditor should obtain sufficient knowledge of the information system relevant to financial
reporting to understand—

•

The classes of transactions in the entity's operations that are significant to the financial statements.

•

The procedures, both automated and manual, by which transactions are initiated, recorded, proc
essed, and reported from their occurrence to their inclusion in the financial statements.

•

The related accounting records, whether electronic or manual, supporting information, and specific
accounts in the financial statements involved in initiating, recording, processing, and reporting
transactions.

•

How the information system captures other events and conditions that are significant to the financial
statements.

•

The financial reporting process used to prepare the entity's financial statements, including significant
accounting estimates and disclosures.

. 64 When IT is used to initiate, record, process, or report transactions or other financial data for inclusion
in financial statements, the systems and programs may include controls related to the corresponding
assertions for significant accounts or may be critical to the effective functioning of manual controls that
depend on IT.
. 65 In obtaining an understanding of the financial reporting process, the auditor should understand the
automated and manual procedures an entity uses to prepare financial statements and related disclosures,
and how misstatements may occur. Such procedures include—
•

The procedures used to enter transaction totals into the general ledger. In some information systems, IT
may be used to automatically transfer such information from transaction processing systems to
general ledger or financial reporting systems. The automated processes and controls in such
systems may reduce the risk of inadvertent error but do not overcome the risk that individuals
may inappropriately override such automated processes, for example, by changing the amounts
being automatically passed to the general ledger or financial reporting system. Furthermore, in
planning the audit, the auditor should be aware that when IT is used to automatically transfer
information there may be little or no visible evidence of such intervention in the information
systems.
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•

The procedures used to initiate, record, and process journal entries in the general ledger. An entity's financial
reporting process used to prepare the financial statements typically includes the use of standard
journal entries that are required on a recurring basis to record transactions such as monthly sales,
purchases, and cash disbursements, or to record accounting estimates that are periodically made by
management such as changes in the estimate of uncollectible accounts receivable. An entity's financial
reporting process also includes the use of nonstandard journal entries to record nonrecurring or
unusual transactions or adjustments such as a business combination or disposal, or a nonrecurring
estimate such as an asset impairment. In manual, paper-based general ledger systems, such journal
entries may be identified through inspection of ledgers, journals, and supporting documentation.
However, when IT is used to maintain the general ledger and prepare financial statements, such
entries may exist only in electronic form and may be more difficult to identify through physical
inspection of printed documents.

•

Other procedures used to record recurring and nonrecurring adjustments to the financial statements. These
are procedures that are not reflected in formal journal entries, such as consolidating adjustments,
report combinations, and reclassifications.

. 66 Monitoring. Monitoring is a process that assesses the quality of internal control performance over
time. It involves assessing the design and operation of controls on a timely basis and taking necessary
corrective actions.
67

.

Examples of ongoing monitoring activities include the following:

• Management reviews of data produced by the entity's information system. Managers are in touch
with operations and may question reports that differ significantly from their knowledge of opera
tions. However, management should have a basis for believing the data are accurate. If errors exist
in the information, management may make incorrect conclusions from its monitoring activities.
•

Communications from external parties corroborate internally generated information or indicate
problems. Customers implicitly corroborate billing data by paying their invoices. Conversely,
customer complaints about billings could indicate system deficiencies in the processing of sales
transactions. Similarly, bankers, regulators or other outside parties may communicate with the
company on matters of accounting significance.

• External auditors regularly provide recommendations on the way internal control can be strength
ened. Auditors may identify potential weaknesses and make recommendations to management for
corrective action.
•

Employees may be required to "sign off" to evidence the performance of critical control functions.
The sign-off allows management to monitor the performance of these control functions.

Application to Medium and Large Businesses
. 68 The control environments of medium to large businesses may differ from those of small business
entities in the following ways:
•

The presence of a Board of Directors or audit committee

•

The presence of an internal audit function

•

More formalized policies and procedures

Board of Directors or Audit Committee
.69 The control consciousness of a medium or large business is influenced significantly by the entity's
board of directors and audit committee. In general, the board of directors should have an appropriate degree
of management, technical, and other expertise. It should also have the necessary stature and mind-set so that
it can adequately perform the necessary governance, guidance, and oversight responsibilities.
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Factors that influence the effectiveness of the board or audit committee include—

• Its independence from management.
•

The experience and stature of its members.

•

The extent of its involvement and scrutiny of activities.

•

The appropriateness of its actions.

•

The degree to which difficult questions are raised and pursued with management.

•

Its interaction with internal and external auditors.

.71 The board of directors must be prepared to question and scrutinize management's activities, present
alternative views and have the courage to act in the face of obvious wrongdoing. Because of this it is necessary
that the board contain at least a critical mass of outside directors. The number should suit the entity's
circumstances, but more than one outside director normally would be needed for a board to have the requisite
balance.

Internal Audit Function
.72 The internal audit function is established within an entity to monitor and evaluate the adequacy and
effectiveness of internal control. For entities with an internal audit function, you ordinarily should make
inquiries of appropriate management and internal audit personnel about the internal auditors'—
•

Organizational status within the entity.

•

Application of professional standards.

•

Audit plan, including the nature, timing, and extent of audit work.

•

Access to records and any limitations on the scope of their activities.

.

73

After obtaining an understanding of the internal audit function you may either—

•

Conclude that the internal auditors' activities are not relevant to the financial statement audit and
give no further consideration to the internal audit function,

•

Identify relevant internal auditor activities, but conclude that it would not be efficient to consider
further the work of the internal auditors, or

•

Decide that it would be efficient to consider how the internal auditors' work might affect the nature,
timing, and extent of the audit. In this case, you should assess the competence and objectivity of the
internal audit function as outlined in SAS No. 65, The Auditor's Consideration of the Internal Audit
Function in an Audit of Financial Statements (AU section 322).

.74 You may also request direct assistance from the internal auditors. If so, you should follow the
guidance in paragraph 27 of SAS No. 65 (AU section 322.27).

Formal Policies
.75 Medium and large businesses may communicate their policies in formal, written documents. For
example, they may have a written code of conduct or human resource policies. The existence of formal policy
documents is good, but as an auditor, your primary consideration is how the policies are implemented.

Computer Applications
.76 Small business entities are typically characterized by the use of off-the-shelf, unmodified computer
software or the use of an outside computer service organization to process significant accounting information.
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.77 Jones Grocery has a stand-alone, state-of-the-art PC at its main store. One other store has a computer—an
Apple Macintosh Mr. and Mrs. Jones' daughter used at college. The PC at the main store is used to run the accounting
software, which is an off-the-shelf product developed specifically for independent grocers. The payroll is processed by an
outside payroll service.
.78 In gaining an understanding of how computers are used in the business, you should consider the
following:
•

The acquisition of hardware and software

•

Physical access

•

Logical access

•

User controls over outsider service bureau applications

Acquisition of Hardware and Software
.79 Companies should take steps to ensure they have compatible hardware and software. The use of
compatible software reduces the risk of error, since there will be no need to transfer data from one format
into another. Even small businesses should have a coherent plan for the purchase of computer hardware and
software. If the business is growing, management should plan for the upgrade of the processor, random
access memory (RAM), or hard-disk storage.

.80 Mr. and Mrs. Jones did not plan for the purchase of their computers. Tor several years, Mrs. Jones processed
the accounting applications on an old PC with limited RAM and hard-disk storage. When the Jones' daughter opened
the second store, she brought with her the Apple Macintosh she had in college. At first, she tried to transfer data from
her store to the main store, but the software had problems converting from the Apple format, so the procedure was
abandoned. At a trade show, Mr. Jones discovered a computer software program specifically designed for independent
grocers. He was impressed with the program and decided that it fit his needs perfectly. However, his hardware was out
of date, and so in order to run the software, he upgraded his hardware. The new software supposedly is able to handle
Apple-formatted data, and the company has plans to transfer data from the second store electronically. There are no
plans to install computers at the other stores.
.81 As the auditor of Jones Grocery, you should use this understanding of the company computer system to help
plan the audit. For example, they plan to transfer data from the Apple to the PC. What sort of errors might occur in the
transfer? What steps has the client taken to prevent or detect those errors? You also know that stores three through eight
are on a manual system. What types of errors might occur in a manual system? What is the risk that those errors will
occur?

.82 Entities should also establish policies and procedures to mitigate the risk of computer viruses being
introduced into their systems. Viruses can cause the loss of data and programs. A virus has the ability to
attach itself to a program and infect other programs and systems. Although some viruses merely write
messages across the screen, others can cause serious damage to disk files or shut down a network by
replicating millions of times and filling all available memory or disk storage.
.83 Methods to prevent the introduction of viruses and to recover from a virus attack include the
following:
•

Obtain recognized software from reputable sources and only accept delivery of the software in the
manufacturer's sealed package.

•

Make multiple generations of backups. A virus that is not detected initially may be copied onto more
recent backup copies, while the older versions may not be infected.
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•

Prohibit the use of unauthorized programs introduced by employees.

•

Prohibit downloading of untested software from sources such as dial-up bulletin boards.

•

Use virus protection software to screen for virus infections.

Physical Security
.84 Physical security—primarily backup and contingency planning—often is ignored by small busi
nesses in a microcomputer environment. Poor backup procedures can result in the loss of important data
that are very difficult, time-consuming and costly to recreate, if they can be recreated at all.

.85 Your clients should have established procedures for the periodic backup of data files and applica
tions. Critical applications and files should be stored off-site with corresponding documentation in the event
that on-site files become unavailable.

Logical Access
.86 Logical access to computer applications and data files may not be formally or rigorously controlled
in a small business. This leaves the company exposed to the risk that files could be inappropriately
manipulated or unauthorized transactions entered into the system. For example, without logical access
controls a user may be able to enter any or all sections of a general ledger or other financial module and
perform file maintenance such as changing the address of an accounts receivable customer or data used to
calculate payroll.

.87 Management should identify confidential and sensitive data for which access should be restricted.
Mechanisms such as password control or the use of menus should be used to limit the access to that data.
.88 In a microcomputer environment, password control may be installed over the operating system using
a shell program to prevent the user from accessing menu options of a program. Even if such a restriction
exists, a sophisticated user can often bypass the shell by using a utility. Therefore, the use of utility programs
should be controlled or monitored carefully.

User Controls Over Computer Service Organization Applications
.89 Entities may use an outside computer service organization to process significant accounting infor
mation. Guidance on auditing entities that use computer service organizations is contained in SAS No. 70,
Service Organizations, as amended by SAS Nos. 88 and 98, Omnibus Statement on Auditing Standards—2002
(AU section 324).

.90 When using an outside computer service organization, most small businesses typically retain the
responsibility for authorizing transactions and maintaining the related accountability. The computer service
organization merely records user transactions and processes the related data. In these circumstances, the user
(the small business) should maintain controls over the input and output to prevent or detect material
misstatement. When the service organization initiates, executes, and does the accounting processing of the
user organization's transactions, it may not be practicable for the user organization to implement effective
controls for those transactions.
.91 Jones Grocery uses an outside computer service to process payroll. Time cards are gathered for each store and
reviewed by the store manager before being sent to the main store. Mrs. Jones reviews the time cards for the store
managers and checks to make sure all personnel have submitted time cards for the pay period. All other payroll
transactions such as pay rates, withholdings, etc. are sent directly to Mrs. Jones. She forwards all information to the
payroll service, which prepares the checks and produces a payroll register. Mrs. Jones reviews the register and checks
for any obvious misstatements, before she distributes the checks.
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Application to Medium or Large Businesses
.92 Medium and large businesses typically have more complicated computer processing systems than
small businesses. They also tend to use the computer for a greater amount of processing. For example, a small
business may prepare customer invoices manually by looking up prices on a master price list. A medium
size business may maintain master price information on a computer file and use the computer to generate
packing slips, sales invoices, and reports of unmatched documents.
.93 Medium and large businesses are also typically characterized by a separate management information
services (MIS) department with formally defined job descriptions and responsibilities.

.94 Instead of using off-the-shelf, unmodified software, the medium or large business will modify
standard software or develop their own applications. Their software may be more complicated than that
used by the small business; for example, they may use a database management system or telecommunications
software.
.95 Medium and large businesses often use a mainframe computer in conjunction with microcomputers
or a local area microcomputer network. Information is frequently transferred between the mainframe and
microcomputers that may be located on-site or at a remote location.
.96

Control activities in a computerized environment generally comprise a combination of the following:

•

User control activities

•

Programmed control activities and manual follow-up

•

Computer general control activities

.97 User Controls. User control activities are manual checks of the completeness and accuracy of
computer output against source documents or other input. For example, an entity may have programmed
procedures in a billing system that calculate sales invoice amounts from shipping data and master-price
files. The entity may also have a procedure to manually check the completeness and accuracy of the invoices.
In many systems, user controls relate only to the completeness of records and not to the accuracy of
processing.
.98 Programmed Control Activities and Manual Follow-up Activities. Programmed control activities
are those that are built into the computer processing program; for example, the generation of an exception
report. However, an exception report is useless unless the client follows up on the items listed. Thus, in
addition to understanding the nature of the programmed control activities, you also need to understand the
related manual follow-up procedures.
.99 Computer General Control Activities. If computer general control activities operate effectively,
there is greater assurance that programmed control activities are properly designed and function consistently
throughout the period. You may plan to understand computer general control activities to provide evidence
that—
•

Programs are properly designed and tested in development.

•

Changes to programs are properly made.

•

Computer operations ensure the proper use of application programs and data files.

•

Adequate access controls reduce the risk of unauthorized changes to the program and data files.
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.100 The following table summarizes computer general control activities.
Area

Example Controls

Control Objectives

Program Development

• Controls ensure that new
applications systems are suitably
authorized, designed, and tested

• Users are involved in the design
and approval of systems
• Checkpoints where users review the
completion of various phases of the
application
• Development of test data and
testing of the program
• User involvement in the review of
tests of the program
• Adequate procedures to transfer
programs from development to
production libraries

Program Changes

• Controls over changes to existing
programs and systems ensure that
modifications to application
programs are suitably approved,
designed, tested, and implemented

•
•
•
•
•

Computer Operations

• Controls ensure that application
programs are used properly and
that proper data files are used
during processing

• Review of lists of regular and
unscheduled batch jobs by
operations management
• Use of menu-driven job control
instruction sets
• Jobs executed only from the
operator's terminal
• Adequate procedures for managing
and backing up data and program
files

Access

• Controls should prevent or detect
unauthorized changes to programs
and to data files supporting the
financial statements

• Programmers have limited access to
production programs, live data
files, and job control language

Same as program development
User involvement
Adequate testing
Adequate transfer activities
Segregation of duties between
programmers and production
libraries

• Operators have limited access to
source code and individual
elements of data files
• Users have access only to defined
programs and data files

Obtaining an Understanding of Significant Account Balances and
Transaction Cycles
.101 You should obtain an understanding of the classes of transactions in your client's operations that
are significant to the financial statements. For less significant classes of transactions or account balances, an
understanding of controls that have a pervasive effect on the organization is usually sufficient.
.102
•

For significant transactions and account balances you should obtain an understanding of—

The procedures, both automated and manual, by which transactions are initiated, recorded, proc
essed, and reported from their occurrence to their inclusion in the financial statements.
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•

The related accounting records, whether electronic or manual, supporting information, and specific
accounts in the financial statements involved in initiating, recording, processing, and reporting
transactions.

•

How the information system captures other events and conditions that are significant to the financial
statements.

•

The financial reporting process used to prepare the entity's financial statements, including significant
accounting estimates and disclosures.

.103 Accounting Processing. You should obtain an understanding of how your client processes account
ing information—from the initiation of the transaction to its inclusion in the financial statements. This
understanding should include how the computer is used to process data. Your understanding involves
knowledge of the ways in which transactions are valued, classified, and summarized in data files, journals,
or ledgers. For some transactions, there may be several significant processing activities and accounting
records, including the use of computer programs. Other transactions may involve only limited processing
activities performed manually.

.104 At Jones Grocery, sales are initiated by customers and recorded in the cash register. At the end of the day the
cash register totals are reconciled to the cash on hand, and a deposit is prepared for the day's receipts. On a weekly basis,
the daily cash register tapes are batched for each store, forwarded to Mrs. Jones, and entered into the computer. The
computer generates a sales register, a sales analysis report, and posts the sales totals to the general ledger. Also, the
processing of inventory transactions (receipt of goods, sales, spoilage, etc.) involves several processing activities that are
linked in the inventory module of the software package. On the other hand, recording depreciation expense is fairly
simple. Fixed assets and the related depreciation are maintained on a computer spreadsheet, and each month, Mrs. Jones
prepares a journal entry to record depreciation.
.105 Understanding the accounting processing also involves understanding the information used for
processing and when processing occurs. For example, when considering the completeness assertion, you
normally should understand whether transactions entered into the computer system are processed imme
diately or in batches and how frequently batches are processed.
.106 The processing of accounting information may involve "end user computing." End user computing
occurs when the user is responsible for the development and execution of the computer application that
generates the information used by that same person.

.107 Mrs. Jones developed and maintains the fixed asset spreadsheet that serves as the source document for her
monthly depreciation expense journal entry.

.108

In general, the product of end user computing may be used to—

•

Process significant accounting information outside of the off-the-shelf accounting software package.
For example, the fixed-asset spreadsheet is separate from the Jones Grocery general ledger software
package.

•

Make significant accounting decisions. For example, a spreadsheet application may be used to
generate information used to write down inventory.

•

Accumulate footnote information. For example, a spreadsheet may be used to calculate the five-year
debt maturity disclosure.

.109 Generally, end users have no training in the formal computer application development process.
Accordingly, applications developed by end users are often inadequately tested, and the development
process is often not documented. This situation can cause significant difficulties for an organization if the
end user computing application is critical to making business or financial decisions.
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.110 The access to end user computing applications may also be an audit concern. Many computer
applications used in end user computing come with on-line systems that are capable of restricting users to
specific applications, specific departments, or even specific fields. Often, however, these access restrictions
facilities are not implemented.

.111 To address these concerns and to ensure the end user applications process data completely and
accurately, you should generally look for control policies and procedures that—
•

Require all significant end user applications to be adequately tested before use.

•

Prescribe documentation standards for significant end user applications.

•

Provide for adequate access controls to data.

•

Provide a mechanism to prevent or detect the use of incorrect versions of data files.

•

Provide for appropriate applications controls, for example, edit checks, range tests, or reasonableness
checks.

•

Support meaningful user reconciliations.

. 112 Accounting Records, Supporting Information, and Specific Accounts. In general you will want to
identify the following for your client's significant accounts and transactions:
•

Source documents

•

The conversion of documents to computer media

•

The nature of computer files that are further processed in the flow of information to the general ledger
and the financial statements

•

Accounts (subsidiary or general ledger master files) affected by the transaction

•

Relevant accounting reports, journals, and ledgers produced in the flow of information to the general
ledger and the financial statements

.113 Your client's accounting systems may create many documents, files, and reports that are useful for
managing the organization, but you need to understand only those aspects that are relevant to the financial
statements.
.114 At Jones Grocery, the sales analysis report described in AAM section 4200.104 is used for management
information and analysis. The documents and reports relevant to the financial statements are the daily cash register
tapes and the computer-generated sales register.
.115 Other Significant Events and Conditions. You should understand how the entity's information
system captures other events and conditions that are significant to the financial statements. This might
involve, for example, nonrecurring or unusual transactions or adjustments and nonrecurring estimates.
.116 A broken water line, which is an uninsured risk, spoiled a large amount of produce and dry goods in one of
the Jones Grocery stores. Based on a list of the lost inventory provided by the store manager, Mrs. Jones recorded a large
spoilage loss.

.117 Financial Reporting Process. When gaining an understanding of the financial reporting process,
you may determine the extent of client procedures to prepare accounting estimates (when significant
accounting estimates are called for) and information for significant disclosures. You also should understand
the way in which general ledger information is summarized to determine how the amounts and disclosures
are reported in the financial statements.
AICPA Audit and Accounting Manual

AAM §4200.117

4220

Internal Control

56

10-02

Segregation of Duties and Management Override
.118

Small businesses are typically characterized by—

•

A dominant owner-manager.

•

A lack of segregation of duties.

.119

If your client has these characteristics, you should be sure to address the risks they pose to the entity.

.120 In general, duties should be divided, or segregated, among different people to reduce the risk of
error or inappropriate actions. For instance, responsibilities for authorizing transactions, recording them,
and handling the related assets should be divided.

.121 Even small businesses with only a few employees can usually parcel out responsibilities to achieve
the necessary checks and balances. If that is not possible—as may occasionally be the case—direct oversight
of the incompatible activities by the owner-manager can provide the necessary control. Thus, a dominant
owner-manager may be a positive element in the design of internal controls.
.122 A dominant owner-manager may be a negative element in the design of internal control when he
or she is able to override established policies and procedures.

.123 Management override should be distinguished from management intervention. Management inter
vention is discussed in AAM section 4200.27 and is described as the overrule of internal control for legitimate
purposes. For example, management intervention is usually necessary to deal with non-recurring and
non-standard transactions or events that otherwise might be handled by the system.
.124 In contrast, management override is the overrule of internal control for illegitimate purposes with the
intent of personal gain or enhanced presentation of an entity's financial condition or compliance status.

.125 An owner-manager might override the control system for many reasons: to increase reported
revenue, to boost market value of the entity prior to sale, to meet sales or earnings projections, to bolster
bonus pay-outs tied to performance, to appear to cover violations of debt covenant agreements, or to hide
lack of compliance with legal requirements. Override practices include deliberate misrepresentations to
bankers, lawyers, accountants, and vendors, and intentionally issuing false documents such as sales invoices.
.126 When gaining an understanding of internal control, you should assess the risk of management
override.

Assessing Internal Control Strengths and Weaknesses
.127 When obtaining your understanding of internal control, you should consider the collective effect of
strengths and weaknesses in various control environment factors. Management's strengths and weaknesses
may have a pervasive effect on internal control. For example, owner-manager controls may mitigate a lack
of segregation of duties. However, human resource policies and practices directed toward hiring competent
financial and accounting personnel may not mitigate a strong bias by top management to overstate earnings.

.128 Internal control strengths may indicate account balances, transaction classes, or assertions where
you can assess control risk below the maximum. See additional guidance in AAM section 4600. Internal
control weaknesses usually indicate areas where a primarily substantive audit approach is required.
However, in situations where electronic evidence (information transmitted, processed, maintained, or
accessed by electronic means) is significant, testing of the related internal control generally will be necessary
to obtain competent evidential matter.
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.129 In rare circumstances, your understanding of internal control may raise doubts about the auditabil
ity of an entity's financial statements. Concerns about the integrity of the entity's management may be so
serious as to cause you to conclude that the risk of management misrepresentation in the financial statements
is such that an audit cannot be conducted. Concerns about the nature and extent of an entity's records may
cause you to conclude it is unlikely that sufficient competent evidential matter will be available to support
an opinion on the financial statements.
.130

If you determine the entity is unauditable, you should consider withdrawing from the engagement.

[The next page is 4301.]
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AAM Section 4300

Illustrative Internal Control
Forms—Small Business
.01 The following are illustrative internal control forms you might use to document your understanding
of internal control sufficient to plan an audit. The illustrative questions are numbered merely for organiza
tional purposes. The numbers are in no way intended to infer completeness or a preferred sequence. These
forms may require modifications to meet the needs, preferences and circumstances of individual firms and
their clients. Whenever you use standardized forms, checklists, or questionnaires, you should recognize that
important matters in a particular set of circumstances may not be covered.

Instructions
.02 The forms in AAM sections 4310 and 4320 may be used on all small business audit engagements.
Small businesses are typically characterized by—
•

A single owner or a small group of owners who manage the business on a day-to-day basis.

•

A small number of employees involved in the accounting function.

•

No outside board of directors or internal audit function.

•

The use of off-the-shelf, unmodified computer software or the use of an outside computer service
organization to process significant accounting information.

. 03 If your client does not have the characteristics of a small business, you should consider completing
the internal control forms for medium to large businesses located in AAM section 4400.

. 04 In every audit, you should obtain an understanding of each of the components of internal control sufficient
to plan the audit. These forms should be used as a tool in documenting your understanding of internal control,
how internal controls for your client are designed, and whether they have been placed in operation.
.

05

These forms should be used in conjunction with other forms in certain circumstances:

•

Control Environment Checklist—Small Business Computer Applications [AAM section 4310]. To be used
whenever the client uses microcomputers or outside service organizations to process significant
accounting information.

•

Financial Reporting Information Systems and Controls Checklist [AAM section 4320]. To be used for each
significant account and transactions cycle.

. 06 These forms are appropriate whenever you plan a primarily substantive audit approach (see AAM
section 4300.08 below). That is, their completion generally results in control risk being assessed at or slightly
below the maximum for all assertions related to account balances and transactions.
07 If you plan a lower control risk assessment for certain assertions you are required to—

.

•

Identify specific controls relevant to specific assertions that are likely to prevent or detect material
misstatements in those assertions, and

•

Perform tests of controls to evaluate their effectiveness.
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.08 In situations where significant audit evidence is transmitted, processed, maintained, or accessed
electronically, it generally will be necessary to test the internal control surrounding the electronic evidence
(for example, controls over generation, storage, manipulation, and transmission), even if a primarily
substantive audit approach is followed. (This is especially the case when evidence of an entity's initiation,
recording, or processing of financial data exists only in electronic form.) This is because the competence of
electronic evidence usually depends on the effectiveness of internal control over its validity and complete 
ness. In these situations the auditor should perform tests of controls to gather evidence to support an assessed
level of control risk below the maximum for affected assertions. If the auditor concludes control risk must
be assessed at the maximum in such situations or the evidence gathered through tests of controls and
substantive tests is insufficient, the auditor should qualify or disclaim an opinion because of the scope
limitation.
.09 These forms are organized to conform to the control components and overall internal control
framework described in the Audit Guide Consideration of Internal Control in a Financial Statement Audit. This
framework is only a way for you to consider the impact of internal control on an audit. The classification of
any specific control into a particular component should not be your primary concern. Rather, your primary
consideration is whether a specific control affects financial statement assertions.
.10 The following flowchart describes how this form can be used in conjunction with the other forms
included in this section to document your understanding of internal controls.
Complete internal
control form

Complete control activities for
account balances and transaction
classes for significant areas

Complete microcomputer or
outside service bureau form, if
appropriate

Interpret results

Perform and document additional
procedures, if necessary

No
Is electronic evidence
significant to the audit?

Control risk below
maximum possible?

No

Yes

Yes

No
Efficient to assess
control risk below max.?

Is it practical or possible to
reduce detection risk to an
acceptable level by performing
only substantive tests?

Yes

Yes
No
Perform tests and
assess control risk.

Documentation complete

Lower Control Risk Approach
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Interpreting the Results
.11 When obtaining an understanding of internal control, you should consider the collective effect of the
strengths and weaknesses in various control components. Management's strengths and weaknesses may
have a pervasive effect on internal control. For example, owner-manager controls may mitigate a lack of
segregation of duties. However, human resource policies and practices directed toward hiring competent
financial and accounting personnel may not mitigate a strong bias by the owner-manager to overstate
earnings.

.12 Answers that fall toward the right side of the form ("Strongly Agree" or "Somewhat Agree") indicate
areas of strength in the control environment. You should consider whether these areas of strength indicate
that a control risk assessment below the maximum may be possible for some assertions.
.13 Answers that fall toward the left side of the form ("Strongly Disagree" or "Somewhat Disagree")
indicate areas of weakness in the entity's internal controls. You should assess how these areas of weakness
affect the planning of the audit. This assessment should be documented in section V of the form. In making
this assessment, you normally focus on—
•

The types of material misstatements that could occur as a result of the identified weakness, and

•

The risk that those misstatements will occur.

Documenting a Conclusion
. 14 After completing this form, the Financial Reporting Information Systems and Controls Checklist for
significant areas, and the Control Environment Checklist—Microcomputers and Outside Service Bureaus,
you should document your conclusion regarding internal control. In order to perform a primarily substantive
audit, you must understand the entity's internal control sufficiently—

•

To assess the risk of material misstatement in assertions related to material financial statement
components, and

•

To design effective substantive procedures.

. 15 If the completion of this form is not sufficient for you to obtain the necessary level of understanding
listed in AAM section 4300.13, you should perform and document the results of additional tests to gain that
level of understanding.

.16

I. Document Your Understanding of the Control Environment
In the space provided below, indicate whether you strongly agree, somewhat agree, somewhat disagree,
or strongly disagree with the following statements. Your answers should be based on—
•

Your previous experience with the entity.

•

Inquiries of appropriate management, supervisory, and staff personnel.

•

Inspection of documents and records.

•

Observation of the entity's activities and operations.
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Strongly
Agree

Control Environment Factors
Integrity and Ethical Values

1.

The business owners and manage
ment have high ethical and behav
ioral standards.

2.

Management has communicated
(either formally through written
policies or informally by its own
behavior) the ethical and behav
ioral standards for the entity.

3.

The owner effectively segregates
personal funds, income, and ex
penses from those of the business.

4.

Management reinforces its ethical
and behavioral standards.

5.

Management appropriately deals
with signs that problems exist (e.g.,
defective products or hazardous
waste) even when the cost of iden
tifying and solving the problem
could be high.

6.

Management has removed or re
duced incentives and temptations
that might prompt personnel to en
gage in dishonest, illegal, or unethi
cal acts.
_______

For example, there is generally no—

•

Pressure to meet unrealistic
performance targets.

•

High performance-dependent
rewards.

•

Upper and lower cutoffs on bo
nus plans.

7.

Management has provided guid
ance on the situations and fre
quency with which intervention of
established controls is appropriate.

8.

Management intervention is docu
mented and explained appropri
ately.
_______

Commitment to Competence
9.

Management has appropriately
considered the knowledge and skill
levels necessary to accomplish fi
nancial reporting tasks.
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No
Opinion

Strongly
Disagree

Some
what
Disagree

Some
what
Agree

Strongly
Agree

10. Employees with financial reporting
tasks generally have the knowledge
and skills necessary to accomplish
those tasks.

Management's Philosophy and
Operating Style
11. Management moves carefully, pro
ceeding only after carefully analyz
ing the risks and potential benefits
of accepting business risks.

12. Management is generally cautious
or conservative in financial report
ing and tax matters.
13. There is relatively low turnover of
key personnel.
14. There is no undue pressure to meet
budget, profit, or other financial
and operating goals.

Organizational Structure
15. The entity has defined, either for
mally or informally, key areas of
authority and responsibility.
16. The entity has defined, either for
mally or informally, appropriate
lines of reporting.
Assignment of Authority and
Responsibility

17. Authority and responsibility are
delegated only to the degree neces
sary to achieve the company's ob
jectives.

18. Proper resources are provided for
personnel to carry out their duties.
19. Personnel understand the entity's
objectives and know how their in
dividual actions interrelate and
contribute to those objectives.

20. Personnel recognize how and for
what they will be held accountable.

Human Resource Policies and Practices
21. The entity generally hires the most
qualified people for the job.
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Strongly
Agree

22. Hiring practices emphasize educa
tional background, prior work ex
perience, past accomplishments,
and evidence of integrity and ethi
cal behavior.
23. Hiring practices include formal, in
depth employment interviews.
24. Prospective employees are told of
the entity's history, culture and op
erating style.
25. The entity provides training oppor
tunities, and employees are welltrained.
_______

26. Promotions and rotation of person
nel are based on periodic perform
ance appraisals.

27. Methods of compensation, includ
ing bonuses, are designed to moti
vate personnel and reinforce
outstanding performance.
28. Management does not hesitate to
take disciplinary action when vio
lations of expected behavior occur.

B.

Other Internal Control Components
With a Pervasive Effect on the
Organization
Risk Assessment

1.

Special action is taken to ensure
new personnel understand their
tasks.
_______

2.

Management appropriately con
siders the control activities per
formed by personnel who change
jobs or leave the company.

3.

Management assesses how new ac
counting and information systems
will impact internal control.

4.

Management reconsiders the ap
propriateness of existing control ac
tivities when new accounting and
information systems are developed
and implemented.

5.

Employees are adequately trained
when accounting and information
systems are changed or replaced.
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No

Opinion
6.

Accounting and information sys
tem capabilities are upgraded
when the volume of information in
creases significantly.

7.

Accounting and data processing
personnel are expanded as needed
when the volume of information in
creases significantly.

8.

The entity has the ability to reason
ably forecast operating and finan
cial results.

Strongly
Disagree

Some
what
Disagree

Some
what
Agree

Strongly
Agree

General Control Activities

9.

The entity prepares operating bud
gets and cash flow projections.

10. Operating budgets and projections
lend themselves to effective com
parisons with actual results.
11. Significant variances between bud
geted or projected amounts and
actual results are reviewed and ex
plained.
12. The company has adequate safe
keeping facilities for custody of the
accounting records such as fire
proof storage areas and restricted
access cabinets.
13. The entity has a suitable record re
tention plan.

14. Periodically, personnel compare
counts of assets to amounts shown
on control records.
15. There is adequate segregation of
duties among those responsible for
authorizing transactions, recording
transactions, and maintaining cus
tody of assets.

Information and Communication
16. Management receives the informa
tion they need to carry out their
responsibilities.

17. Information is provided at the right
level of detail for different levels of
management.
18. Information is available on a timely
basis.
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Strongly
Agree

19. Information with accounting significance (for example, slow paying
customers) is transmitted across
functional lines in a timely manner.

Monitoring
20. Customer complaints about bill
ings are investigated for their un
derlying causes.
21. Communications from bankers,
regulators, or other outside parties
are monitored for items of account
ing significance.

22. Management responds appropri
ately to auditor recommendations
on ways to strengthen internal con
trols.

23. Employees are required to "sign
off" to evidence the performance of
critical control functions.

IL Determine Other Areas for Evaluation
The completion of section I of this form is the first of several forms that may be used to document your
understanding of internal control sufficiently to plan a primarily substantive audit. It is important to
remember that in entities where significant information is transmitted, processed, maintained, or accessed
electronically, just gaining an understanding of the controls surrounding the electronic environment may
not be enough. This is especially the case when evidence of an entity's initiation, recording, or processing of
financial data exists only in electronic form. Since the competence of electronic evidence usually depends on
the effectiveness of internal control over its validity and completeness, an auditor may have to test the internal
control surrounding that evidence to gain competent evidential matter—even in a primarily substantive
approach. In the space provided below, determine which of the following areas apply. A "Yes" answer
generally indicates you should complete the related form.
No

Yes

____

____

W/P Ref.

Microcomputers or Outside Service Bureaus

1.

The company uses microcomputers or outside computer service
bureaus to process significant accounting information.
If "yes," the Control Environment Checklist—Small
Business Computer Applications can be found at—

Significant Account Balances and Transaction Cycles
2.

The following account balances or transaction cycles are
significant to the company's financial statements.
a. Revenue cycle, including sales, accounts receivable, or cash
receipts. (Normally considered significant for most small
businesses.)
____
If "yes," the related Financial Reporting Information
Systems and Controls Checklist can be found at—
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No
b.

Purchasing cycle, including purchasing, accounts payable,
or cash disbursements. (Normally considered significant for
most small businesses.)
____

W/P Ref.

Yes

____

If "yes," the related Financial Reporting Information
Systems and Controls Checklist can be found at—
c.

Inventory, including inventory and cost of sales.

____

____

____

____

____

____

____

____

If "yes," the related Financial Reporting Information
Systems and Controls Checklist can be found at—
d.

Financing, including investments and debt.

If "yes," the related Financial Reporting Information
Systems and Controls Checklist can be found at—

e.

Property, plant, and equipment, including fixed assets and
depreciation.

If "yes," the related Financial Reporting Information
Systems and Controls Checklist can be found at—
f.

Payroll.

If "yes," the related Financial Reporting Information
Systems and Controls checklist can be found at —

III. Assess Segregation of Duties
An appropriate segregation of duties often appears to present difficulties in small business organizations,
at least on the surface. Even companies that have only a few employees, however, can usually parcel out
their responsibilities to achieve the necessary checks and balances. But if that is not possible—as may
occasionally be the case—direct oversight of the incompatible activities by the owner-manager can provide
the necessary control. For example, it is not uncommon, where there is a risk of improper cash payments,
for the owner-manager to be named the only authorized check signer, or to require that monthly bank
statements be delivered unopened directly to him or her for review of paid checks. In the space provided
below, assess the segregation of duties for the company based on the completion of sections I and II of this
form. Your comments should address—

•

The person with incompatible responsibilities and the nature of those responsibilities.

•

Any mitigating factors or controls, such as direct management oversight.

•

The risk that material misstatements might occur as a result of a lack of segregation of duties and the
type of those misstatements.

•

How substantive procedures will be designed to limit the risk of those misstatements to an acceptable
level.
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IV. Assess the Risk of Management Override
Even in effectively controlled entities—those with generally high levels of integrity and control conscious
ness—a manager might be able to override controls. The term "management override" means—
Overruling prescribed policies or procedures for illegitimate purposes with the intent of personal gain
or enhanced presentation of an entity's financial condition or compliance status.
An owner-manager might override controls for many reasons: to increase reported revenue, to boost market
value of the entity prior to sale, to meet sales or earnings projections, to bolster bonus pay-outs tied to
performance, to appear to cover violations of debt covenant agreements, or to hide lack of compliance with
legal requirements. Override practices include deliberate misrepresentations to bankers, lawyers, account
ants, and vendors, and intentionally issuing false documents such as sales invoices.

Management override is different from management intervention, which is the overrule of prescribed
policies or procedures for legitimate purposes. For example, management intervention is usually necessary
to deal with non-recurring and non-standard transactions or events that otherwise might be handled by the
system.
In the space below, assess the risk of management override for this company. You should consider the risk
that management override possibilities exist, the risk that management will take advantage of those
possibilities, and any evidence that management has engaged in override practices. If the risk of management
override is greater than low, indicate how planned audit procedures will reduce this risk to an acceptable
level.

V.

Interpret Results

You should consider the collective effect of the strengths and weaknesses in various control components.
Management's strengths and weaknesses may have a pervasive effect on internal control. For example,
owner-manager controls may mitigate a lack of segregation of duties. However, human resource policies
and practices directed toward hiring competent financial and accounting personnel may not mitigate a strong
bias by the owner-manager to overstate earnings.

A. Areas That May Allow for Control Risk to Be Assessed Below the Maximum
Based on the completion of sections I through IV of this form you may have become aware of certain
accounts, transactions and assertions where it may be possible and efficient to plan a control risk
assessment below the maximum. In the area below, document those accounts, transactions, and
assertions and the related tests of controls.
Accounts, Transactions, and Assertions
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Areas of Possible Control Weakness

Based on the completion of sections I through IV of this form you may have become aware of certain
areas that may indicate possible control weaknesses, not including those areas relating to segregation of
duties and management override documented in sections III and IV.
In the space provided below, document those areas of possible weakness and the impact the
identified weakness will have on the audit. Discuss—

VI.

•

The nature of the identified possible weakness.

•

Any mitigating factors or controls, such as direct management oversight.

•

The risk that material misstatements might occur as a result of the weakness and the type of those
misstatements.

•

How substantive procedures will be designed to reduce the risk of those misstatements to an
acceptable level.

Document Your Conclusion With Respect to Internal Controls
20_

20—

20_

20_

Prepared or updated by:
In-Charge
Reviewed by:
Engagement Partner

[The next page is 4325.]
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Control Environment Checklist—Small
Business Computer Applications
.01 This questionnaire may be used to document your understanding of the way computers are used in
the information and communication systems of a small business. This questionnaire should be used when
the client uses either or both of the following to process significant accounting information.
•

Microcomputers and off-the-shelf, unmodified software

•

Outside computer service bureaus

.02

I.

Microcomputer Hardware
Complete the form on the next page to describe the company's microcomputer hardware; for example:

Computer Model/Make:
Processor
Memory and other information

Software/Operating System:

Peripherals:

AICPA Audit and Accounting Manual

Gateway Sb-4100-c
Intel Pentium 4 (2.4 GHz)
512 MB memory; 80GB HD;
48x/24x/48x CD-RW/DVD
combo
Microsoft Office XP Small Business and
Quicken
Dedicated Printer
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II. Microcomputer Accounting Software
Describe the name and version of the microcomputer accounting software package.

Which of the following modules have been implemented?

Module Implemented
Module

No

Yes

N/A

General ledger
Cash receipts
Cash disbursements
Accounts receivable
Accounts payable
Inventory
Fixed assets and depreciation
Other:

III. Other Microcomputer Software
List the other software products used by the company.
Name and Version

Spreadsheet
Word processing
Database management
Communications
Other:

IV. Local Area Network
If the company processes significant financial information in a local area network (LAN) environment,
consider attaching a description of the LAN configuration, including the location of the server and worksta
tions. Describe the following:
________ Name and Version________
Operating system
________________________________
Network software
________________________________
Network management software
________________________________

V. Microcomputer Control Environment
In the space provided below, indicate whether you strongly agree, somewhat agree, somewhat disagree,
or strongly disagree with the following statements. Your answers should be based on—
•

Your previous experience with the entity.

•

Inquiries of appropriate management, supervisory, and staff personnel.

•

Inspection of documents and records.

•

Observation of the entity's activities and operations.
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Some
what
Disagree

Some
what
Agree

8-96

Strongly
Agree

Acquisition of Hardware

1.

The company has a coherent man
agement plan for the purchase of
and continued investment in com
puter hardware.

2.

The processing chips, RAM, and
hard-disk storage are sufficient to
meet the company's needs.

3.

The company's computer hardware
is safely and properly installed.

4.

The company has standard, regular
hardware maintenance procedures

Acquisition of Software
5.

The company has a coherent man
agement plan for the purchase and
continued investment in computer
software.

6.

The company researches software
products to determine whether
they meet the needs of the intended
users.
_______

7.

The company's application pro
grams are compatible with each
other.
_______

8.

The company obtains recognized
software from reputable sources
and only accepts delivery if the
software is in the manufacturer's
sealed package.

9.

Company policy prohibits the use
of unauthorized programs intro
duced by employees.

10. Company policy prohibits the
downloading of untested software
from sources such as dial-up bulle
tin boards.
11. The company uses virus protection
software to screen for virus infec
tions.
_______

Physical Security

12. The company has established pro
cedures for the periodic back-up of
files.

AAM §4310.02

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

46

9-00

4329

Control Environment Checklist—Small Business Computer Applications

No
Opinion

Strongly
Disagree

Some
what
Disagree

Some
what
Agree

Strongly
Agree

13. Back-up procedures include multi
ple generations.

14. Back-up files are stored in a secure,
off-site location.

Logical Access
15. Management has identified confi
dential and sensitive data for which
access should be restricted.
16. Procedures are in place to restrict
access to confidential and sensitive
data.

17. Procedures are in place to reduce
the risk of unauthorized transac
tions being entered into processing.

18. The use of utility programs is con
trolled or monitored carefully.
General Operations
19. Clear job descriptions exist for the
use of microcomputers.

20. Management periodically assesses
the training needs for personnel
who use microcomputers to proc
ess significant accounting informa
tion.
21. Personnel who use microcomput
ers to process significant account
ing information are adequately
trained.

VI. Outside Computer Service Organizations
This section should be used to document your understanding of how the company uses an outside
computer service organization to process significant accounting information. Guidance on auditing entities
that use computer service organizations is contained in SAS No. 70, Service Organizations, as amended (AU
section 324).
1. List the name of the service organization and the general types of services it provides.
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2. Are the general ledger and other primary accounting records processed by an outside service
organization?
Yes
No

If yes, describe the source documents provided to the service organization, the reports and other
documentation received from the organization, and the controls maintained by the user over input
and output to prevent or detect material misstatement.

3. List the type and date of the most recent service auditor's report.

[The next page is 4341.]
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AAM Section 4320
Financial Reporting Information
Systems and Controls Checklist—
Small Business
Revenue Cycle
Revenue, Accounts Receivable, and Cash Receipts
.01 This checklist may be used on any small business audit engagement when the revenue cycle is
significant. Normally, the revenue cycle is significant in most small businesses.

.02 The purpose of this checklist is to document your understanding of controls for significant classes of
transactions. Your knowledge of the revenue cycle should be sufficient for you to understand—

•

How cash and credit sales are initiated.

•

How cash receipts are recorded.

•

How sales and cash receipts are processed by the financial reporting information system.

•

The accounting records and supporting documents involved in the processing and reporting of sales,
accounts receivable, and cash receipts.

•

The processes used to prepare significant accounting estimates and disclosures.

Interpreting Results
.03 This checklist documents your understanding of how internal control over the revenue cycle is
designed and whether it has been placed in operation. It should help you in planning a primarily
substantive approach. In entities where significant information is transmitted, processed, maintained,
or accessed electronically, just gaining an understanding of internal control may not be enough (even in
a primarily substantive approach). This is especially the case when evidence of an entity's initiation,
recording, or processing of financial data exists only in electronic form. Since the competence of
electronic evidence usually depends on the effectiveness of internal control over its validity and
completeness, an auditor may have to test the internal control surrounding that evidence to gather
evidence to support an assessed level of control risk below the maximum for affected assertions. In
situations where the auditor decides to rely on internal control and assess control risk below the
maximum for certain assertions (including instances where the preponderance of electronic evidence
necessitates it), tests of controls will need to be designed and then specific controls will need to be tested
to determine the effectiveness of their design and operation.
.04 The processes, documents, and controls listed on this questionnaire are typical for small business
entities but are by no means all-inclusive. The preponderance of "No" or "N/ A" responses may indicate that
the entity uses other processes, documents, or controls in their information and communication systems.
You should consider supplementing this questionnaire with a memo or flowchart to document significant
features of the client's system that are not covered by this questionnaire. See AAM section 4500 for example
flowcharting techniques.
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.05
Personnel

I.

N/A

No

Yes

Revenue and Accounts Receivable

A.

Initiating Sales Transactions

1.

Cash sales are controlled by cash registers or prenum
bered cash receipts forms.

2.

Someone other than the cashier has custody of the cash
register tape compartment.

3.

Someone other than the cashier takes periodic readings
of the cash register and balances the cash on hand.

4.

Credit limits are established by the owner or credit man
ager for customers who purchase on account.

5.

Prenumbered sales orders are used and accounted for.

6.

Prenumbered shipping documents are used to record
shipments.
___________

7.

Shipping document information is verified prior to ship
ment.
___________

8.

All shipping documents are accounted for.

9.

Prenumbered credit memos are used to document sales
returns.
___________

10.
11.

B.

All credit memos are approved and accounted for.
Credit memos are matched with receiving reports for
returned goods.

Processing Sales Transactions

12.

Prenumbered invoices are prepared promptly after
goods are shipped.

13.

Quantities on the invoices are compared to shipping
documents.

14.

The prices on the invoices are current.

15.

Invoices are mailed to customers on a timely basis.

16.

Invoices are posted to the general ledger on a timely basis.

17.

Standard journal entries are used to record sales.

18.

Invoices are posted to the sales and accounts receivable
subsidiary ledgers or journals on a timely basis.

19.

Credit memos are posted to the general ledger on a
timely basis.

20.

Credit memos are posted to the sales and accounts re
ceivable subsidiary ledgers or journals on a timely basis.

21.

Procedures exist for determining proper cut-off of sales
at month end.

22.

The sales and accounts receivable balances shown in the
general ledger are reconciled to the sales and accounts
receivable subsidiary ledgers on a regular basis.
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N/A

No

Yes

Estimates and Disclosures for Sales Transactions

23.

The accounting system generates a monthly aging of
accounts receivable.

24.

The owner uses the accounts receivable aging to investi
gate, write-off or adjust delinquent accounts receivable.

25.

The owner uses the accounts receivable aging and other
information to estimate an allowance for doubtful ac
counts.
___________

26.

The person responsible for financial reporting identi
fies significant concentrations of credit risk.

Cash Receipts

A.

B.

Initiating Cash Receipts Transactions
1.

The entity maintains records of payments on accounts
by customer.

2.

Someone other than the person responsible for maintain
ing accounts receivable opens the mail and lists the cash
receipts.
___________

3.

Cash receipts are deposited intact.

4.

Cash receipts are deposited in separate bank accounts
when required.

Processing Cash Received on Account

5.

Cash receipts are posted to the general ledger on a timely
basis.

6.

Cash receipts are posted to the accounts receivable sub
sidiary ledger on a timely basis.

7.

Standard journal entries are used to post cash receipts.

8.

Timely bank reconciliations are prepared or reviewed by
the owner or manager or someone independent of the
cash receipts function.

___________

End User Computing in the Revenue Cycle
.06 End user computing occurs when the user is responsible for the development and execution of the
computer application that generates the information used by that same person. For example, an accounting
clerk prepares a spreadsheet which shows amortization of premiums or discounts, and the information from
the spreadsheet is the source of a journal entry.

.07 The Control Environment Checklist—Small Business Computer Applications was used to document
your understanding of off-the-shelf computer software accounting applications such as the general ledger.
In this section of the Financial Reporting Information Systems and Controls Checklist, you may document
your understanding of how end user computing is used in the revenue cycle to process significant accounting
information outside of the general accounting software.
.08 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
•

Process significant accounting information outside of the off-the-shelf accounting software package.
For example, a spreadsheet accumulates invoices for batch processing.
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•

Make significant accounting decisions. For example, a spreadsheet application that ages accounts
receivable and helps in determining write-offs.

•

Accumulate footnote information. For example, a database of customers provides information about
the location of customers for possible concentration of credit risk disclosures.

. 09 In the space provided below, describe how end user computing is used in the revenue cycle.
Describe—
•

The person or department who performs the computing.

•

A general description of the application and its type (e.g., spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.

Procedures and Controls Over End User Computing
.10 Answer the following questions relating to procedures and controls over end user computing related
to the revenue cycle.

Personnel

N/A

No

Yes

Revenue Cycle

1.

End user applications listed in AAM section 4320.09 of this
form have been adequately tested before use.

2.

The application has an appropriate level of built-in controls,
such as edit checks, range tests, or reasonableness checks.

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of incorrect
versions of data files.

5.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.
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Information Processed by Outside Computer Service Organizations
.11 The Control Environment Checklist—Small Business Computer Applications was used to document
your understanding of the client's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the revenue cycle.

.12 In the space below, describe the revenue cycle information processed by the outside computer service
bureau. Discuss—

•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.

Purchasing Cycle
Purchasing, Accounts Payable, and Cash Disbursements
. 13 This checklist may be used on any small business audit engagement where the purchasing cycle is
significant. Normally, the purchasing cycle is significant for most small businesses.

The purpose of this checklist is to document your understanding of controls for significant classes of
transactions. Your knowledge of the purchasing cycle should be sufficient for you to understand—
. 14

•

How purchases are initiated and goods received.

•

How cash disbursements are recorded.

•

How purchases and cash disbursements are processed by the accounting system.

•

The accounting records and supporting documents involved in the processing and reporting of
purchases, accounts payable, and cash disbursements.

•

The processes used to prepare significant accounting estimates and disclosures.

Interpreting Results
.15 This checklist documents your understanding of how internal control over the purchasing cycle is
designed and whether it has been placed in operation. It should help you in planning a primarily substantive
approach. In entities where significant information is transmitted, processed, maintained, or accessed
electronically, just gaining an understanding of internal control may not be enough (even in a primarily
substantive approach). This is especially the case when evidence of an entity's initiation, recording, or processing
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of financial data exists only in electronic form. Since the competence of electronic evidence usually depends
on the effectiveness of internal control over its validity and completeness, an auditor may have to test the
internal control surrounding that evidence to gather evidence to support an assessed level of control risk
below the maximum for affected assertions. In situations where the auditor decides to rely on internal control
and assess control risk below the maximum for certain assertions (including instances where the preponder
ance of electronic evidence necessitates it), tests of controls will need to be designed and then specific controls
will need to be tested to determine the effectiveness of their design and operation.

.16 The processes, documents, and controls listed on this questionnaire are typical for small business
entities but are by no means all-inclusive. The preponderance of "No" or "N/A” responses may indicate that
the entity uses other processes, documents, or controls in their information and communication systems.
You should consider supplementing this questionnaire with a memo or flowchart to document significant
features of the client's system that are not covered by this questionnaire. See AAM section 4500 for example
flowcharting techniques.
.17
Personnel

I.

N/A

No

Yes

Purchases and Accounts Payable

A. Initiating Purchases and Receipt of Goods

B.

1.

All purchases over a predetermined amount are ap
proved by the owner.

2.

Non-routine purchases (for example, services, fixed as
sets, or investments) are approved by the owner.

3.

A purchase order system is used, prenumbered pur
chase orders are accounted for, and physical access to
purchase orders is controlled.

4.

Open purchase orders are periodically reviewed.

5.

All goods are inspected and counted when received.

6.

Prenumbered receiving reports, or a log, are used to
record the receipt of goods.

7.

The receiving reports or log indicate the date the items
were received.

Processing Purchases
8.

9.

Invoices from vendors are matched with applicable re
ceiving reports.
Invoices are reviewed for proper quantity and prices,
and mathematical accuracy.

_______________________
_______________________

10. Invoices from vendors are posted to the general ledger
on a timely basis.
11. Invoices from vendors are posted to the accounts pay
able subsidiary ledger on a timely basis.
12. Standard journal entries are used to post accounts payable.____

13. Accounts payable account per the general ledger is rec
onciled periodically to the accounts payable subsidiary
ledger.
___________
14. Statements from vendors are reconciled to the accounts
payable subsidiary ledger.
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15.

II.
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Management has the information to identify vulnerabil
ity due to concentrations of suppliers (SOP 94-6).

Cash Disbursements

A.

B.

Initiating Cash Disbursements
1.

All disbursements except those from petty cash are
made by check.

2.

All checks are recorded.

3.

Supporting documentation such as invoices and receiv
ing reports are reviewed before the checks are signed.

4.

Supporting documents are canceled to avoid duplicate
payment.

___________

Processing Cash Disbursements
5.

Cash disbursements are posted to the general ledger on
a timely basis.

6.

Cash disbursements are posted to the accounts payable
subsidiary ledger on a timely basis.

7.

Standard journal entries are used to post cash disburse
ments.

8.

___________

Timely bank reconciliations are prepared or reviewed by
the owner or manager or someone independent of the
cash receipts function.

End User Computing in the Purchasing Cycle
.18 End user computing occurs when the user is responsible for the development and execution of the
computer application that generates the information used by that same person. For example, an accounting
clerk prepares a spreadsheet that amortizes premiums or discounts, and the information from the spread
sheet is the source of a journal entry.

.19 The Control Environment Checklist—Small Business Computer Applications was used to document
your understanding of off-the-shelf computer software accounting applications such as the general ledger.
In this section of the Financial Reporting Information Systems and Controls Checklist, you may document
your understanding of how end user computing is used in the purchasing cycle to process significant
accounting information outside of the general accounting software.
.20 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
•
•
•

Process significant accounting information outside of the off-the-shelf accounting software package.
For example, a spreadsheet accumulates non-routine purchases for batch processing.

Make significant accounting decisions.

Accumulate footnote information. For example, a database of vendors provides information for
possible concentration of risk disclosures.

. 21 In the space provided below, describe how end user computing is used in the purchasing cycle.
Describe—

•

The person or department who performs the computing.
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A general description of the application and its type (e.g., spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.
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Procedures and Controls Over End User Computing
.22 Answer the following questions relating to procedures and controls over end user computing related
to the purchasing cycle.
Personnel

N/A

No

Yes

Purchasing Cycle
1. End user applications listed in AAM section 4320.21 of this
form have been adequately tested before use.

2. The application has an appropriate level of built-in controls,
such as edit checks, range tests, or reasonableness checks.
3.

Access controls limit access to the end user application.

4. A mechanism exists to prevent or detect the use of incorrect
versions of data files.
5. The output of the end user applications is reviewed for
accuracy or reconciled to the source information.

Information Processed by Outside Computer Service Organizations
.23 The Control Environment Checklist—Small Business Computer Applications was used to document
your understanding of the client's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the purchasing cycle.

.2 4 In the space below, describe the purchasing cycle information processed by the outside computer
service bureau. Discuss—
•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?
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Controls maintained by the entity to prevent or detect material misstatement in the input or output.

Inventory
Inventory and Cost of Sales
. 25 This checklist may be used on any small business audit engagement where inventory is a significant
transaction cycle.
. 26 The purpose of this checklist is to document your understanding of controls for significant classes of
transactions. Your knowledge of the inventory cycle should be sufficient for you to understand—
•

How costs are capitalized to inventory.

•

How cost is relieved from inventory.

•

How inventory costs and cost of sales are processed by the financial reporting information system.

•

The procedures used to take the physical inventory count.

•

The accounting records and supporting documents involved in the processing and reporting of
inventory and cost of sales.

•

The processes used to prepare significant accounting estimates and disclosures.

Interpreting Results
. 27 This checklist documents your understanding of how internal control over the inventory cycle is
designed and whether it has been placed in operation. It should help you in planning a primarily substantive
approach. In entities where significant information is transmitted, processed, maintained, or accessed
electronically, just gaining an understanding of internal control may not be enough (even in a primarily
substantive approach). This is especially the case when evidence of an entity's initiation, recording, or
processing of financial data exists only in electronic form. Since the competence of electronic evidence usually
depends on the effectiveness of internal control over its validity and completeness, an auditor may have to
test the internal control surrounding that evidence to gather evidence to support an assessed level of control
risk below the maximum for affected assertions. In situations where the auditor decides to rely on internal
control and assess control risk below the maximum for certain assertions (including instances where the
preponderance of electronic evidence necessitates it), tests of controls will need to be designed and then
specific controls will need to be tested to determine the effectiveness of their design and operation.
. 28 The processes, documents, and controls listed on this questionnaire are typical for small business
entities but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may indicate that
the entity uses other processes, documents, or controls in their information and communication systems.
You should consider supplementing this questionnaire with a memo or flowchart to document significant
features of the client's system that are not covered by this questionnaire. See AAM section 4500 for example
flowcharting techniques.
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Personnel

I.

N/A

No

Yes

Inventory and Cost of Sales

A. Capturing Capitalizable Costs1

B.

1.

The entity uses a cost accounting system to accumulate
capitalizable costs.

2.

The cost accounting system distinguishes between costs
that should be capitalized for GAAP purposes and those
that should be capitalizable for tax purposes.

3.

The cost accounting system interfaces with the general
ledger.
___________

4.

Production cost budgets are periodically compared to
actual costs, and significant differences are explained.

Inventory Records

5.

The entity maintains adequate inventory records of
prices and amounts on hand.

6.

Withdrawals from inventory are based on prenumbered
finished inventory requisitions, shipping reports, or
both.
___________ ______

____

7.

Additions to and withdrawals from inventory are
posted to the inventory records and the general ledger.

8.

Standard journal entries are used to post inventory
transactions to the inventory records and the general
ledger.
___________

9.

Inventory records are periodically reconciled to the gen
eral ledger.
___________

____

10. Inventory records are reconciled to a physical inventory
count.
___________

C.

Physical Inventory Counts
11. Inventory is counted at least once a year.
12. Physical inventory counters are given adequate instruc
tions.
___________
13. Inventory count procedures are sufficient to provide an
accurate count, including steps to ensure—

•

Proper cut-off.

•

Identification of obsolete items.

•

All items are counted once and only once.

•

Tag control.

_______________________________

D. Estimates and Disclosures

14. Management is able to identify excess, slow-moving, or
obsolete inventory.
1 You should also consider completing the Financial Reporting Information Systems and Controls Checklist for the purchasing cycle
to document your understanding of how the purchase of inventory is initiated.

AAM §4320.29

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

68

9 05

4351

Systems and Controls Checklist—Small Business

Personnel

N/A

No

Yes

15. Excess, slow-moving, or obsolete inventory is peri
odically written off.
16. Management can identify inventory subject to rapid
technological obsolescence that may need to be disclosed
under SOP 94-6.

End User Computing in the Inventory Cycle
.30 End user computing occurs when the user is responsible for the development and execution of the
computer application that generates the information used by that same person. For example, an accounting
clerk prepares a spreadsheet that amortizes premiums or discounts, and the information from the spread
sheet is the source of a journal entry.
.31 The Control Environment Checklist—Small Business Computer Applications was used to document
your understanding of off-the-shelf computer software accounting applications such as the general ledger.
In this section of the Financial Reporting Information Systems and Controls Checklist, you may document
your understanding of how end user computing is used in the inventory cycle to process significant
accounting information outside of the general accounting software.

.32 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
•

Process significant accounting information outside of the off-the-shelf accounting software package.
For example, a spreadsheet calculates overhead cost allocations.

•

Make significant accounting decisions. A spreadsheet application tracks slow-moving items for
possible write-off.

•

Accumulate footnote information.

. 33 In the space provided below, describe how end user computing is used in the inventory cycle.
Describe—
•

The person or department who performs the computing.

•

A general description of the application and its type (e.g., spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.
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Procedures and Controls Over End User Computing
.34 Answer the following questions relating to procedures and controls over end user computing related
to the inventory cycle.

Personnel

N/A

No

Yes

Inventory Cycle
1.

End user applications listed in AAM section 4320.33 of this
form have been adequately tested before use.

2.

The application has an appropriate level of built-in controls,
such as edit checks, range tests, or reasonableness checks.

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of incorrect
versions of data files.

5.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.

Information Processed by Outside Computer Service Organizations
.35 The Control Environment Checklist—Small Business Computer Applications was used to document
your understanding of the client's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the inventory cycle.
.36 In the space below, describe the inventory cycle information processed by the outside computer
service bureau. Discuss—
•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.
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Financing
Investments and Debt
.37 This checklist may be used on any small business audit engagement where investments or debt are
a significant transaction cycle.
.38 The purpose of this checklist is to document your understanding of controls for significant classes of
transactions. Your knowledge of the financing cycle should be sufficient for you to understand—
•

How investment decisions are authorized and initiated.

•

How financing is authorized and captured by the financial reporting information system.

•

How investment and debt transactions are processed by the financial reporting system.

•

The accounting records and supporting documents involved in the processing and reporting of
investments and debt.

•

The processes used to prepare significant accounting estimates, disclosures, and presentation.

•

How management classifies investments as either trading, available-for-sale, or held to maturity.

Interpreting Results
.39 This checklist documents your understanding of how internal control over financing is designed and
whether it has been placed in operation. It should help you in planning a primarily substantive approach.
In entities where significant information is transmitted, processed, maintained, or accessed electronically,
just gaining an understanding of internal control may not be enough (even in a primarily substantive
approach). This is especially the case when evidence of an entity's initiation, recording, or processing of
financial data exists only in electronic form. Since the competence of electronic evidence usually depends on
the effectiveness of internal control over its validity and completeness, an auditor may have to test the internal
control surrounding that evidence to gather evidence to support an assessed level of control risk below the
maximum for affected assertions. In situations where the auditor decides to rely on internal control and assess
control risk below the maximum for certain assertions (including instances where the preponderance of
electronic evidence necessitates it), tests of controls will need to be designed and then specific controls will
need to be tested to determine the effectiveness of their design and operation.

.40 The processes, documents, and controls Usted on this questionnaire are typical for small business entities
but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may indicate that the entity
uses other processes, documents, or controls in their information and communication systems. You should consider
supplementing this questionnaire with a memo or flowchart to document significant features of the client's
system that are not covered by this questionnaire. See AAM section 4500 for example flowcharting techniques.

.41

Personnel

I.

N/A

No

Yes

Investments
A. Authorization and Initiation

1.

Investment transactions are authorized by the owner.

2.

The owner assesses and understands the risks associated
with the entity's investments.

3.

Investments are registered in the name of the company.

4.

At acquisition, investments are classified as trading,
available-for-sale, or held-to-maturity.
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B.

N/A

No
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Yes

Processing

5.

Investment transactions are posted to the general ledger
on a timely basis.

6.

Account statements received from brokers are reviewed
for accuracy.

7.

Discounts and premiums are amortized regularly using
the interest method.

8.

Procedures exist to determine the fair value of trading
and available-for-sale securities.

9.

The general ledger is periodically reconciled to account
statements from brokers or physical counts of securities
on hand.
___________

C. Disclosures
10. Management identifies all the information about its se
curities that is necessary for proper disclosure.

IL

Debt
A. Authorization and Initiation

B.

1.

Financing transactions are authorized by the owner.

2.

The owner assesses and understands all terms, cove
nants, restrictions of debt transactions.

Processing and Documentation
3.

Debt transactions are posted to the general ledger on a
timely basis.

4.

Any premiums or discount are amortized using the
interest method.

5.

The company maintains up-to-date files of all notes
payable.
___________

C. Disclosure
6.
7.

Procedures exist to determine the fair value of notes
payable for proper disclosure.

______________________

Management reviews their compliance with debt cove
nants on a timely basis.

______________________

End User Computing in the Financing Cycle
.42 End user computing occurs when the user is responsible for the development and execution of the
computer application that generates the information used by that same person. For example, an accounting
clerk prepares a spreadsheet that amortizes premiums or discounts, and the information from the spread
sheet is the source of a journal entry.
.43 The Control Environment Checklist—Small Business Computer Applications was used to document
your understanding of off-the-shelf computer software accounting applications such as the general ledger.
In this section of the Financial Reporting Information Systems and Controls Checklist, you may document
your understanding of how end user computing is used in the financing cycle to process significant
accounting information outside of the general accounting software.
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.44 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
•

Process significant accounting information outside of the off-the-shelf accounting software package.
For example, a spreadsheet application calculates the amortization of premiums and discounts on
investments.

•

Make significant accounting decisions.

•

Accumulate footnote information. For example, a spreadsheet application calculates five-year debt
maturities for footnote disclosure.

. 45 In the space provided below, describe how end user computing is used in the financing cycle.
Describe—
•

The person or department who performs the computing.

•

A general description of the application and its type (e.g., spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.

Procedures and Controls Over End User Computing
.46 Answer the following questions relating to procedures and controls over end user computing related
to the financing cycle.
Personnel

N/A

No

Yes

Financing Cycle

1.

End user applications listed in AAM section 4320.45 of this
form have been adequately tested before use.

2.

The application has an appropriate level of built-in controls,
such as edit checks, range tests, or reasonableness checks.

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of incorrect
versions of data files.

5.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.

AICPA Audit and Accounting Manual

AAM §4320.46

4356

Internal Control

68

9-05

Information Processed by Outside Computer Service Organizations
.47 The Control Environment Checklist—Small Business Computer Applications was used to document
your understanding of the client's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the financing cycle.
.48 In the space below, describe the financing cycle information processed by the outside computer
service bureau. Discuss—
•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.

Property, Plant, and Equipment
Fixed Assets and Depreciation
. 49
cycle.

This checklist may be used on any audit engagement where fixed assets are a significant transaction

. 50 The purpose of this checklist is to document your understanding of controls tor significant classes of
transactions. Your knowledge of the property, plant, and equipment cycle should be sufficient for you to
understand—
•

How fixed asset transactions are authorized and initiated. (Additional information on the acquisition
of fixed assets is documented on the Accounting Systems and Control Checklist for the Purchasing
Cycle.)

•

How fixed asset transactions and depreciation are processed by the financial reporting information
system.

•

The accounting records and supporting documents involved in the processing and reporting of fixed
assets and depreciation.

•

The processes used to prepare significant accounting estimates and disclosures.
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Interpreting Results

.51 This checklist documents your understanding of how internal control over property, plant, and
equipment is designed and whether it has been placed in operation. It should help you in planning a primarily
substantive approach. In entities where significant information is transmitted, processed, maintained, or
accessed electronically, just gaining an understanding of internal control may not be enough (even in a
primarily substantive approach). This is especially the case when evidence of an entity's initiation, recording,
or processing of financial data exists only in electronic form. Since the competence of electronic evidence
usually depends on the effectiveness of internal control over its validity and completeness, an auditor may
have to test the internal control surrounding that evidence to gather evidence to support an assessed level
of control risk below the maximum for affected assertions. In situations where the auditor decides to rely on
internal control and assess control risk below the maximum for certain assertions (including instances where
the preponderance of electronic evidence necessitates it), tests of controls will need to be designed and then
specific controls will need to be tested to determine the effectiveness of their design and operation.
.52 The processes, documents, and controls listed on this questionnaire are typical for small business
entities but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may indicate that
the entity uses other processes, documents, or controls in their information and communication systems.
You should consider supplementing this questionnaire with a memo or flowchart to document significant
features of the client's system that are not covered by this questionnaire. See AAM section 4500 for example
flowcharting techniques.

.53
Personnel

I.

N/A

No

Yes

Fixed Assets and Depreciation
A. Authorization and Initiation

1.

B.

Fixed asset acquisitions and retirements are authorized
by the owner.

Processing and Documentation

2.

The company maintains detailed records of fixed assets
and the related accumulated depreciation.

3.

The general ledger and detailed fixed asset records are
updated for fixed assets transactions on a timely basis.

4.

A process exists for the timely calculation of deprecia
tion expense for both book and tax purposes.

5.

The general ledger and detailed fixed asset records are
updated for depreciation expense on a timely basis.

6.

The general ledger is periodically reconciled to the de
tailed fixed asset records.

C. Disclosure and Estimation
7.

Management identifies events or changes in circum
stances that may indicate fixed assets have been im
paired (SFAS 144).

8.

Management assesses and understands the risk of spe
cialized equipment becoming subject to technological
obsolescence (SOP 94-6).
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End User Computing in the Property, Plant, and Equipment Cycle
.54 End user computing occurs when the user is responsible for the development and execution of the
computer application that generates the information used by that same person. For example, an accounting
clerk prepares a spreadsheet that amortizes premiums or discounts, and the information from the spread
sheet is the source of a journal entry.

.55 The Control Environment Checklist—Small Business Computer Applications was used to document
your understanding of off-the-shelf computer software accounting applications such as the general ledger.
In this section of the Financial Reporting Information Systems and Controls Checklist, you may document
your understanding of how end user computing is used in the revenue cycle to process significant accounting
information outside of the general accounting software.
.56 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
•

Process significant accounting information outside of the off-the-shelf accounting software package.
For example, a spreadsheet application calculates the depreciation expense.

•

Make significant accounting decisions. For example, a spreadsheet application is used to analyze
lease or buy decisions.

•

Accumulate footnote information.

.57 In the space provided below, describe how end user computing is used in the property, plant, and
equipment cycle. Describe—
•

The person or department who performs the computing.

•

A general description of the application and its type (e.g., spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.

Procedures and Controls Over End User Computing
.58 Answer the following questions relating to procedures and controls over end user computing related
to the property, plant, and equipment cycle.
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Personnel

N/A

No

Yes

Property, Plant, and Equipment Cycle

1.

End user applications listed in AAM section 4320.57 of this
form have been adequately tested before use.

2.

The application has an appropriate level of built-in controls,
such as edit checks, range tests, or reasonableness checks.

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of incorrect
versions of data files.

5.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.

___

Information Processed by Outside Computer Service Organizations
.59 The Control Environment Checklist—Small Business Computer Applications was used to document
your understanding of the client's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the property, plant, and equipment cycle.

.60 In the space below, describe the property, plant, and equipment cycle information processed by the
outside computer service bureau. Discuss—
•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.

Payroll Cycle
Payroll Expense
. 61 This checklist may be used on any small business audit engagement where the payroll cycle is
significant.

. 62 The purpose of this checklist is to document your understanding of controls for significant classes of
transactions. Your knowledge of the payroll cycle should be sufficient for you to understand—
•

How the time worked by employees is captured by the financial reporting information system.
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•

How salaries and hourly rates are established.

•

How payroll and the related withholdings are calculated.

•

The accounting records and supporting documents involved in the processing and reporting of
payroll.

Interpreting Results

. 63 This checklist documents your understanding of how internal control over the payroll cycle is
designed and whether it has been placed in operation. It should help you in planning a primarily substantive
approach. In entities where significant information is transmitted, processed, maintained, or accessed
electronically, just gaining an understanding of internal control may not be enough (even in a primarily
substantive approach). This is especially the case when evidence of an entity's initiation, recording, or
processing of financial data exists only in electronic form. Since the competence of electronic evidence usually
depends on the effectiveness of internal control over its validity and completeness, an auditor may have to
test the internal control surrounding that evidence to gather evidence to support an assessed level of control
risk below the maximum for affected assertions. In situations where the auditor decides to rely on internal
control and assess control risk below the maximum for certain assertions (including instances where the
preponderance of electronic evidence necessitates it), tests of controls will need to be designed and then
specific controls will need to be tested to determine the effectiveness of their design and operation.
. 64 The processes, documents, and controls listed on this questionnaire are typical for small business
entities but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may indicate that
the entity uses other processes, documents, or controls in their information and communication systems.
You should consider supplementing this questionnaire with a memo or flowchart to document significant
features of the client's system that are not covered by this questionnaire. See AAM section 4500 for example
flowcharting techniques.
.65

Personnel

I.

N/A

No

Yes

Payroll
A. Initiating Payroll Transactions

1.
2.
3.

Wages and salaries are approved by the owner.

Proper authorization is obtained for all payroll deductions.
Access to personnel files is limited to the owner or
someone who is independent of the payroll or cash

functions.
4.
5.

Adequate time records are maintained for employees
paid by the hour.

_______________________________

Time records for hourly employees are approved by a
supervisor.

___________

B. Processing Payroll
6.

Payroll is calculated using authorized pay rates, payroll
deductions, and time records.

7.

Payroll registers are reviewed for accuracy.

8.

Standard journal entries are used to post payroll trans
actions to the general ledger.
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End User Computing in the Payroll Cycle
.66 End user computing occurs when the user is responsible for the development and execution of the
computer application that generates the information used by that same person. For example, an accounting
clerk prepares a spreadsheet that amortizes premiums or discounts, and the information from the spread
sheet is the source of a journal entry.
.67 The Control Environment Checklist—Small Business Computer Applications was used to document
your understanding of off-the-shelf computer software accounting applications such as the general ledger.
In this section of the Financial Reporting Information Systems and Controls Checklist, you may document
your understanding of how end user computing is used in the payroll cycle to process significant accounting
information outside of the general accounting software.
.68 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
•

Process significant accounting information outside of the off-the-shelf accounting software package.
For example, a spreadsheet accumulates time card information for batch processing.

•

Make significant accounting decisions. For example, a spreadsheet application is used to accumulate
payroll information by job for further analysis.

•

Accumulate footnote information.

. 69 In the space provided below, describe how end user computing is used in the payroll cycle.
Describe—

•

The person or department who performs the computing.

•

A general description of the application and its type (e.g., spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.

Procedures and Controls Over End User Computing
.70 Answer the following questions relating to procedures and controls over end user computing related
to the payroll cycle.
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Yes

Payroll Cycle
1. End user applications listed in AAM section 4320.69 of this
form have been adequately tested before use.

2. The application has an appropriate level of built-in controls,
such as edit checks, range tests, or reasonableness checks.
3.

Access controls limit access to the end user application.

4. A mechanism exists to prevent or detect the use of incorrect
versions of data files.
5. The output of the end user applications is reviewed for
accuracy or reconciled to the source information.

Information Processed by Outside Computer Service Organizations
.71 The Control Environment Checklist—Small Business Computer Applications was used to document
your understanding of the client's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the payroll cycle.

.72 In the space below, describe the payroll cycle information processed by the outside computer service
bureau. Discuss—
•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.

[The next page is 4401.]
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Illustrative Internal Control Forms—
Medium to Large Business
.01 The following are illustrative internal control forms you might use to document your understanding
of internal controls sufficient to plan an audit. The illustrative questions are numbered merely for organiza
tional purposes. The numbers are in no way intended to infer completeness or a preferred sequence. These
forms may require modifications to meet the needs, preferences, and circumstances of individual firms and
their clients. Whenever you use standardized forms, checklists, or questionnaires, you should recognize that
important matters in a particular set of circumstances may not be covered.

Instructions
.02 The forms in AAM sections 4410 and 4420 may be used on all audit engagements of medium to large
businesses. For audits of small businesses, see AAM section 4300.
.03 In every audit, you should obtain an understanding of each of the components of internal control
sufficient to plan the audit. These forms should be used as a tool in documenting your understanding of
internal control, how internal control is designed, and whether controls have been placed in operation.

.04

These forms should be used in conjunction with other forms in the following circumstances:

• Computer Applications Checklist—Medium to Large Business [AAM section 4410]. To be used to docu
ment your understanding of how the entity uses computers and information technology to process
significant accounting information.
• Financial Reporting Information Systems and Controls Checklist [AAM section 4420]. To be used for each
significant account and transactions cycle.

. 05 These forms are appropriate whenever you plan a primarily substantive audit approach (see
paragraph .07 below). That is, their completion generally results in control risk being assessed at or slightly
below the maximum for all assertions related to account balances and transactions.
.

06

If you plan a lower control risk assessment for certain assertions you are required to—

• Identify specific controls relevant to specific assertions that are likely to prevent or detect material
misstatements in those assertions, and

• Perform tests of controls to evaluate their effectiveness.
.07 In situations where significant audit evidence is transmitted, processed, maintained, or accessed
electronically, it generally will be necessary to test the internal control surrounding the electronic evidence
(for example, controls over generation, storage, manipulation, and transmission), even if a primarily
substantive audit approach is followed. (This is especially the case when evidence of an entity's initiation,
recording, or processing of financial data exists only in electronic form.) This is because the competence of
electronic evidence usually depends on the effectiveness of internal control over its validity and complete
ness. In these situations the auditor should perform tests of controls to gather evidence to support an assessed
level of control risk below the maximum for affected assertions. If the auditor concludes control risk must
be assessed at the maximum in such situations or the evidence gathered through tests of controls and
substantive tests is insufficient, the auditor should qualify or disclaim an opinion because of the scope limitation.
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.08 These forms are organized to conform to the control components and overall internal control
framework described in the Audit Guide Consideration of Internal Control in a Financial Statement Audit. This
framework is a way for you to consider the impact of internal control on an audit. The classification of any
specific control into a particular component should not be your primary concern. Rather, your primary
consideration is whether a specific control affects financial statement assertions.
.09 The following flowchart describes how this form can be used in conjunction with the other forms
included in this section to document your understanding of internal controls.

Complete computer
applications form—medium to
large businesses

Complete control activities for
account balances and
transaction classes for
significant areas

Complete internal
control form

Interpret results

Perform and document
additional procedures, if
necessary

Control risk below
maximum possible?

No

Is electronic evidence
significant to the audit?

No

Yes

Yes

No

Yes

Efficient to assess
control risk below max.?

Yes
No

Perform tests and assess
control risk

Documentation complete

Lower Control Risk Assessment
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Interpreting the Results
.10 When obtaining an understanding of internal control, you should consider the collective effect of
the strengths and weaknesses in various control components. Management's strengths and weaknesses
may have a pervasive effect on internal control. For example, strong management oversight may mitigate
a lack of segregation of duties. However, human resource policies and practices directed toward hiring
competent financial and accounting personnel may not mitigate a strong bias by management to
overstate earnings.
.11 Answers that fall toward the right side of the form ("Strongly Agree" or "Somewhat Agree") indicate
areas of strength in the control environment. You should consider whether these areas of strength indicate
that a control risk assessment below the maximum may be possible for some assertions.

.12 Answers that fall toward the left side of the form ("Strongly Disagree" or "Somewhat Disagree")
indicate areas of weakness in the entity's internal controls. You should assess how these areas of weakness
affect the planning of the audit. This assessment should be documented in section V of the form. In making
this assessment, you normally focus on—
•

The types of material misstatement that could occur as a result of the identified weakness, and

•

The risk that those misstatements will occur.

Documenting a Conclusion
.13 After completing this form, the Financial Reporting Information Systems and Controls Checklist for
significant areas, and the Computer Applications Checklist—Medium to Large Business, you should
document your conclusion regarding internal control. In order to perform a primarily substantive audit, you
must understand the entity's internal control sufficiently—
•

To assess the risk of material misstatement in assertions related to material financial statement
components, and

•

To design effective substantive procedures.

. 14 If the completion of this form is not sufficient for you to obtain the necessary level of understanding
listed in AAM section 4400.13, you should perform and document the results of additional tests to gain that
level of understanding.

.15

I. Document Your Understanding of the Control Environment
In the space provided below, indicate whether you strongly agree, somewhat agree, somewhat disagree,
or strongly disagree with the following statements. Your answers should be based on—
•

Your previous experience with the entity.

•

Inquiries of appropriate management, supervisory, and staff personnel.

•

Inspection of documents and records.

•

Observation of the entity's activities and operations.
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Strongly
Agree

Control Environment Factors
Integrity and Ethical Values

1.

Management has high ethical and
behavioral standards.

2.

The company has a written code of
ethical and behavioral standards
that is comprehensive and peri
odically acknowledged by all em
ployees.

3.

If a written code of conduct does
not exist, the management culture
emphasizes the importance of in
tegrity and ethical values.

4.

Management reinforces its ethical
and behavioral standards.

5.

Management appropriately deals
with signs that problems exist (e.g.,
defective products or hazardous
waste) even when the cost of iden
tifying and solving the problem
could be high.

6.

Management has removed or re
duced incentives and temptations
that might prompt personnel to en
gage in dishonest, illegal, or unethi
cal acts.
For example, there is generally no—
•

Pressure to meet unrealistic
performance targets.

•

High performance-dependent
rewards.

•

Upper and lower cutoffs on bo
nus plans.

7.

Management has provided guid
ance on the situations and fre
quency with which intervention of
established controls is appropriate.

8.

Management intervention is docu
mented and explained appropri
ately.
_______

Commitment to Competence
9.

Management has appropriately
considered the knowledge and skill
levels necessary to accomplish fi
nancial reporting tasks.
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No
Opinion

Strongly
Disagree

Somewhat
Disagree

Somewhat
Agree

Strongly
Agree

10. Employees with financial reporting
tasks generally have the knowledge
and skills necessary to accomplish
those tasks.
Board of Directors and Audit
Committee

11. The board of directors is inde
pendent from management.
12. The board constructively challenges
management's planned decisions.
13. Directors have sufficient knowl
edge, industry experience and time
to serve effectively.

14. The board regularly receives the in
formation they need to monitor
management's objectives and
strategies.
15. The audit committee reviews the
scope of activities of the internal
and external auditors annually.

16. The audit committee meets pri
vately with the chief financial
and/or accounting officers, inter
nal auditors and external auditors
to discuss the—
•

Reasonableness of the financial
reporting process.

•

System of internal control.

•

Uncorrected audit adjustments.

•

Significant comments and rec
ommendations.

•

Management's performance.

17. The board takes steps to ensure an
appropriate "tone at the top."
18. The board or committee takes ac
tion as a result of its findings.
Management's Philosophy and
Operating Style

19. Management moves carefully, pro
ceeding only after carefully analyz
ing the risks and potential benefits
of accepting business risks.
20. Management is generally cautious
or conservative in financial report
ing and tax matters.
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Somewhat
Disagree

Somewhat
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Strongly
Agree

21. There is relatively low turnover of
key personnel (e.g., operating, ac
counting, data processing, internal
audit).

22. There is no undue pressure to meet
budget, profit, or other financial
and operating goals.
23. Management views the accounting
and internal audit function as a ve
hicle for exercising control over the
entity's activities.

24. Operating personnel review and
"sign off" on reported results.
25. Senior managers frequently visit
subsidiary or divisional operations.
26. Group or divisional management
meetings are held frequently.

Organizational Structure
27. The entity's organizational struc
ture facilitates the flow of informa
tion upstream, downstream, and
across all business activities.

28. Responsibilities and expectations
for the entity's business activities
are communicated clearly to the ex
ecutives in charge of those activities.
29. The executives in charge have the
required knowledge, experience,
and training to perform their duties.

30. Those in charge of business activi
ties have access to senior operating
management.

Assignment of Authority and
Responsibility
31. Authority and responsibility are
delegated only to the degree neces
sary to achieve the company's ob
jectives.
32. Job descriptions, for at least man
agement and supervisory person
nel, exist.
33. Job descriptions contain specific
references to control-related re
sponsibilities.
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No
Opinion

Strongly
Disagree

Some
what
Disagree

Some
what
Agree

Strongly
Agree

34. Proper resources are provided for
personnel to carry out their duties.
35. Personnel understand the entity's
objectives and know how their in
dividual actions interrelate and
contribute to those objectives.
36. Personnel recognize how and for
what they will be held accountable.
Human Resource Policies and
Practices

37. The entity generally hires the most
qualified people for the job.
38. Hiring and recruiting practices em
phasize educational background,
prior work experience, past accom
plishments, and evidence of integ
rity and ethical behavior.

39. Recruiting practices include for
mal, in-depth employment inter
views.
40. Prospective employees are told of
the entity's history, culture and op
erating style.
41. The entity provides training oppor
tunities, and employees are welltrained.
42. Promotions and rotation of person
nel are based on periodic perform
ance appraisals.
43. Methods of compensation, includ
ing bonuses, are designed to moti
vate personnel and reinforce
outstanding performance.
44. Management does not hesitate to
take disciplinary action when vio
lations of expected behavior occur.

B.

Other Internal Control Components
With a Pervasive Effect on the
Organization
Risk Assessment
1.

Special action is taken to ensure
new personnel understand their
tasks.

2.

Management appropriately con
siders the control activities per
formed by personnel who change
jobs or leave the company.
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Opinion
3.

Management assesses how new ac
counting and information systems
will impact internal control.

4.

Management reconsiders the ap
propriateness of existing control ac
tivities when new accounting and
information systems are developed
and implemented.

5.

Employees are adequately trained
when accounting and information
systems are changed or replaced.

6.

Accounting and information sys
tem capabilities are upgraded
when the volume of information in
creases significantly.

7.

Accounting and data processing
personnel are expanded as needed
when the volume of information in
creases significantly.

8.

The entity has the ability to reason
ably forecast operating and finan
cial results.

9.

Management keeps abreast of the
political, regulatory, business, and
social culture of areas in which for
eign operations exist.

Strongly
Disagree

35

Somewhat
Disagree

Somewhat
Agree
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Strongly
Agree

General Control Activities

10. The entity prepares operating
budgets and cash flow projections.

11. Operating budgets and projections
lend themselves to effective com
parison with actual results.
12. Significant variances between
budgeted or projected amounts
and actual results are reviewed and
explained.
13. The company has adequate safe
keeping facilities for custody of the
accounting records such as fire
proof storage areas and restricted
access cabinets.
14. The entity has a suitable record re
tention plan.

15. The entity has adequate controls to
limit access to computer programs
and data files.

16. Periodically, personnel compare
counts of assets to amounts shown
on control records.
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No

Opinion

Strongly
Disagree

Some
what
Disagree

Some
what
Agree

Strongly
Agree

17. There is adequate segregation of
duties among those responsible for
authorizing transactions, recording
transactions, and maintaining cus
tody of assets.

InformatinInformation and Communication
18. Management receives the informa
tion they need to carry out their
responsibilities.

19. Information is provided at the right
level of detail for different levels of
management.
20. Information is available on a timely
basis.

21. Information with accounting sig
nificance (for example, slow-pay
ing customers) is transmitted
across functional lines in a timely
manner.
Monitoring

22. Customer complaints about bill
ings are investigated for their un
derlying causes.

23. Communications from bankers,
regulators, or other outside parties
are monitored for items of account
ing significance.

24. Management responds appropri
ately to auditor recommendations
on ways to strengthen internal con
trols.
25. Employees are required to "sign
off" to evidence the performance of
critical control functions.

26. The internal auditors are inde
pendent of the activities they audit.
27. Internal auditors have adequate
training and experience.
28. Internal auditors document the
planning and execution of their
work by such means as audit pro
grams and working papers.

29. Internal audit reports are submit
ted to the board of directors or audit
committee.
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II. Determine Other Areas For Evaluation
The completion of section I of this form is the first of several forms that may be used to document your
understanding of internal controls sufficiently to plan a primarily substantive audit. It is important to
remember that in entities where significant information is transmitted, processed, maintained, or accessed
electronically, just gaining an understanding of the controls surrounding the electronic environment may
not be enough. Since the competence of electronic evidence usually depends on the effectiveness of internal
control over its validity and completeness, an auditor may have to test the internal control surrounding that
evidence to gain competent evidential matter—even in a primarily substantive approach. In the space
provided below, determine which of the following areas apply. A "Yes" answer generally indicates you
should complete the related form.
No
Yes
W/P Ref.
Significant Account Balances and Transaction Cycles

1.

The following account balances or transaction cycles are
significant to the company's financial statements.

a.

Revenue Cycle, including sales, accounts receivable, or
cash receipts. (Normally considered significant for
most businesses.)

If "yes," the related Financial Reporting Information
Systems and Controls Checklist can be found at—
b.

Purchasing Cycle, including purchasing, accounts
payable, or cash disbursements. (Normally considered
significant for most businesses.)
If "yes," the related Financial Reporting Information
Systems and Controls Checklist can be found at—

c.

Inventory, including inventory and cost of sales.
If "yes," the related Financial Reporting Information
Systems and Controls Checklist can be found at—

d.

Financing, including investments and debt.

_______________

If "yes," the related Financial Reporting Information
Systems and Controls Checklist can be found at—

e.

Property, Plant, and Equipment, including fixed assets
and depreciation.
If "yes," the related Financial Reporting Information
Systems and Controls Checklist can be found at—

f.

Payroll.

_______________

If "yes," the related Financial Reporting Information
Systems and Controls Checklist can be found at—

III.

Assess Lack of Segregation of Duties

In the space provided below, assess risk due to a lack of segregation of duties for the company, based on
the completion of sections I and II of this form. Your comments should address—
• The person with incompatible responsibilities and the nature of those responsibilities.
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•

Any mitigating factors or controls, such as direct management oversight.

•

The risk that material misstatements might occur as a result of a lack of segregation of duties, and
the type of those misstatements.

•

How substantive procedures will be designed to limit the risk of those misstatements to an acceptable
level.

IV. Assess the Risk of Management Override
Even in effectively controlled entities—those with generally high levels of integrity and control conscious
ness—a manager might be able to override controls. The term "management override" means—
Overruling prescribed policies or procedures for illegitimate purposes with the intent of
personal gain or enhanced presentation of an entity's financial condition or compliance
status.

Management might override the control system for many reasons: to increase reported revenue, to boost
market value of the entity prior to sale, to meet sales or earnings projections, to bolster bonus pay-outs tied
to performance, to appear to cover violations of debt covenant agreements, or to hide lack of compliance
with legal requirements. Override practices include deliberate misrepresentations to bankers, lawyers,
accountants, and vendors, and intentionally issuing false documents such as sales invoices.

An active, involved board of directors can significantly reduce the risk of management override.
Management override is different from management intervention, which is the overrule of prescribed
policies or procedures for legitimate purposes. For example, management intervention is usually necessary
to deal with non-recurring and non-standard transactions or events that otherwise might be handled by the
system.
In the space below, assess the risk of management override for this company. You should consider the risk
that management override possibilities exist, the risk that management will take advantage of those possibili
ties, and any evidence that management has engaged in override practices. If the risk of management override
is greater than low, indicate how planned audit procedures will reduce this risk to an acceptable level.
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Interpret Results

You should consider the collective effect of the strengths and weaknesses in various control components.
Management's strengths and weaknesses may have a pervasive effect on internal control. For example,
management controls may mitigate a lack of segregation of duties. However, human resource policies and
practices directed toward hiring competent financial and accounting personnel may not mitigate a strong
bias by management to overstate earnings.
A. Areas That May Allow for Control Risk to Be Assessed Below the Maximum
Based on the completion of sections I through IV of this form you may have become aware of certain
accounts, transactions and assertions where it may be possible and efficient to plan a control risk
assessment below the maximum. In the area below, document those accounts, transactions, and
assertions and the related tests of controls.
Test of Controls
Accounts, Transactions, and Assertions
Working Paper Reference

B. Areas of possible control weakness

Based on the completion of sections I through IV of this form, you may have become aware of certain
areas that may indicate possible control weaknesses, not including those areas relating to segregation
of duties and management override which were assessed and documented in sections III and IV.
In the space provided below, document those areas of possible weakness and the impact the
identified weakness will have on the audit. Discuss—
•

The nature of the identified possible weakness.

•

Any mitigating factors or controls, such as direct management oversight.

•

The risk that material misstatements might occur as a result of the weakness and the type of those
misstatements.

•

How substantive procedures will be designed to reduce the risk of those misstatements to an
acceptable level.
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VI. Document Your Conclusion With Respect to Internal Controls
20

20—

20—

20.

Prepared or updated by:
In-Charge
Reviewed by:
Engagement Partner

[The next page is 4427.]
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AAM Section 4410

Computer Applications
Checklist—Medium to Large Business
.01 This questionnaire may be used to document your understanding of the way computers are used in
the information and communication systems of a medium to large business.

.02

I.

Computer Hardware
Describe the computer hardware for the entity, and its configuration. Consider—
•

The make and model of company's main processing computer(s).

•

Input and output devices.

•

Storage means and capabilities.

•

Local area networks.

•

Stand-alone microcomputers.

You may wish to attach a separate page to this checklist to document the entity's computer hardware.
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II. Computer Software
Describe the entity's main software packages and whether they are unmodified, commercially available
packages, or were developed or modified in-house. (End-user computing applications will be considered
only for significant account balances and transaction cycles. See the Financial Reporting Information Systems
and Control Checklist—Medium to Large Business.)
Unmodified
Commercial
In-House
N/A
Operating system

Access control
General accounting

Network
Database management
Communications

_______

Utilities

_______

Other:

III. Computer Control Environment
In the space provided below, indicate whether you strongly agree, somewhat agree, somewhat disagree,
or strongly disagree with the following statements. Your answers should be based on—
•

Your previous experience with the entity.

•

Inquiries of appropriate management, supervisory, and staff personnel.

•

Inspection of documents and records.

•

Observation of the entity's activities and operations.
No
Opinion

Strongly
Disagree

Some
what
Disagree

Some
what
Agree

Strongly
Agree

Acquisition of Hardware

1.

The company has a coherent man
agement plan for the purchase and
continued investment in computer
hardware.

2.

The computer hardware is suffi
cient to meet the company's needs.
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No
Opinion
3.

The company's computer hardware is safely and properly installed.

4.

The company has standard, regular
hardware maintenance proce
dures.
_______

Strongly
Disagree

Some
what
Disagree

Some
what
Agree

Strongly
Agree

Acquisition of Software
5.

The company has a coherent man
agement plan for the purchase of
and continued investment in com
puter software.

6.

The company researches software
products to determine whether
they meet the needs of the intended
users.
_______

7.

The company's application pro
grams are compatible with each
other.
_______

8.

The company obtains recognized
software from reputable sources.

9.

Company policy prohibits the use
of unauthorized programs intro
duced by employees.

10. Company policy prohibits the
downloading of untested software
from sources such as dial-up bulle
tin boards.
11. The company uses virus protection
software to screen for virus infec
tions.
_______
Program Development

12. Users are involved in the design
and approval of systems.
13. Users review the completion of
various phases of the application.
14. New programs are thoroughly
tested.
_______
15. Users are involved in the review of
tests of the program.

16. Adequate procedures exist to trans
fer programs from development to
production libraries.
Program Changes

17. Users are involved in the design
and approval of program changes.
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Strongly
Agree

18. Program changes are thoroughly
tested.
19. Users are involved in the review of
tests of the program changes.

20. Adequate procedures exist to trans
fer changed programs from devel
opment to production libraries.

Logical Access
21. Management has identified confi
dential and sensitive data for which
access should be restricted.

22. Procedures are in place to restrict
access to confidential and sensitive
data.
23. Procedures are in place to reduce
the risk of unauthorized transac
tions being entered into processing.

24. The use of utility programs is con
trolled or monitored carefully.
25. Procedures are in place to detect un
authorized changes to programs
supporting the financial statements.
26. Programmer access to production
programs, live data files, and job
control language is controlled.
27. Operator access to source code and
individual elements of data files is
controlled.
28. Users have access only to defined
programs and data files.

Physical Security
29. The company has established pro
cedures for the periodic back-up of
files.
30. Back-up procedures include multi
ple generations.
31. Back-up files are stored in a secure,
off-site location.

Computer Operations
32. Operations management reviews
lists of regular and unscheduled
batch jobs.

33. Job control instruction sets are
menu-driven.
34. Jobs are executed only from the op
erator's terminal.
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IV. Outside Computer Service Organizations
This section should be used to document your understanding of how the company uses an outside
computer service organization to process significant accounting information. Guidance on auditing entities
that use computer service organizations is contained in SAS No. 70, Service Organizations, as amended (AU
section 324).

1. List the name of the service organization and the general types of services it provides.

2. Are the general ledger and other primary accounting records processed by an outside service organiza
tion?
Yes
No
If "yes," describe the source documents provided to the service organization, the reports and other docu
mentation received from the organization, and the controls maintained by the user over input and output to
prevent or detect material misstatement.

3. List the type and date of the most recent service auditor report.

[The next page is 4443.]
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AAM Section 4420
Financial Reporting Information Systems
and Controls Checklist—Medium to
Large Business
Revenue Cycle
Revenue, Accounts Receivable, and Cash Receipts
.01 This checklist may be used on any audit engagement of a medium to large company when the revenue
cycle is significant. Normally, the revenue cycle is significant in most audit engagements.

.02 The purpose of this checklist is to document your understanding of controls for significant classes of
transactions. Your knowledge of the revenue cycle should be sufficient for you to understand—
•

How cash and credit sales are initiated.

•

How credit limits are established and maintained.

•

How cash receipts are recorded.

•

How sales and cash receipts are processed by the accounting system.

•

The accounting records and supporting documents involved in the processing and reporting of sales,
accounts receivable, and cash receipts.

•

The processes used to prepare significant accounting estimates and disclosures.

Interpreting Results
.03 This checklist documents your understanding of how internal control over the revenue cycle is
designed and whether it has been placed in operation. It should help you in planning a primarily substantive
approach. In entities where significant information is transmitted, processed, maintained, or accessed
electronically, just gaining an understanding of internal control may not be enough (even in a primarily
substantive approach). This is especially the case when evidence of an entity's initiation, recording, or
processing of financial data exists only in electronic form. Since the competence of electronic evidence usually
depends on the effectiveness of internal control over its validity and completeness, an auditor may have to
test the internal control surrounding that evidence to gather evidence to support an assessed level of control
risk below the maximum for affected assertions. In situations where the auditor decides to rely on internal
control and assess control risk below the maximum for certain assertions (including instances where the
preponderance of electronic evidence necessitates it), tests of controls will need to be designed and then
specific controls will need to be tested to determine the effectiveness of their design and operation.
.04 The processes, documents, and controls listed on this questionnaire are typical for medium to large
business entities but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may
indicate that the entity uses other processes, documents, or controls in their information and communication
systems. You should consider supplementing this questionnaire with a memo or flowchart to document
significant features of the client's system that are not covered by this questionnaire. See AAM section 4500
for example flowcharting techniques.
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.05

Personnel

I.

N/A

No

Yes

Revenue and Accounts Receivable
A. Initiating Sales Transactions

1.

Credit limits are clearly defined.

2.

Credit limits are clearly communicated.

3.

The credit of prospective customers is investigated be
fore it is extended to them.

4.

Credit limits are periodically reviewed.

5.

The people who perform the credit function are inde
pendent of—
•

Sales.

•

Billing.

•

Collection.

•

Accounting.

6.

Credit limits and changes in credit limits are communi
cated to persons responsible for approving sales orders
on a timely basis.

7.

The company has clearly defined policies and proce
dures for acceptance and approval of sales orders.

8.

Prenumbered sales orders are used and accounted for.

9.

Prenumbered shipping documents are used to record
shipments.

10.

Shipping document information is verified prior to ship
ment.

11.

The people who perform the shipping function are inde
pendent of—

12.
13.
14.

•

Sales.

•

Billing.

•

Collection.

•

Accounting.

All shipping documents are accounted for.

Prenumbered credit memos are used to document sales
returns.
All credit memos are approved and accounted for.

15.

Credit memos are matched with receiving reports for
returned goods.

16.

Cash sales are controlled by cash registers or prenum
bered cash receipts forms.

17.

Someone other than the cashier has custody to the cash
register tape compartment.
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Personnel

N/A

No

Yes

18. Someone other than the cashier takes periodic readings
of the cash register and balances the cash on hand.

B. Processing Sales Transactions

19. Information necessary to prepare invoices (e.g., prices,
discount policies) is clearly communicated to billing
personnel on a timely basis.
20. Prenumbered invoices are prepared promptly after
goods are shipped.

———
———

21. Quantities on the invoices are compared to shipping
documents.

22. The prices on the invoices are current.
23. The people who perform the billing function are independent of—

•

Sales.

•

Credit.

•

Collection.

24. Invoices are mailed to customers on a timely basis.
25. Invoices are posted to the general ledger on a timely
basis.

26. Standard journal entries are used to record sales.
27. Invoices are posted to the sales and accounts receivable
subsidiary ledgers or journals on a timely basis.
28. Credit memos are posted to the general ledger on a
timely basis.
29. Credit memos are posted to the sales and accounts receivable subsidiary ledgers or journals on a timely basis.

———
———
———

30. Procedures exist for determining proper cut-off of sales
at month-end.
31. The sales and accounts receivable balances shown in the
general ledger are reconciled to the sales and accounts
receivable subsidiary ledgers on a regular basis.

C.

Estimates and Disclosures for Sales Transactions

32. The accounting system generates a monthly aging of
accounts receivable.
33. The people who prepare the aging are independent of—

•

Billing.

•

Collection.

———

34. Management uses the accounts receivable aging to investigate, write off, or adjust delinquent accounts receivable.
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Yes

35. Management uses the accounts receivable aging and
other information to estimate an allowance for doubtful
accounts.
___________
36. The person responsible for financial reporting identifies
significant concentrations of credit risk.
IL

Cash Receipts
A. Initiating Cash Receipts Transactions

B.

1.

The entity maintains records of payments on accounts
by customer.

2.

Someone other than the person responsible for maintain
ing accounts receivable opens the mail and lists the cash
receipts.
___________

3.

Cash receipts are deposited intact.

4.

Cash receipts are deposited in separate bank accounts
when required.

5.

People who handle cash receipts are adequately bonded.

6.

Local bank accounts used for branch office collections
are subject to withdrawal only by the home office.

Processing Cash Received on Account

7.

Cash receipts are posted to the general ledger on a timely
basis.

___________

8.

Cash receipts are posted to the accounts receivable sub
sidiary ledger on a timely basis.

9.

Standard journal entries are used to post cash receipts.

10. The people who enter cash receipts to the accounting
system are independent of the physical handling of col
lections.
___________

11. Timely bank reconciliations are prepared or reviewed by
someone independent of the cash receipts function.

End User Computing in the Revenue Cycle
.06 End user computing occurs when the user is responsible for the development and execution of the
computer application that generates the information used by that same person. For example, an accounting
clerk prepares a spreadsheet which shows amortization of premiums or discounts, and the information from
the spreadsheet is the source of a journal entry.
.07 The Computer Applications Checklist—Medium to Large Business was used to document your
understanding of computer applications operated by the company's IT department. In this section of the
Financial Reporting Information Systems and Controls Checklist, you may document your understanding
of how end user computing is used in the revenue cycle to process significant accounting information outside
of the IT department.

.08 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
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•

Process significant accounting information outside of the IT-operated accounting application. For
example, a spreadsheet accumulates invoices for batch processing.

•

Make significant accounting decisions. For example, a spreadsheet application that ages accounts
receivable and helps in determining write-offs.

•

Accumulate footnote information. For example, a database of customers provides information about
the location of customers for possible concentration of credit risk disclosures.

. 09 In the space provided below, describe how end user computing is used in the revenue cycle.
Describe—
•

The person or department who performs the computing.

•

A general description of the application and its type (e.g., spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.

Procedures and Controls Over End User Computing
.10 Answer the following questions relating to procedures and controls over end user computing related
to the revenue cycle.
Personnel

N/A

No

Yes

Revenue Cycle

1.

End user applications listed in AAM section 4420.09 of
this form have been adequately tested before use.

2.

The application has an appropriate level of built-in con
trols, such as edit checks, range tests, or reasonableness
checks.
___________

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of
incorrect versions of data files.

5.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.
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Information Processed by Outside Computer Service Organizations
.11 The Computer Applications Checklist—Medium to Large Business Computer Applications was used
to document your understanding of the client's use of an outside computer service organization to process
entity-wide accounting information such as the general ledger. In this section you will document your
understanding of how the entity uses an outside computer service organization to process information
relating specifically to the revenue cycle.

.12 In the space below, describe the revenue cycle information processed by the outside computer service
bureau. Discuss—
•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.

Purchasing Cycle
Purchasing, Accounts Payable, and Cash Disbursements
. 13 This checklist may be used on any audit engagement of a medium to large business where the
purchasing cycle is significant. Normally, the purchasing cycle is significant for most businesses.

. 14 The purpose of this checklist is to document your understanding of controls for significant classes of
transactions. Your knowledge of the purchasing cycle should be sufficient for you to understand—
•

How purchases are initiated and goods received.

•

How cash disbursements are recorded.

•

How purchases and cash disbursements are processed by the financial reporting information system.

•

The accounting records and supporting documents involved in the processing and reporting of
purchases, accounts payable, and cash disbursements.

•

The processes used to prepare significant accounting estimates and disclosures.

Interpreting Results
.15 This checklist documents your understanding of how internal control over the purchasing cycle is
designed and whether it has been placed in operation. It should help you in planning a primarily substantive
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approach. In entities where significant information is transmitted, processed, maintained, or accessed
electronically, just gaining an understanding of internal control may not be enough (even in a primarily
substantive approach). This is especially the case when evidence of an entity's initiation, recording, or
processing of financial data exists only in electronic form. Since the competence of electronic evidence usually
depends on the effectiveness of internal control over its validity and completeness, an auditor may have to
test the internal control surrounding that evidence to gather evidence to support an assessed level of control
risk below the maximum for affected assertions. In situations where the auditor decides to rely on internal
control and assess control risk below the maximum for certain assertions (including instances where the
preponderance of electronic evidence necessitates it), tests of controls will need to be designed and then
specific controls will need to be tested to determine the effectiveness of their design and operation.

.16 The processes, documents, and controls listed on this questionnaire are typical for medium to large
business entities but are by no means all-inclusive. The preponderance of "No” or "N/A” responses may
indicate that the entity uses other processes, documents, or controls in their information and communication
systems. You should consider supplementing this questionnaire with a memo or flowchart to document
significant features of the client's system that are not covered by this questionnaire. See AAM section 4500
for example flowcharting techniques.
.17
Personnel

I.

N/A

No

Yes

Purchases and Accounts Payable
A. Initiating Purchases and Receipt of Goods
1.

All purchases over a predetermined amount are ap
proved by management.

2.

Non-routine purchases (for example, services, fixed as
sets, or investments) are approved by management.

3.

A purchase order system is used, prenumbered pur
chase orders are accounted for, and physical access to
purchase orders is controlled.

4.

Open purchase orders are periodically reviewed.

5.

The purchasing function is independent of—
•

Receiving

•

Invoice processing

•

Cash disbursements

6.

All goods are inspected and counted when received.

7.

Prenumbered receiving reports, or a log, are used to
record the receipt of goods.

8.

The receiving reports or log indicate the date the items
were received.

9.

The receiving function is independent of—
•

Purchasing

•

Invoice processing

•

Cash disbursements
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B.

N/A

No

10-01

Yes

Processing Purchases

10. Invoices from vendors are matched with applicable re
ceiving reports.

11. Invoices are reviewed for proper quantity and prices,
and mathematical accuracy.
12. Invoices from vendors are posted to the general ledger
on a timely basis.
13. Invoices from vendors are posted to the accounts pay
able subsidiary ledger on a timely basis.

14. The invoice processing function is independent of—
•

Purchasing

•

Receiving

•

Cash disbursements

15. Standard journal entries are used to post accounts payable.
16. Accounts payable account per the general ledger is rec
onciled periodically to the accounts payable subsidiary
ledger.
17. Statements from vendors are reconciled to the accounts
payable subsidiary ledger.

C.

Disclosures

18. Management has the information to identify vulnerabil
ity due to concentrations of suppliers (SOP 94-6).
IL

Cash Disbursements

A. Initiating Cash Disbursements

B.

1.

All disbursements except those from petty cash are
made by check.

2.

All checks are recorded.

3.

Supporting documentation such as invoices and receiv
ing reports are reviewed before the checks are signed.

4.

Supporting documents are canceled to avoid duplicate
payment.

Processing Cash Disbursements
5.

Cash disbursements are posted to the general ledger on
a timely basis.

6.

Cash disbursements are posted to the accounts payable
subsidiary ledger on a timely basis.

7.

Standard journal entries are used to post cash disburse
ments.

8.

Timely bank reconciliations are prepared or reviewed by
the owner or manager or someone independent of the
cash receipts function.
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End User Computing in the Purchasing Cycle
.18 End user computing occurs when the user is responsible for the development and execution of the
computer application that generates the information used by that same person. For example, an accounting
clerk prepares a spreadsheet that amortizes premiums or discounts, and the information from the spread
sheet is the source of a journal entry.
.19 The Computer Applications Checklist—Medium to Large Business was used to document your
understanding of computer applications operated by the company's IT department. In this section of the
Financial Reporting Information Systems and Controls Checklist, you may document your understanding
of how end user computing is used in the purchasing cycle to process significant accounting information
outside of the IT department.
.20 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—

•

Process significant accounting information outside of the IT-operated accounting application. For
example, a spreadsheet accumulates non-routine purchases for batch processing.

•

Make significant accounting decisions.

•

Accumulate footnote information. For example, a database of vendors provides information for
possible concentration of risk disclosures.

. 21 In the space provided below, describe how end user computing is used in the purchasing cycle.
Describe—
•

The person or department who performs the computing.

•

A general description of the application and its type (e.g., spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.

Procedures and Controls Over End User Computing
. 22 Answer the following questions relating to procedures and controls over end user computing related
to the purchasing cycle.

Personnel

N/A

No

Yes

Purchasing Cycle
1.

End user applications listed in AAM section 4420.21 of
this form have been adequately tested before use.
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2.

The application has an appropriate level of built-in con
trols, such as edit checks, range tests, or reasonableness
checks.
___________

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of
incorrect versions of data files.

5.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.

N/A

No

9-05

Yes

Information Processed by Outside Computer Service Organizations
.23 The Computer Applications Checklist—Medium to Large Business was used to document your
understanding of the client's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the purchasing cycle.

.24 In the space below, describe the purchasing cycle information processed by the outside computer
service bureau. Discuss—
•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.

Inventory
Inventory and Cost of Sales
.25 This checklist may be used on any audit engagement of a medium to large business where inventory
is a significant transaction cycle.
.26 The purpose of this checklist is to document your understanding of controls for significant classes of
transactions. Your knowledge of the inventory cycle should be sufficient for you to understand—
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•

How costs are capitalized to inventory.

•

How cost is relieved from inventory.

•

How inventory costs and cost of sales are processed by the accounting system.

•

The procedures used to take the physical inventory count.

•

The accounting records and supporting documents involved in the processing and reporting of
inventory and cost of sales.

•

The processes used to prepare significant accounting estimates and disclosures.

Interpreting Results

.27 This checklist documents your understanding of how internal control over the inventory cycle is
designed and whether it has been placed in operation. It should help you in planning a primarily substantive
approach. In entities where significant information is transmitted, processed, maintained, or accessed
electronically, just gaining an understanding of internal control may not be enough (even in a primarily
substantive approach). This is especially the case when evidence of an entity's initiation, recording, or
processing of financial data exists only in electronic form. Since the competence of electronic evidence usually
depends on the effectiveness of internal control over its validity and completeness, an auditor may have to
test the internal control surrounding that evidence to gather evidence to support an assessed level of control
risk below the maximum for affected assertions. In situations where the auditor decides to rely on internal
control and assess control risk below the maximum for certain assertions (including instances where the
preponderance of electronic evidence necessitates it), tests of controls will need to be designed and then
specific controls will need to be tested to determine the effectiveness of their design and operation.
.28 The processes, documents, and controls listed on this questionnaire are typical for medium to large
business entities but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may
indicate that the entity uses other processes, documents, or controls in their information and communication
systems. You should consider supplementing this questionnaire with a memo or flowchart to document
significant features of the client's system that are not covered by this questionnaire. See AAM section 4500
for example flowcharting techniques.
.29

Personnel

I.

N/A

No

Yes

Inventory and Cost of Sales
A. Capturing Capitalizable Costs1
1.

Management prepares production goals and schedules
based on sales forecasts.

2.

The company budgets its planned inventory levels.

3.

All releases from storage of raw materials, supplies, and
purchased parts inventory are based on approved req
uisition documents.

4.

Labor costs are reported promptly and in sufficient de
tail to allow for the proper allocation to inventory.

5.

The entity uses a cost accounting system to accumulate
capitalizable costs.

1 You should also consider completing the Financial Reporting Information Systems and Controls Checklist for the purchasing cycle
to document your understanding of how the purchase of inventory is initiated.
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6.

The cost accounting system distinguishes between costs
that should be capitalized for GAAP purposes and those
that should be capitalizable for tax purposes.

7.

For standard cost systems:

a.

Standard rates and volume are periodically com
pared to actual and revised accordingly.

b.

Significant variances are investigated.

8.

The cost accounting system interfaces with the general
ledger.

9.

Transfers of completed units from production to custody
of finished goods inventory are based on approved com
pletion reports that authorize the transfer.

N/A

No

10-01

Yes

10. The people responsible for maintaining detailed inven
tory records are independent from the physical custody
and handling of inventories.

11. Production cost budgets are periodically compared to
actual costs, and significant differences are explained.

B.

Inventory Records

12. The entity maintains adequate inventory records of
prices and amounts on hand.
13. Withdrawals from inventory are based on prenumbered
finished inventory requisitions, shipping reports, or
both.
14. Additions to and withdrawals from inventory are
posted to the inventory records and the general ledger.

15. Standard journal entries are used to post inventory
transactions to the inventory records and the general
ledger.

16. Inventory records are periodically reconciled to the gen
eral ledger.
17. Inventory records are reconciled to a physical inventory
count.
C. Physical Inventory Counts

18. Inventory is counted at least once a year.
19. Physical inventory counters are given adequate instruc
tions.
20. Inventory count procedures are sufficient to provide an
accurate count, including steps to ensure—

•

Proper cut-off.

•

Identification of obsolete items.

•

All items are counted once and only once.

AAM §4420.29

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

68

9-05

4455

Systems and Controls Checklist—Medium to Large Business

Personnel

N/A

No

Yes

D. Estimates and Disclosures

21. Management is able to identify excess, slow-moving, or
obsolete inventory.
22. Excess, slow-moving, or obsolete inventory is peri
odically written off.
23. Management can identify inventory subject to rapid
technological obsolescence that may need to be disclosed
under SOP 94-6.

End User Computing in the Inventory Cycle
.30 End user computing occurs when the user is responsible for the development and execution of the
computer application that generates the information used by that same person. For example, an accounting
clerk prepares a spreadsheet that amortizes premiums or discounts, and the information from the spread
sheet is the source of a journal entry.
.31 The Computer Applications Checklist—Medium to Large Business was used to document your
understanding of computer applications operated by the company's IT department. In this section of the
Financial Reporting Information Systems and Controls Checklist, you may document your understanding
of how end user computing is used in the inventory cycle to process significant accounting information
outside of the IT department.
.32 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
•

Process significant accounting information outside of the IT-operated accounting application. For
example, a spreadsheet calculates overhead cost allocations.

•

Make significant accounting decisions. A spreadsheet application tracks slow-moving items for
possible write-off.

•

Accumulate footnote information.

. 33 In the space provided below, describe how end user computing is used in the inventory cycle.
Describe—
•

The person or department who performs the computing.

•

A general description of the application and its type (e.g., spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.
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Procedures and Controls Over End User Computing
.34 Answer the following questions relating to procedures and controls over end user computing related
to the inventory cycle.
Personnel

N/A

No

Yes

Inventory Cycle
1.

End user applications listed in AAM section 4420.33 of
this form have been adequately tested before use.

2.

The application has an appropriate level of built-in con
trols, such as edit checks, range tests, or reasonableness
checks.
___________

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of
incorrect versions of data files.

5.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.

Information Processed by Outside Computer Service Organizations
.35 The Computer Applications Checklist—Medium to Large Business was used to document your
understanding of the client's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the inventory cycle.
.36 In the space below, describe the inventory cycle information processed by the outside computer
service bureau. Discuss—
•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.
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Financing
Investments and Debt
.37 This checklist may be used on any audit engagement of a medium to large business where invest
ments or debt are a significant transaction cycle.
.38 The purpose of this checklist is to document your understanding of controls for significant classes of
transactions. Your knowledge of the financing cycle should be sufficient for you to understand—
•

How investment decisions are authorized and initiated.

•

How financing is authorized and captured by the accounting system.

•

How management classifies investments as either trading, available-for-sale, or held to maturity.

•

How investment and debt transactions are processed by the accounting system.

•

The accounting records and supporting documents involved in the processing and reporting of
investments and debt.

•

The processes used to prepare significant accounting estimates, disclosures, and presentation.

Interpreting Results
.39 This checklist documents your understanding of how internal control is designed and whether it has
been placed in operation. It should help you in planning a primarily substantive approach. In entities where
significant information is transmitted, processed, maintained, or accessed electronically, just gaining an
understanding of internal control may not be enough (even in a primarily substantive approach). This is
especially the case when evidence of an entity's initiation, recording, or processing of financial data exists
only in electronic form. Since the competence of electronic evidence usually depends on the effectiveness of
internal control over its validity and completeness, an auditor may have to test the internal control
surrounding that evidence to gather evidence to support an assessed level of control risk below the maximum
for affected assertions. In situations where the auditor decides to rely on internal control and assess control
risk below the maximum for certain assertions (including instances where the preponderance of electronic
evidence necessitates it), tests of controls will need to be designed and then specific controls will need to be
tested to determine the effectiveness of their design and operation.
.40 The processes, documents, and controls listed on this questionnaire are typical for medium to large
business entities but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may
indicate that the entity uses other processes, documents, or controls in their information and communication
systems. You should consider supplementing this questionnaire with a memo or flowchart to document
significant features of the client's system that are not covered by this questionnaire. See AAM section 4500
for example flowcharting techniques.
.41

Personnel
I.

N/A

No

Yes

Investments
A. Authorization and Initiation

1.

Investment transactions are authorized by management.
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B.

2.

The company has established policies and procedures
for determining when board of director approval is re
quired for investment transactions.

3.

Management and the board assess and understand the
risks associated with the entity's investment strategies.

4.

Investments are registered in the name of the company.

5.

At acquisition, investments are classified as trading,
available-for-sale, or held-to-maturity.

N/A

No

10-01

Yes

Processing
6.

Investment transactions are posted to the general ledger
on a timely basis.

7.

Account statements received from brokers are reviewed
for accuracy.

8.

Discounts and premiums are amortized regularly using
the interest method.

9.

Procedures exist to determine the fair value of trading
and available-for-sale securities.

10. The general ledger is periodically reconciled to account
statements from brokers or physical counts of securities
on hand.
C. Disclosures

11. The entity accumulates the information necessary to
make disclosures about investments and derivatives.
IL

Debt

A. Authorization and Initiation

B.

1.

Financing transactions are authorized by management.

2.

The company has established policies and procedures
for determining when board of director approval is re
quired for financing transactions.

3.

Management and the board assess and understand all
terms, covenants, and restrictions of debt transactions.

Processing and Documentation

4.

Debt transactions are posted to the general ledger on a
timely basis.

5.

Any premiums or discount are amortized using the
interest method.

6.

The company maintains up-to-date files of all notes
payable.
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Personnel

N/A

No

Yes

C. Disclosure
7.

Procedures exist to determine the fair value of notes
payable for proper disclosure.

8.

Management reviews their compliance with debt cove

nants on a timely basis.

End User Computing in the Financing Cycle
.42 End user computing occurs when the user is responsible for the development and execution of the
computer application that generates the information used by that same person. For example, an accounting
clerk prepares a spreadsheet that amortizes premiums or discounts, and the information from the spread
sheet is the source of a journal entry.
.43 The Computer Applications Checklist—Medium to Large Business was used to document your
understanding of computer applications operated by the company's IT department. In this section of the
Financial Reporting Information Systems and Controls Checklist, you may document your understanding
of how end user computing is used in the financing cycle to process significant accounting information
outside of the IT department.

.44 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
•

Process significant accounting information outside of the IT-operated accounting application. For
example, a spreadsheet application calculates the amortization of premiums and discounts on
investments.

•

Make significant accounting decisions.

•

Accumulate footnote information. For example, a spreadsheet application calculates five-year debt
maturities for footnote disclosure.

. 45 In the space provided below, describe how end user computing is used in the financing cycle.
Describe—
•

The person or department who performs the computing.

•

A general description of the application and its type (e.g., spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.
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Procedures and Controls Over End User Computing
.46 Answer the following questions relating to procedures and controls over end user computing related
to the financing cycle.

Personnel

N/A

No

Yes

Financing Cycle

1.

End user applications listed in AAM section 4420.45 of
this form have been adequately tested before use.

2.

The application has an appropriate level of built-in con
trols, such as edit checks, range tests, or reasonableness
checks.
___________

___________

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of
incorrect versions of data files.

5.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.

Information Processed by Outside Computer Service Organizations
.47 The Computer Applications Checklist—Medium to Large Business was used to document your
understanding of the client's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the financing cycle.

.48 In the space below, describe the financing cycle information processed by the outside computer
service bureau. Discuss—
•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.
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Property, Plant, and Equipment
Fixed Assets and Depreciation
.49
cycle.

This checklist may be used on any audit engagement where fixed assets are a significant transaction

.50 The purpose of this checklist is to document your understanding of controls for significant classes of
transactions. Your knowledge of the property, plant, and equipment cycle should be sufficient for you to
understand—
•

How fixed asset transactions are authorized and initiated. (Additional information on the acquisition
of fixed assets is documented on the Accounting Systems and Control Checklist for the Purchasing
Cycle.)

•

How fixed asset transactions and depreciation are processed by the accounting system.

•

The accounting records and supporting documents involved in the processing and reporting of fixed
assets and depreciation.

•

The processes used to prepare significant accounting estimates and disclosures.

Interpreting Results
.51 This checklist documents your understanding of how internal control over property, plant, and
equipment is designed and whether it has been placed in operation. It should help you in planning a primarily
substantive approach. In entities where significant information is transmitted, processed, maintained, or
accessed electronically, just gaining an understanding of internal control may not be enough (even in a
primarily substantive approach). This is especially the case when evidence of an entity's initiation, recording,
or processing of financial data exists only in electronic form. Since the competence of electronic evidence
usually depends on the effectiveness of internal control over its validity and completeness, an auditor may
have to test the internal control surrounding that evidence to gather evidence to support an assessed level
of control risk below the maximum for affected assertions. In situations where the auditor decides to rely on
internal control and assess control risk below the maximum for certain assertions (including instances where
the preponderance of electronic evidence necessitates it), tests of controls will need to be designed and then
specific controls will need to be tested to determine the effectiveness of their design and operation.

.52 The processes, documents, and controls listed on this questionnaire are typical for medium to large
business entities but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may
indicate that the entity uses other processes, documents, or controls in their information and communication
systems. You should consider supplementing this questionnaire with a memo or flowchart to document
significant features of the client's system that are not covered by this questionnaire. See AAM section 4500
for example flowcharting techniques.
.53

Personnel

I.

N/A

No

Yes

Fixed Assets and Depreciation
A. Authorization and Initiation

1.

Fixed asset acquisitions and retirements are authorized
by management.

B. Processing and Documentation
2.

The company maintains detailed records of fixed assets
and the related accumulated depreciation.
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N/A

3.

Responsibilities for maintaining the fixed assets records
are segregated from the custody of the assets.

4.

The general ledger and detailed fixed asset records are
updated for fixed assets transactions on a timely basis.

5.

A process exists for the timely calculation of deprecia
tion expense for both book and tax purposes.

6.

The general ledger and detailed fixed asset records are
updated for depreciation expense on a timely basis.

7.

The general ledger is periodically reconciled to the de
tailed fixed asset records.

No

10-02

Yes

C. Disclosure and Estimation
8.

Management identifies events or changes in circum
stances that may indicate fixed assets have been im
paired (SFAS 144).

9.

Management assesses and understands the risk of spe
cialized equipment becoming subject to technological
obsolescence (SOP 94-6).

End User Computing in the Property, Plant, and Equipment Cycle
.54 End user computing occurs when the user is responsible for the development and execution of the
computer application that generates the information used by that same person. For example, an accounting
clerk prepares a spreadsheet that amortizes premiums or discounts, and the information from the spread
sheet is the source of a journal entry.
.55 The Computer Applications Checklist—Medium to Large Business was used to document your
understanding of computer applications operated by the company's IT department. In this section of the
Financial Reporting Information Systems and Controls Checklist, you may document your understanding
of how end user computing is used in the revenue cycle to process significant accounting information outside
of the IT department.

.56 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
•

Process significant accounting information outside of the IT-operated accounting application. For
example, a spreadsheet application calculates the depreciation expense.

•

Make significant accounting decisions. For example, a spreadsheet application is used to analyze
lease or buy decisions.

•

Accumulate footnote information.

.57 In the space provided below, describe how end user computing is used in the property, plant, and
equipment cycle. Describe—
•

The person or department who performs the computing.

•

A general description of the application and its type (e.g., spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.
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Procedures and Controls Over End User Computing
.58 Answer the following questions relating to procedures and controls over end user computing related
to the property, plant, and equipment cycle.

Personnel

N/A

No

Yes

Property, Plant, and Equipment Cycle

1.

End user applications listed in AAM section 4420.57 of
this form have been adequately tested before use.

2.

The application has an appropriate level of built-in con
trols, such as edit checks, range tests, or reasonableness
checks.
___________

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of
incorrect versions of data files.

5.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.

Information Processed by Outside Computer Service Organizations
.59 The Computer Applications Checklist—Medium to Large Business was used to document your
understanding of the client's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the property, plant, and equipment cycle.
.60 In the space below, describe the property, plant, and equipment cycle information processed by the
outside computer service bureau. Discuss—

•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.
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•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.

Payroll Cycle
Payroll Expense
. 61 This checklist may be used on any audit engagement of a medium to large business where the payroll
cycle is significant.

. 62 The purpose of this checklist is to document your understanding of controls for significant classes of
transactions. Your knowledge of the payroll cycle should be sufficient for you to understand—
•

How the time worked by employees is captured by the accounting system.

•

How salaries and hourly rates are established.

•

How payroll and the related withholdings are calculated.

•

The accounting records and supporting documents involved in the processing and reporting of
payroll.

Interpreting Results
. 63 This checklist documents your understanding of how internal control over the payroll cycle is
designed and whether it has been placed in operation. It should help you in planning a primarily substantive
approach. In entities where significant information is transmitted, processed, maintained, or accessed
electronically, just gaining an understanding of internal control may not be enough (even in a primarily
substantive approach). This is especially the case when evidence of an entity's initiation, recording, or
processing of financial data exists only in electronic form. Since the competence of electronic evidence usually
depends on the effectiveness of internal control over its validity and completeness, an auditor may have to
test the internal control surrounding that evidence to gather evidence to support an assessed level of control
risk below the maximum for affected assertions. In situations where the auditor decides to rely on internal
control and assess control risk below the maximum for certain assertions (including instances where the
preponderance of electronic evidence necessitates it), tests of controls will need to be designed and then
specific controls will need to be tested to determine the effectiveness of their design and operation.

. 64 The processes, documents, and controls listed on this questionnaire are typical for medium to large
business entities but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may
indicate that the entity uses other processes, documents, or controls in their information and communication
systems. You should consider supplementing this questionnaire with a memo or flowchart to document
significant features of the client's system that are not covered by this questionnaire. See AAM section 4500
for example flowcharting techniques.
AAM §4420.61
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.65
Personnel

I.

N/A

No

Yes

Payroll

A. Initiating Payroll Transactions
1.

Wages and salaries are approved by management.

2.

Salaries of senior management are based on written
authorization of the board of directors.

3.

Bonuses are authorized by the board of directors.

4.

Employee benefits and perks are granted in accordance
with management's authorization.

5.

Senior management benefits and perks are authorized
by the board of directors.

6.

Proper authorization is obtained for all payroll deduc
tions.

7.

Access to personnel files is limited to those who are
independent of the payroll or cash functions.

8.

Wage and salary rates and payroll deductions are re
ported promptly to employees who perform the payroll
processing function.

9.

Changes in wage and salary rates and payroll deduc
tions are reported promptly to employees who perform
the payroll processing function.

___________

10. Adequate time records are maintained for employees
paid by the hour.
11. Time records for hourly employees are approved by a
supervisor.
___________
B.

Processing Payroll

12. Payroll is calculated using authorized pay rates, payroll
deductions, and time records.
13. Payroll registers are reviewed for accuracy.
14. Standard journal entries are used to post payroll trans
actions to the general ledger.
15. Payroll cost distributions are reconciled to gross pay.

16. Payroll information such as hours worked is peri
odically compared to production records.
17. Net pay is distributed by persons who are independent
of personnel, payroll preparation, time-keeping, and
check preparation functions.

18. The responsibility for custody and follow-up of un
claimed wages is assigned to someone who is inde
pendent of personnel, payroll processing, and cash
disbursement functions.
19. Procedures are in place to estimate the fair value of
stock-based compensation plans.

AICPA Audit and Accounting Manual

AAM §4420.65

4466

Internal Control

35

6-97

End User Computing in the Payroll Cycle
.66 End user computing occurs when the user is responsible for the development and execution of the
computer application that generates the information used by that same person. For example, an accounting
clerk prepares a spreadsheet that amortizes premiums or discounts, and the information from the spread
sheet is the source of a journal entry.

.67 The Computer Applications Checklist—Medium to Large Business was used to document your
understanding of off-the-shelf computer software accounting applications such as the general ledger. In this
section of the Financial Reporting Information Systems and Controls Checklist, you may document your
understanding of how end user computing is used in the payroll cycle to process significant accounting
information outside of the general accounting software.
.68 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
•

Process significant accounting information outside of the MIS-operated accounting application. For
example, a spreadsheet accumulates time card information for batch processing.

•

Make significant accounting decisions. For example, a spreadsheet application is used to accumulate
payroll information by job for further analysis.

•

Accumulate footnote information.

.69 In the space provided below, describe how end user computing is used in the payroll cycle.
Describe—
•

The person or department who performs the computing.

•

A general description of the application and its type (e.g., spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.

Procedures and Controls Over End User Computing
.70 Answer the following questions relating to procedures and controls over end user computing related
to the payroll cycle.

AAM §4420.66
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Personnel

N/A

No

Yes

Payroll Cycle

1.

End user applications listed in AAM section 4420.69 of
this form have been adequately tested before use.

2.

The application has an appropriate level of built-in con
trols, such as edit checks, range tests, or reasonableness
checks.
___________

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of
incorrect versions of data files.

5.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.

Information Processed by Outside Computer Service Organizations
.71 The Computer Applications Checklist—Medium to Large Business was used to document your
understanding of the client's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the payroll cycle.

.72 In the space below, describe the payroll cycle information processed by the outside computer service
bureau. Discuss—
•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.

[The next page is 4501.]
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AAM Section 4500
Flowcharting
Introduction
.01 AAM sections 4300 and 4400 provided a series of forms you may use to document your under
standing of a client's internal control system. Included in those forms were several Financial Reporting
Information Systems and Controls Checklists to document your understanding of the accounting system
and controls for significant account balances. As an alternative or supplement to those checklists, you may
wish to include a flowchart. In some instances, a flowchart may be easier to read and analyze than a checklist
or memo.

.02
tions:

In general you will want to identify the following for your client's significant accounts and transac

•

Source documents

•

The conversion of documents to computer media

•

The nature of computer files that are further processed in the flow of information to the general ledger
and the financial statements

•

Accounts (subsidiary or general ledger master files) affected by the transaction

•

Relevant accounting reports, journals, and ledgers produced in the flow of information to the general
ledger and the financial statements

.03 An entity's financial reporting information system may create many documents, files, and reports
that are useful for managing the organization. As an auditor you need to understand and document only
those aspects that are relevant to the audit of the financial statements. Documents, files, and reports that are
not relevant to your audit need not be presented on a flowchart. For example, the same system that produces
sales invoices and a sales journal may also produce a report of sales by salesperson. An understanding of
this report may not be necessary to plan the audit.

.04 It is not necessary for you to understand how every copy of accounting documents may be used by
the client. When the client prepares numerous copies of a document, you are concerned only with those
relevant to the flow of transactions from initiation to inclusion in the financial statements.

Example: Jones Grocery
.05 Jones Grocery is an eight-store chain of independent grocery stores in Anytown. The accounts payable cycle is
described in the following paragraphs.
.06 When goods are received at each store, the store manager or another responsible employee counts and inspects
the goods and checks them against the packing slip. A copy is retained by the store manager and the original is forwarded
to the main store for processing.

.07 All vendor invoices are mailed directly to the main store, to the attention of Mrs. Jones. Her assistant matches
the invoices to the packing slips received from individual stores. He investigates any discrepancies between quantities
billed and quantities received, per the packing slips. He also follows up on any invoices received for which the store
manager has not forwarded the packing slip.
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.08 The invoices are coded and then entered into the accounts payable module of the company's accounting software
system. The invoices with attached packing slips are stored in a temporary file until they are paid.

.09 The computer system automatically updates the general ledger. It also produces two reports: an accounts payable
subledger and an accounts payable aging. When statements are received from the vendors, Mrs. Jones checks them
against the accounts payable subledger and investigates any differences. Periodically, she reconciles the accounts payable
subledger to the general ledger. The accounts payable aging is checked to make sure totals agree to the accounts payable
subledger.
.10 Mr. Jones writes the checks. There is a module in the software that links the accounts payable module to the
cash disbursements module and automatically prints checks, but this was too confusing to install. The volume ofchecks
is not that great, so the company prepares them manually.
.11 Vendors are paid by invoice, not by statement. Payments are made monthly. Mr. Jones uses the accounts payable
aging to determine which invoices should be paid. He marks these on the report and gives it to his secretary to prepare
the checks. The matched vendor invoices and receiving reports that have been stored in temporary files are attached to
the typed check for Mr. Jones' signature. Two check copies are retained: one is attached and filed with the invoice and a
second is filed numerically.

.12 Once the checks are signed, they are coded and entered into the cash disbursements module of the accounting
software package. The software updates the general ledger, the accounts payable subledger and aging, and produces a
cash disbursements report. It also produces a cash management report that may be used to estimate the future cash needs
of the business.
.13 Monthly, the cash disbursements report is used to reconcile the cash accounts to the bank statements.

The Flowchart
.14 The following flowchart illustrates how an auditor might flowchart the accounts payable system
described in AAM section 4500.05 through .13. The following symbols have been used.

AAM §4500.08
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General ledger

Computer process

Manual process

Source document or subledger

AP-1

AICPA Audit and Accounting Manual

Control procedure

AAM §4500.14

4504

Internal Control

32

8-96

Jones Grocery
Accounts Payable

Accts Payable

Cash

AP-5

CD-2
Cash
Disbursements
Report

Accts Pay Agin

AP-3
AP-4

Accts Pay
Subledger

Enter into
accounts payable
module

Enter into cash
disbursements
module

AP-2
Matched by
Mrs. Jones'
assistant

AP-1

CD-1

Manually
prepared check
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Flowcharting

.15 The flowchart should be read from the bottom to the top. The initiation of transactions and related
source documents are depicted at the bottom. The processing is described as an upwards flow until the
information reaches the general ledger at the top.
.16

Following the flowchart is a brief memo describing the controls that are documented on the flowchart.

Jones Grocery
Accounts Payable
Control No.

Description

AP-1

Store managers count and inspect goods received and compare to the packing slip.

AP-2

Packing slips are matched to vendor invoices and discrepancies are investigated.

AP-3

Accounts payable subledger is checked against monthly statements received from
vendors. Differences are investigated.

AP-4

Accounts payable subledger is reconciled to the general ledger

AP-5

Accounts payable aging is reconciled to accounts payable subledger
Accounts payable aging is used to determine which invoices to pay. Invoices and pack
ing slips are attached to checks ready for signature.

CD-I

Cash disbursements journal is used to reconcile cash balances to monthly bank state
ments.

CD-2

Analysis
.17 The preceding flowchart includes only those documents, records, and processes that are relevant to
the audit of the financial statements. The narrative description of the system included in AAM section 4500.05
through .13 included several items that are not relevant to the audit. These items are that—
•

Individual stores maintain a copy of the packing slip (AAM section 4500.06).

•

Invoices and packing slips are stored in a temporary file (AAM section 4500.08).

• Two check copies are retained: one is attached and filed with the invoice and a second is filed
numerically (AAM section 4500.11).
•

.

The system generates a cash management report (AAM section 4500.12).
18

Because the above items are not relevant to the audit, they are not included on the flowchart.

. 19 The flowchart starts at the bottom with the initiation of the transaction. In the case of the cash
disbursement, the transaction is initiated when Mr. Jones signs and mails the checks. Reviewing the accounts
payable aging and checking off invoices is not a transaction that has accounting significance. This is a control
activity that is described in narrative form. It is not depicted on the flowchart.
. 20 The flowchart depicts the direct flow of accounting information, from the initiation of the transaction
to the inclusion in the general ledger. Documents, reports, and processes outside of this direct flow need not
be documented.

[The next page is 4601.]
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AAM Section 4600

Assessing Control Risk Below
the Maximum
Introduction
.01

As described in AAM section 3125, you may choose one of two general audit strategies.

•

A primarily substantive approach (however, see AAM section 4600.03 below), where control risk is
assessed at or slightly below the maximum, or

•

An approach where control risk is assessed below the maximum.

.02 Control risk should be assessed at the maximum (primarily substantive approach) for some or all
assertions if—
•

Controls are unlikely to pertain to an assertion.

•

Controls are unlikely to be effective.

•

It would not be efficient for you to obtain evidential matter to evaluate the effectiveness of controls.

.03 In entities where significant information is transmitted, processed, maintained, or accessed electronically,
the auditor may determine that it is not practical or possible to reduce detection risk to an acceptable level by
performing only substantive tests for one or more financial statement assertions. This is especially the case when
evidence of an entity's initiation, recording, or processing of financial data exists only in electronic form. The
competence of electronic evidence usually depends on the effectiveness of internal control over its validity and
completeness. (The term electronic evidence means information transmitted, processed, maintained, or accessed by
electronic means and used by an auditor to evaluate financial statement assertions.) Without testing the internal
control surrounding the electronic evidence, a lack of credibility may not be recognized by the auditor. Therefore,
when using electronic evidence, auditors need to question the appropriateness of the approach of performing only
substantive testing if ineffective controls exist, or if assessed control risk is at the maximum level. Given the nature
of electronic evidence, it usually will be necessary to test the surrounding internal control (to gather evidence to
support an assessed level of control risk below the maximum) if that electronic evidence is significant in supporting
an auditor's conclusion regarding certain financial statement assertions. If the auditor concludes control risk must
be assessed at the maximum in such circumstances, or the evidence gathered through tests of controls and substantive
tests is insufficient, the auditor should qualify or disclaim an opinion because of the scope limitation.
Practice Tip
Read the AICPA's Auditing Procedure Study entitled The Information Technology Age: Evidential Matter in the
Electronic Environment for helpful and valuable guidance about the implications of electronic evidence on an
audit. Call the AICPA at (888) 777-7077 and ask for product number 021068.

In March 2006, the AICPA's Auditing Standards Board issued eight SASs that provide extensive guidance concerning the auditor's
assessment of the risks of material misstatement in a financial statement audit, and the design and performance of audit procedures
whose nature, timing, and extent are responsive to the assessed risks. Additionally, the SASs establish standards and provide guidance
on planning and supervision, the nature of audit evidence, and evaluating whether the audit evidence obtained affords a reasonable
basis for an opinion regarding the financial statements under audit. Of the eight new SASs, SAS No. 107, Audit Risk and Materiality in
Conducting an Audit, effectively eliminates the ability of the auditor to assess control risk “at the maximum" without having a basis for
that assessment. In other words, you can no longer “default" to maximum control risk. The eight SASs are effective for audits of
financial statements for periods beginning on or after December 15, 2006; earlier application is permitted.
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You may choose to assess control risk at the maximum either for audit efficiency purposes or because of
ineffective controls. If you choose a primarily substantive audit because the controls are ineffective, you may
have additional concerns about the auditability of the entity and other questions. Assuming you are able to
overcome auditability concerns, you may respond by heightening the degree of professional skepticism,
assigning more experienced staff, and changing the nature, timing, and extent of substantive procedures.
.04

Assessing control risk below the maximum involves—

•

Identifying specific controls relevant to specific assertions.

•

Performing tests of controls.

•

Concluding on the assessed level of control risk.

.05 The understanding about internal control should be used to identify the types of potential misstate
ments that could occur and to consider factors that affect the risk of material misstatement. When assessing
control risk, controls should be identified that are likely to prevent or detect material misstatement in specific
assertions. Controls can have either a pervasive effect on many assertions or a specific effect on an individual
assertion, depending on the nature of the particular control component involved. The more direct the
relationship between the control and the assertion, the more effective that control may be in reducing control
risk for that assertion. For example, regular physical inventory count procedures are more likely to detect
and correct misstatements than management's monitoring of gross-profit percentages.
.06 Note that the choice of an audit strategy is done at the assertion level and is not a global strategy for
the entire audit. For some assertions, you may choose a primarily substantive approach; for other assertions,
you may plan to assess control risk below the maximum.
.07 Jones Grocery is a small chain of independent grocery stores in Anytown. Assume you have been the auditor
of Jones Grocery for several years. During that time you have helped Mr. and Mrs. Jones design and implement the
procedures used for the annual inventory count. The count itself is performed by an outside inventory count company
that specializes in taking inventory at grocery stores. The outside company is supervised by Jones Grocery employees.
Based on this knowledge of the controls for the physical inventory count, you may assess internal control risk below the
maximum for the existence assertion related to inventory.

.08 In the above example, the audit strategy was determined at the assertion level. The physical count
of inventory is a control directly related to the existence assertion. It has little relevance to the valuation
assertion and no relevance to the completeness assertion. Thus, you are able to modify tests related to the
existence assertion, for example, reducing the number of test counts or stores where inventory is observed.
Substantive audit procedures related to other assertions (for example, proper pricing) should not be
modified.

.09 General controls relate to many applications and support the effective functioning of application
controls by helping to ensure the continued proper operation of information systems. The need to identify
not only application controls directly related to one or more assertions, but also relevant general controls
should be considered.

Performing Tests of Controls
.10 Procedures directed toward evaluating the effectiveness of the design of controls are concerned with
whether the control is suitably designed to prevent or detect material misstatements in specific financial
statement assertions. Procedures to obtain such evidential matter ordinarily include—
•

Tests performed in previous audits.

•

Inquiries of appropriate personnel.

AAM §4600.04
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•

Inspection of documents, reports, or electronic files.

•

Observation of the application of specific controls.

. 11 Tests of controls directed toward the effectiveness of the operation of a control are concerned with
how the control (whether manual or automated) was applied, the consistency with which it was applied
during the audit period, and by whom it was applied. These tests ordinarily include—
•

Tests performed in previous audits.

•

Inquiries of appropriate personnel.

•

Inspection of documents, reports, or electronic files, indicating performance of the control.

•

Observation of the application of specific controls.

•

Reperformance of the application of the controls by the auditor.

. 12 For controls for which documentary evidence exists, you may choose to examine the documents. For
other controls (for example, segregation of duties) documentation may not exist. These controls often can be
tested only by inquiry and observation.

. 13 For example, you may decide to obtain evidence of the effectiveness of the design and operation of
an entity's budgetary control methods. You could make inquiries of management about what variations from
budget are investigated and the controls for reporting the reasons for these variances. Based solely on this
inquiry, you would generally assess control risk at the maximum.
. 14 The effectiveness of tests of controls may be increased by examining reports generated and asking
more detailed question (such as about whether personnel follow up on budgets or about the timeliness of
the investigations or the nature of the reports). By combining these inquiries with examination of written
explanations of variances, the auditor can determine the operating effectiveness of these controls. This
documentation may provide direct evidence for assessing the effectiveness of these controls in preventing
or correcting misstatements in the financial statements.

. 15 When performing tests of controls, caution is necessary. The tests cannot support an assessment of
control risk below the maximum unless they provide evidence to evaluate the effectiveness of design and
operation of controls. Accordingly you should consider that—
•

Evidence from prior audits may be affected by subsequent changes in internal control.

• Inquiry alone generally will not provide sufficient evidential matter to support a conclusion about
the effectiveness of a specific control.
•

Evidence from inquiry alone depends on the extent of the inquiries.

• Observation of employees in the performance of their duties may corroborate evidence obtained from
other sources, but pertains only to the point in time at which the observation was made.
•

Evidence from inspection of documents depends on the extensiveness of inspections made.

. 16 In designing tests of automated controls, consider the need to obtain evidence supporting the
effective operation of controls directly related to the assertions as well as other indirect controls on which
these controls depend. For example, you may identify a "user review of an exception report of credit sales
over a customer's authorized credit limit" as a direct control related to an assertion. In such cases, you should
consider the effectiveness of the user review of the report and also the controls related to the accuracy of the
information in the report (for example, the general controls).

. 17 Because of the inherent consistency of IT processing, you may be able to reduce the extent of testing
of an automated control. For example, a programmed application control should function consistently unless
the program (including the tables, files, or other permanent data used by the program) is changed. Once you
AICPA Audit and Accounting Manual
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have determined that an automated control is functioning as intended (which could be done at the time the
control is initially implemented or at some other date), consider performing tests to determine that the control
continues to function effectively. Such tests might include determining that changes to the program are not
made without being subject to the appropriate program change controls, that the authorized version of the
program is used for processing transactions, and that other relevant general controls are effective. Such tests
also might include determining that changes to the programs have not been made, as may be the case when
the entity uses packaged software applications without modifying or maintaining them.

. 18 To test automated controls, you may need to use techniques that are different from those used to test
manual controls. For example, computer-assisted audit techniques may be used to test automated controls
or data related to assertions. Also, you may use other automated tools or reports produced by IT to test the
operating effectiveness of general controls, such as program change controls, access controls, and system
software controls. You should consider whether specialized skills are needed to design and perform such
tests of controls.

Documenting the Assessed Level of Control Risk
. 19 In addition to the documentation of the understanding of internal control, the auditor should
document his or her conclusions about the assessed level of control risk. Conclusions about the assessed level
of control risk may differ as they relate to various account balances or classes of transactions. For those
financial statement assertions where control risk is assessed at the maximum level, the auditor should
document his or her conclusion that control risk is at the maximum level but need not document the basis
for that conclusion. For those assertions where the assessed level of control risk is below the maximum level,
the auditor should document the basis for his or her conclusion that the effectiveness of the design and
operation of controls supports that assessed level. The nature and extent of the auditor's documentation are
influenced by the assessed level of control risk, the nature of the entity's internal control, and the nature of
the entity's documentation of internal control.

Evidence From Prior Audits
. 20 You can use evidence from prior audits to help support your assessment of control risk in the current
audit. To evaluate the use of such prior period evidential matter for the current audit, you should consider—
•

The significance of the assertion involved.

•

The specific controls that were evaluated during the prior audits.

•

The degree to which the effective design and operation of those controls were evaluated.

•

The results of the tests of controls used to make those evaluations.

•

The evidential matter about design or operation that may result from substantive tests performed in
the current audit.

•

The time that has elapsed since the performance of the tests of controls.

.21 When using evidence from prior audits, you should consider that changes—either in the controls
themselves or in personnel—may have occurred subsequent to the prior audit. You should obtain current
evidence about whether changes have occurred subsequent to the prior audit, as well as the nature and extent
of any changes. You should obtain evidential matter about changes in effectiveness of design and about
changes in operating effectiveness.

.22 When changes in internal control between audits are relatively minor, evidential matter obtained in
prior audits may provide assurance for the current audit. Conversely, changes may be so significant that
evidential matter obtained in prior audits may provide limited or no assurance for the current audit.
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.23 You should also obtain evidence in the current audit about the continued operating effectiveness of
controls for which the design has remained unchanged. Decisions about the degree of assurance from prior
audit evidence and about additional evidential matter needed in the current audit are affected by adverse
conditions that may affect whether the controls are likely to continue to operate effectively, such as—
•

Changes in the nature of transactions being processed or increases in volume.

•

Changes in management attitudes or reduction of supervision.

•

High turnover of employees.

•

Increases in responsibilities or workloads of employees.

•

The effect of related controls that reinforce the continued effective operation of the controls, such as
the following:
— Documented procedures manuals.
— Close management supervision, including frequent communication and responsibility reporting.

— Computer general control activities.
.24 You should obtain evidence in the current audit about the operating effectiveness of changed
controls. If there are significant changes in design, prior evidence provides little, if any, assurance in the
current audit.

Computer Applications
.25 As described in AAM section 4200, your understanding of the control activities in the computerized
environment generally comprise a combination of the following:
•

User control activities

•

Programmed control activities and manual follow-up activities

•

Computer general control activities and manual follow-up activities

.26 User controls may provide evidence that the programmed control activities operate effectively, in
which case you may choose to understand and test the user controls. If these controls are designed and
operating effectively, these tests may support a lower control risk assessment.

.27 You might plan an audit strategy of testing programmed control activities and the related manual
follow-up. For example, you might use computer-assisted audit techniques, such as generalized audit
software or the processing of test data, to test the programmed control activities that produce an exception
report. These tests provide evidence about the design and operation of programmed control activities;
however, they do not provide evidence about the consistent application of the control activities. Evidence is
provided only about the point in time when they are performed. The use of computer-assisted audit
techniques expands the ability to analyze data, recognize patterns, and test the assertions contained in the
financial statements. However, evidence produced for the auditor by software may not be competent due to
the functionality of and processing used by the software. When used properly, computer-assisted audit
techniques enhance auditor efficiency and effectiveness.
.28 If you test programmed control activities you also need to test the related manual follow-up activities,
for example the activities used to follow up on the items listed on an exception report. The effectiveness of
the control activities relates to both an accurate computer produced exception report and an effective manual
follow-up of the exceptions.
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.29 The degree to which you may need to test programmed control activities depends on the effectiveness
of computer general control activities, especially the effectiveness of controls over the development of and
changes to programs.

[The next page is 4701.]
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AAM Section 4700

The Auditor’s Assessment of
Control Risk
.01
Most of the auditor's work in forming an opinion on financial statements consists of obtaining
and evaluating evidential matter concerning the assertions in such financial statements. SAS No. 31,
Evidential Matter, as amended by SAS No. 48 and SAS No. 80 (AU section 326), presents assertions as
representations by management that are embodied in financial statement components. In obtaining
evidential matter in support of financial statement assertions, the auditor develops specific audit
objectives in light of those assertions. There is not necessarily a one-to-one relationship between audit
objectives and audit procedures.

.02
Assertions are classified in SAS No. 31 (AU section 326), as amended, according to the following
broad categories:
•

Existence or occurrence. Reported assets and liabilities actually exist at the balance-sheet date, and
transactions reported in the income statement actually occurred during the period covered.

•

Completeness. All transactions and accounts that should be included in the financial statements are
included, and there are no undisclosed assets, liabilities, or transactions.

•

Rights and obligations. The entity owns and has clear title to assets and liabilities which are the
obligations of the entity.

•

Valuation or allocation. The assets and liabilities are valued properly and the revenues and expenses
are measured properly.

•

Presentation and disclosure. The assets, liabilities, revenues, and expenses are properly classified,
described, and disclosed in the financial statements.

. 03
SAS No. 55, Consideration of Internal Control in a Financial Statement Audit, as amended by SAS
No. 78, Consideration of Internal Control in a Financial Statement Audit: An Amendment to SAS No. 55, and
SAS No. 94, The Effect of Information Technology on the Auditor's Consideration of Internal Control in a
Financial Statement Audit (AU section 319), states that the auditor should assess control risk in terms of
assertions for material components of the financial statements. Many practitioners may consider audit
objectives that relate to the assertions when assessing control risk. SAS No. 55 (AU section 319), as amended,
does not preclude or require any specific approach as long as control risk is ultimately assessed at the
assertion level. For example, an approach of identifying internal control policies and procedures and relating
those to significant audit objectives for account balances or transaction classes would be appropriate. Practice
aids for documenting the assessed level of control risk using this approach are illustrated in AAM section
4700.05-.10.
In March 2006, the AICPA's Auditing Standards Board issued eight SASs that provide extensive guidance concerning the auditor's
assessment of the risks of material misstatement in a financial statement audit, and the design and performance of audit procedures
whose nature, timing, and extent are responsive to the assessed risks. Additionally, the SASs establish standards and provide guidance
on planning and supervision, the nature of audit evidence, and evaluating whether the audit evidence obtained affords a reasonable
basis for an opinion regarding the financial statements under audit. Among the eight SASs issued were SAS No. 106, Audit Evidence,
which supersedes SAS No. 31, Evidential Matter, and SAS No. 109, Understanding the Entity and Its Environment and Assessing the Risks of
Material Misstatement, which supersedes SAS No. 55, Consideration of Internal Control in a Financial Statement Audit. The eight SASs are
effective for audits of financial statements for periods beginning on or after December 15, 2006; earlier application is permitted. See SAS
No. 106 and SAS No. 109 for requirements concerning audit assertions and obtaining an understanding of internal control.
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. 04
The following audit documentation is to be used to document the auditor's assessment of control
risk. They are to be completed when it is expected that control risk is to be assessed below maximum for
certain assertions. The audit documentation should be modified as needed and is not meant to cover all types
of controls. They are to initially be completed in the planning phase of the audit. Based on the results of tests
of controls, the auditor then determines whether the initial assessment of control risk is appropriate and
documents their conclusion.
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.05

ABC Company
Assessment of Control Risk
12/31/X6
Transaction Class or
Account Balance

Financial Statement Assertions

Existence/
Occurrence

Completeness

Rights/
Obligations

Valuation/
Allocation

Presentation/
Disclosure

1. Use of prenumbered shipping
documents.

V

7

N/A

N/A

N/A

2. Shipping documents matched
with prenumbered invoices.

Y

V

N/A

N/A

N/A

3. EDP functions segregated from
users.

V

7

z

z

v

N/A

V

N/A

v

v

5. Billing function segregated from
collection function.

v

V

v

v

v

6. Recording of sales journal and
subsidiary ledger segregated.

v

v

v

v

v

7. Monthly statements sent to
customers.

v

N/A

N/A

v

N/A

8. Invoices are reviewed and
verified.

N/A

N/A

N/A

v

N/A

9. Accounts receivable aging is
reviewed periodically.

N/A

N/A

N/A

v

v

Moderate

Low

N/A

Moderate

Moderate

Revenues

4. Sales and accounts receivable
postings are reconciled.

Initial Assessment of Control Risk:
Tests of Controls—W/P Ref.:

Final Assessment of Control Risk:
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ABC Company
Assessment of Control Risk
12/31/X6
Transaction Class or
Account Balance

Financial Statement Assertions
Existence/
Occurrence

Completeness

Rights/
Obligations

Valuation/
Allocation

Presentation/
Disclosure

1. Use of purchase requisitions, pur
chase orders, receiving reports, and
matching with vendor invoices.

V

v

v

N/A

N/A

2. Cancellation of used
documents.

v

N/A

N/A

N/A

N/A

3. Use of prenumbered
documents.

N/A

v

N/A

N/A

N/A

4. Calculations and amounts are
verified.

N/A

N/A

N/A

v

N/A

5. Purchases recorded on a timely
basis.

N/A

v

N/A

v

v

6. Use of voucher or subsidiary
ledger.

v

v

v

v

v

7. Segregation of purchasing, cash
disbursement, and recording
functions.

v

v

v

v

v

N/A

v

N/A

v

z

Moderate

Moderate

High

Low

Low

Purchases

8. Monthly reconciliation of subsidi
ary ledgers to control accounts.
Initial Assessment of Control Risk:

Tests of Controls—W/P Ref.:

Final Assessment of Control Risk:
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ABC Company
Assessment of Control Risk
12/31/X6
Transaction Class or
Account Balance

Financial Statement Assertions
Existence/
Occurrence

Completeness

Rights/
Obligations

Valuation/
Allocation

Presentation/
Disclosure

1. Inventory listing including pric
ing and amounts maintained.

v

N/A

N/A

v

v

2. Listing reconciled with general
ledger periodically.

N/A

v

N/A

v

3. Listing reconciled with actual
count periodically.

v

v

N/A

v

v

4. Supporting documents reconciled
with actual inventory received.

v

v

v

N/A

N/A

5. Excess, slow moving, and obso
lete inventory is identified and
written off.

N/A

N/A

N/A

v

N/A

6. Requisition documents are re
quired for release of inventory.

v

N/A

N/A

N/A

N/A

Initial Assessment of Control Risk:

Moderate

Low

Moderate

Low

Low

Inventory

Tests of Controls—W/P Ref.:
Final Assessment of Control Risk:
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ABC Company
Assessment of Control Risk
12/31/X6
Transaction Class or
Account Balance

Financial Statement Assertions
Existence/
Occurrence

Completeness

Rights/
Obligations

Valuation/
Allocation

Presentation/
Disclosure

V

N/A

N/A

N/A

N/A

2. Account statements are recon
ciled with the general ledger.

N/A

v

N/A

v

v

3. Investments are registered in the
name of the company and are
authorized by the owner.

N/A

N/A

v

N/A

N/A

Moderate

Moderate

Low

Moderate

High

Financing

1. Account statements are
reviewed.

Initial Assessment of Control Risk:
Tests of Controls—W/P Ref.:

Final Assessment of Control Risk:
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ABC Company
Assessment of Control Risk
12/31/X6
Transaction Class or
Account Balance

Financial Statement Assertions
Rights/
Obligations

Valuation/
Allocation

Presentation/
Disclosure

v

N/A

v

N/A

Existence/
Occurrence

Completeness

v

N/A

2. Detailed fixed asset records with
accumulated depreciation are
maintained.

N/A

N/A

N/A

3. Records are reconciled to the
general ledger periodically.

N/A

v

N/A

v

4. Impairment of fixed assets is
identified.

N/A

N/A

N/A

N/A

Moderate

Moderate

Moderate

Property, Plant, and Equipment
1. Fixed asset acquisitions and
retirements are authorized by
the owner.

Initial Assessment of Control Risk:

Low

Moderate

Tests of Controls—W/P Ref.:
Final Assessment of Control Risk:
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ABC Company
Assessment of Control Risk
12/31/X6
Transaction Class or
Account Balance

Financial Statement Assertions
Existence/
Occurrence

Completeness

Rights/
Obligations

Valuation/
Allocation

Presentation/
Disclosure

1. Time cards or documents are ap
proved by appropriate personnel.

V

N/A

N/A

N/A

N/A

2. Segregation of timekeeping,
personnel, and payroll functions
exist.

V

v

v

v

v

3. Use of prenumbered payroll
checks exists and all checks are
accounted for.

N/A

v

N/A

N/A

N/A

4. Payroll checking account is
reconciled monthly.

N/A

v

N/A

v

v

5. Review and verification of
payroll calculations is performed.

N/A

v

N/A

v

v

6. Payroll is recorded on a timely
basis.

N/A

v

N/A

v

v

Initial Assessment of Control Risk:

Moderate

Low

N/A

Moderate

Moderate

Payroll

Tests of Controls—W/P Ref.:

Final Assessment of Control Risk:
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AAM Section 5000

Audit Approach and Programs
The material included in these sections on audit approach and programs is
presented for illustrative purposes only. The comments, illustrative audit
objectives, and illustrative audit procedures are neither all-inclusive nor are they
prescribed minimums. The illustrative audit procedures are numbered merely to
organize the materials; those numbers are not intended to imply completeness or a
prescribed sequence. The nature, extent, and timing of the auditing procedures to
be applied on a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
This manual is a nonauthoritative kit of practice aids. Accordingly, these sections
include minimal explanation and discussion of authoritative pronouncements.
Users of this manual are urged to refer directly to applicable authoritative
pronouncements when appropriate. Users should also note that this manual does
not deal with specialized industry problems; reference should be made to applicable
AICPA Audit and Accounting Guides.
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Designing the Audit Program

*

.01 The objective of an audit is to express an opinion on whether financial statements present fairly in
all material respects, an entity's financial position, results of operations, and cash flows in conformity with
generally accepted accounting principles. This conclusion may be expressed only when the auditor has
formed such an opinion on the basis of an audit performed in accordance with generally accepted auditing
standards. The procedures that the auditor plans to use to gather evidence are outlined in an audit program.

.02 Since the audit program describes the evidence-gathering steps to be used in the audit, it should be
carefully designed. Designing an audit program involves three major considerations:

a.

Deciding what procedures to apply—the nature of audit tests

b.

Deciding when to apply the procedures—the timing of audit tests

c.

Deciding which items to apply the procedures to—the extent of audit tests

.03 Flowchart 1 presents an overview of the structure of the audit process. To design an audit program
that is efficient and effective, the auditor should—

a.

Identify the client's assertions regarding each material component of the financial statements.

b.

Consider the risk of material misstatement due to error or fraud, and illegal acts that have a direct
and material effect on the financial statements.*1

c.

Establish specific audit objectives relating to the assertions in the financial statements.

d.

Determine the audit procedures to be performed to accomplish the audit objectives.

e.

Determine when to perform the audit procedures.

f.

Determine which of many items to apply audit procedures to.

.0 4 The six steps illustrated in flowchart 1 result in a determination of the nature, timing, and extent of
audit tests.

Financial Statement Assertions
.0 5 According to SAS No. 31, Evidential Matter, as amended by SAS No. 48 and SAS No. 80 (AU section
326), the independent auditor's work in forming an opinion on financial statements consists of obtaining and
evaluating evidential matter concerning the assertions in such financial statements. These assertions are
In March 2006, the AICPA's Auditing Standards Board issued eight SASs that provide extensive guidance concerning the auditor's
assessment of the risks of material misstatement in a financial statement audit, and the design and performance of audit procedures
whose nature, timing, and extent are responsive to the assessed risks. Additionally, the SASs establish standards and provide guidance
on planning and supervision, the nature of audit evidence, and evaluating whether the audit evidence obtained affords a reasonable
basis for an opinion regarding the financial statements under audit. The eight SASs are effective for audits of financial statements for
periods beginning on or after December 15, 2006; earlier application is permitted.

1 Auditing interpretation No. 1 of SAS No. 47, Audit Risk and Materiality in Conducting an Audit (AU section 9312.01-04), defines a
misstatement as something that causes the financial statements not to be in conformity with generally accepted accounting principles
(GAAP). Misstatements may consist of (1) difference between the amount, classification, or presentation of a reported financial
statement element, account, or item and the amount, classification, or presentation that would have been reported under GAAP, (2) the
omission of a financial statement element, account, or item, (3) a financial statement disclosure that is not presented in accordance with
GAAP, or (4) the omission of information required to be disclosed in accordance with GAAP.
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Flowchart 1
Audit Logic Process

Step

1

Identify client's
assertions
regarding each
material
component of the
financial
statements.

2

Consider the risk
of material
misstatement due
to error, fraud, or
illegal acts.

3

Establish specific
audit objectives
relating to the
assertions in the
financial
statements.

4

Given the audit
objective
determine the
specific audit
procedures to be
performed.

5

Determine when
to perform the
procedure.
(Timing)

6

Determine how
many items the
procedure should
be applied to.
(Extent)
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embodied in the account balance, transaction class, and disclosure components of financial statements and
are classified according to the following broad categories:
a.

Existence or Occurrence. Reported assets and liabilities actually exist at the balance-sheet date, and
transactions reported in the income statement actually occurred during the period covered.

b.

Completeness. All transactions and accounts that should be included in the financial statements are
included, or there are no undisclosed assets, liabilities, or transactions.

c.

Rights and Obligations. The company owns and has clear title to assets and liabilities are obligations
of the company.

d.

Valuation or Allocation. The assets and liabilities are valued properly, and the revenues and expenses
are measured properly.

e.

Presentation and Disclosure. The assets, liabilities, revenues, and expenses are properly classified,
described, and disclosed in the financial statements.

Developing Audit Objectives
.0 6 A misrepresentation of any of the five financial statement assertions could cause a material misstate
ment in the financial statements. The auditor should consider the risk of material misstatement for each
assertion in the financial statements, and then obtain evidence to support the financial statement assertions
to reduce the risk of material misstatement to an acceptably low level. To determine what type of evidence
to obtain, the auditor develops specific audit objectives related to each assertion.
.0 7 In determining audit objectives, the auditor should evaluate each of the five assertions as they relate
to the specific account balance or class of transactions being examined. For example, if the auditor is
attempting to gather evidence on the assertion of existence of inventory, the auditor's objective would be to
gather evidence that inventory included in the balance sheet physically existed at the date of the balance
sheet.
Figure 1

Relationship of Assertions and Objectives for Inventory
Financial Statement Assertion

Existence or occurrence

Completeness

Right and obligations
Valuation or allocation

Presentation and disclosure

Illustrative Audit Objectives

—Inventories included in the balance sheet
physically exist.
—Inventory quantities include all products,
materials, and supplies on hand.
—Inventory quantities include all products,
materials, and supplies owned by the client that
are in transit or stored at outside locations.
—Inventory listings are accurately compiled and
the totals are properly included in the inventory
accounts.
—The entity has legal title or similar rights of
ownership to the inventory.
—Inventories are properly stated at cost (except
when market is lower).
—Inventories are properly classified in the balance
sheet as current assets.

An example of the relationship between financial statement assertions and audit objectives is shown in
Figure 1.
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Audit Tests
.08 After the auditor has determined the audit objectives, the method of achieving the objectives should
be selected. Although these methods are referred to by various names such as audit procedures, audit
techniques, and audit tests, they represent the evidence-gathering methods auditors use. The basic require
ment for determining audit procedures, according to SAS No. 31, paragraph 13, as amended (AU section
326.13), is that:

The procedures adopted should be adequate to achieve the auditor's specific objectives and
reduce detection risk to a level acceptable to the auditor. The evidential matter obtained
should be sufficient for the auditor to form conclusions concerning the validity of the
individual assertions embodied in the components of financial statements.
.09 Some audit procedures can satisfy a combination of audit objectives for a given account balance or
class of transactions. For example, the auditor's observation of a physical inventory count can provide
evidence that inventories physically exist and that inventory quantities include all products, materials, and
supplies on hand.
.10 Audit tests or procedures can be classified or categorized in a variety of ways. The most common
classifications are by purpose of the test or by type of test.
Purpose of the Test

.11 According to SAS No. 55, Consideration of Internal Control in a Financial Statement Audit, as amended
by SAS No. 78 and SAS No. 94 (AU section 319), the purpose of performing audit tests are:

a.

To evaluate the effectiveness of the design and operation of internal controls. These tests are referred
to as tests of controls.

b. To detect material misstatements in financial statement assertions. These tests are referred to as
substantive tests.

.12 Substantive tests are procedures applied to account balances or classes of transactions to determine
if there are material misstatements in the financial statements. The substantive test that the auditor performs
consists of tests of details of transactions and balances and analytical procedures. In assessing control risk,
the auditor also may use tests of details of transactions as tests of controls. The objective of tests of details of
transactions performed as substantive tests is to detect material misstatements in the financial statements.
The objective of tests of details of transactions as tests of controls is to evaluate whether controls operated
effectively. Although these objectives are different, both may be accomplished concurrently through per
formance of a test of details on the same transaction.
.13 If the control risk is assessed at less than the maximum level, the auditor should obtain sufficient
evidential matter to support that assessed level. The evidential matter that is sufficient to support a specific
assessed level of control risk is a matter of auditor judgment. The type of evidential matter obtained all bear
on the degree of assurance provided. Since the auditor's substantive testing is affected by the quality of the
controls, the auditor is concerned with whether the controls established are designed and operating
effectively. The role of tests of controls is to justify this assertion.
.14 The nature, timing, and extent of substantive tests are generally based on the assessment of inherent
risks, control risk, and other risk assessments made during the planning phase of the engagement. For
example, the higher the assessment of control risk, the more comprehensive the substantive tests should be.
If analytical procedures performed during the planning phase of the engagement suggest that some account
balances are unexpectedly high or low, the auditor may determine that those balances warrant more testing.
Tests' effectiveness can be modified by changing their nature (for example, tests of balances versus analytical
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procedures), timing (testing as of the balance-sheet date versus an interim date), or extent (testing 100 percent
versus sampling). Similarly, the auditor may be able to change the same factors to make audits more efficient.
While the main objective is to perform an effective audit, if alternative tests are equally effective, the auditor
should choose the most efficient one.
.15 Planning occurs throughout the engagement and as a result the auditor might have to reassess risk
as the engagement unfolds. For example, even if tests of controls indicated that an area had low risk and the
auditor planned substantive tests accordingly, information might come to the auditor's attention during the
audit that requires reassessment of the risk. Such information might include, for example, unexpected
deviations from control procedures, misstatements that the internal controls should have caught, or new
information about transactions or balances.

.16 The most effective and efficient audit strategy for a small business engagement, without a significant
electronic environment, generally is to assess the control risk at the maximum level (the greatest probability
that a material misstatement that could occur in an assertion will not be prevented or detected on a timely
basis by an entity's internal control). In this case, the auditor will use the knowledge obtained from the
understanding of internal control and the assessed level of control risk in designing substantive tests for
financial statement assertions. In situations where electronic evidence (i.e., information transmitted, proc
essed, maintained, or accessed by electronic means—for example, using a computer, scanner, sensor, or
magnetic media) will be significant in gaining competent evidential matter regarding financial statement
assertions, the ability to rely solely on substantive tests may not be present inasmuch as the competence of
electronic evidence depends on the effectiveness of internal control over its validity and completeness. This
is especially the case when evidence of an entity's initiation, recording, or processing of financial data exists
only in electronic form. In such circumstances, the auditor should perform tests of controls to gather evidence
to support an assessed level of control risk below the maximum for affected assertions. If the auditor
concludes control risk must be assessed at the maximum in such circumstances, or the evidence gathered
through tests of controls and substantive tests is insufficient, the auditor should qualify or disclaim an
opinion because of the resulting scope limitation.

Type of Test
.17

Auditors perform four types of tests:

a.

Analytical procedures

b.

Inquiry and observation

c.

Tests of transactions

d. Tests of balances

The relationship of audit tests by purpose to audit tests by type is shown in figure 2.

Analytical Procedures
.18 Analytical procedures are tests applied to the total recorded amounts and are based on the existence
of plausible and consistent relationships among financial statement elements or between financial and
nonfinancial amounts. Analytical procedures are used for the following purposes:
a.

To assist the auditor in planning the nature, timing, and extent of other auditing procedures.

b. As a substantive test to obtain evidential matter about particular assertions related to account
balances or classes of transactions.

c.

As an overall review of the financial information in the final review stage of the audit.
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Analytical procedures can be effective:

•

For certain types of assertions (for example, the completeness assertion, which cannot be tested
directly using a test of balances on recorded amounts).

•

When the relationships between amounts are very predictable.

•

When the data used to develop expectations based on the relationship are reliable.

•

When relatively precise expectations can be developed.

.20 Analytical procedures can provide evidence supporting financial statement assertions and, thus, can
be used as substantive tests. Because analytical procedures are often the least expensive tests, they should
be used whenever practical.
.21

SAS No. 56, Analytical Procedures (AU section 329), describes analytical procedures as follows:
Analytical procedures involve comparisons of recorded amounts, or ratios developed from
recorded amounts, to expectations developed by the auditor. The auditor develops such
expectations by identifying and using plausible relationships that are reasonably expected
to exist based on the auditor's understanding of the client and of the industry in which the
client operates. Following are examples of sources of information for developing expecta
tions:

a.

Financial information for comparable prior period(s) giving consideration to known
changes.

b.

Anticipated results—for example, budgets, or forecasts including extrapolations from in
terim or annual data.

c.

Relationships among elements of financial information within the period.

d.

Information regarding the industry in which the client operates—for example, cost of funds
information.

e.

Relationships of the financial information with relevant nonfinancial information.

.22 Whenever analytical procedures are applied as substantive tests, the auditor must apply the follow
ing procedures:

a. Consider whether the relationship is plausible and predictable.
b. Consider whether the data used for the comparison is reliable.

c.

Consider whether the account balance tested is consistent with the auditor's expectations. If it is not
consistent, obtain the client's explanation for the variance and get evidence to corroborate the client's
explanation.

.23 SAS No. 56 (AU section 329) also requires that analytical procedures be performed at the planning
and final review stages of the audit.
Inquiry and Observation

.24 Testing of controls that leave no audit trail of documentary evidence is usually tested by inquiry and
observation. Auditors make inquiries of different individuals and conduct observation tests to determine
who performs a particular activity or how or when the activity is done. For example, the auditor may ask
different individuals about who posts to the receivables ledger, the auditor may observe who prepares the
bank reconciliation, or the auditor may observe when cash is deposited in the bank. Typically, inquiry alone
is not sufficient evidence of effective operation of controls.
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.25 Inquiry and observation can also be used as substantive tests. For example, an audit procedure such
as observation of a physical asset to determine that it exists is a substantive test relating to the existence
assertion. Likewise, inquiries regarding subsequent events would be a substantive test because they provide
evidence regarding the adequacy of disclosures in the financial statements.
Matrix of Audit Tests by Purpose and Type__________________________________________ Figure 2

Purpose of Test

Substantive
Test

Test of
Controls

Analytical
Procedures

Yes
Example A

No

Inquiry and
Observation

Yes
Example H

Yes
Examples B, C, I

Tests of Transactions

Yes
Example D

Yes
Examples E, F

Tests of Balances

Yes
Examples G, H

No

Type of
Test

Examples:
A—Comparison of this year's expenses with last year's expenses giving consideration to known changes
B—Observation by auditor that cash is deposited daily by a specific clerk

C—Inquiry by auditor about who deposits cash and how often
D—Examination of invoices to support additions (specific transactions) to fixed assets account during year

E—Examine sales invoices to see if initials of credit manager are there to indicate a credit file and credit
approval (Inspection Test)
F—Vouch from sales invoices to credit files to see if customer has a credit file and has been approved for
credit (Reperformance Test)

G—Confirmation of year-end balances in accounts receivable
H—Observation of the existence of a building
I—Extended walk-through of an application

Tests of Transactions
.26 Tests of transactions consist of the examination of the documents and accounting records involved
in the processing of specific transactions. Such procedures can accomplish both testing of controls and
substantive testing and are sometimes used concurrently.

.27 Tests of controls are accomplished when the auditor examines transaction documentation to deter
mine if controls have been applied as prescribed. Tests of transactions as tests of controls can be classified as
either inspection tests or reperformance tests. If the auditor examines documentation, the tests of controls
are classified as an inspection test. Alternatively, if the auditor repeats controls performed by the client, the
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tests of controls are classified as reperformance tests. For example, a control may require employees to match
vendors' invoices with purchase orders and receiving reports and then initial the invoices to indicate that
the procedure was performed. If the auditor tests the control by examining invoices for initials, the test is an
inspection test. If the auditor tests the control by comparing vendors' invoices with purchase orders and
receiving reports, the test is a reperformance test. Reperformance tests may also take the form of simulated
processing, or processing of test data. Regardless of whether the auditor tests by inspection or reperformance,
the test of control is a test of transactions.

.28 The substantive objective of tests of transactions is accomplished when the auditor examines
transaction documentation to determine if dollar errors exist in a balance. For example, if the auditor
examines documentation supporting individual charges (debits) to an equipment account to determine that
the account balance is fairly stated, the test is classified as a substantive test of transactions.
Tests of Balances

.29 Tests of balances are procedures applied to the individual items that compose an account balance or
class of transactions. The tests involve confirmation, inspection, or observation procedures to provide
evidence about the recorded amount. Tests of balances are substantive tests designed to identify misstate
ments by a direct test of the ending balance rather than by testing the transactions that make up that balance.

.30 Substantive tests of transactions and tests of balances are interrelated in that each class of transactions
affects a related account balance. Since financial statement amounts are the accumulation of transactions, an
auditor may test the transactions that enter the account (that is, the debits and credits), the account balance
itself (that is, the ending balance), or both.

Linking Audit Procedures to Objectives
.31 To design an audit program, the audit should select audit procedures that achieve specific audit
objectives developed from the five broad assertions for each material account balance in the financial
statements.

.32 In selecting audit procedures to achieve the audit objectives developed, an auditor considers the
following, according to SAS No. 31, as amended:

a. The risk of material misstatement of the financial statements including the assessed levels of control
risk.
b. The expected efficiency and effectiveness of possible audit procedures.

c.

The nature and materiality of the items being tested.

d. The kinds and competence of available evidential matter.

e.

The nature of the audit objective to be achieved.

The Completeness Assertion
.33

SAS No. 31, paragraph 5, as amended (AU section 326.05), discusses the completeness assertion:
Assertions about completeness address whether all transactions and accounts that should
be presented in the financial statements are so included. For example, management asserts
that all purchases of goods and services are recorded and are included in the financial
statements. Similarly, management asserts that notes payable in the balance sheet include
all such obligations of the entity.
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.34 Substantive tests that provide assurance regarding the completeness assertion are those that provide
evidence about whether all transactions have been captured by the client's accounting system and are
included in the financial statements.
.35 Gathering evidence about whether all transactions have been recorded is one of the most difficult
audit objectives to achieve. Evidence of completeness can be even more difficult to obtain when a client does
not have good internal control or has only an informal record-keeping system. Because these two charac
teristics often apply to small business, satisfying the completeness objective can be difficult for the auditor
in a small business engagement.
.36 Completeness relates to whether all items have been included in the financial statements. The
completeness assertion is violated if a transaction or account is omitted from the financial statements. If a
transaction is merely recorded in the wrong account, there is no violation of the completeness assertion since
the transaction is still recorded in the financial statements. In such a situation, the accounts are not incorrect
because of a completeness error; rather, they are incorrect because of a classification error. A classification
error is a violation of the presentation and disclosure assertion.

.37 For many accounts, the completeness assertion is the most difficult to test. The difficulty arises
because the auditor must gather evidence about potential unrecorded items. Sources of audit evidence
regarding unrecorded items often are not readily available.

Lack of Evidence
.38 To give an unqualified opinion, the auditor must gather sufficient, competent evidential matter to
reduce the level of audit risk to an appropriately low level. SAS No. 31, paragraph 23, (AU section 326.25)
as amended, provides the following guidance when the auditor is unable to gather sufficient evidence to be
satisfied regarding the completeness assertion:

To the extent the auditor remains in substantial doubt about any assertion of material
significance, he must refrain from forming an opinion until he has obtained sufficient
competent evidential matter to remove such substantial doubt, or he must express a
qualified opinion or a disclaimer of opinion.
.39 SAS No. 1, section 110, Responsibilities and Functions of the Independent Auditor (AU section 110.02),
states:
The auditor has a responsibility to plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement, whether caused
by error or fraud. Because of the nature of audit evidence and the characteristics of fraud,
the auditor is able to obtain reasonable, but not absolute, assurance that material misstate
ments are detected. The auditor has no responsibility to plan and perform the audit to obtain
reasonable assurance that misstatements, whether caused by errors or fraud, that are not
material to the financial statements are detected.

.40 SAS No. 31, as amended, requires the auditor to obtain evidence concerning inclusion in the financial
statements of all types of transactions that the auditor has reason to believe has occurred based on the
auditor's knowledge of the client and the industry in which it operates. Utilizing professional skepticism
while performing the audit, the auditor should question transactions that are peculiar to the client or industry
as well as question the lack of specific types of transactions.
.41 Practitioners sometimes accept management representations as sufficient audit evidence when
completeness of recorded transactions cannot be substantiated. Management representations are part of the
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evidential matter the auditor gathers, but they should not be used as a substitute for the performance of those
procedures considered necessary to form an opinion on the financial statements. An auditor cannot rely on
management representations alone as sufficient audit evidence to substantiate the completeness of account
balances and classes of transactions. Obtaining such representations complements but does not replace other
auditing procedures that the auditor should perform. [See Auditing Interpretation No. 3 of SAS No. 31, "The
Auditor's Consideration of the Completeness Assertion" (AU section 9326.18-21).] When an auditor is
unable to form an opinion, even though representations from the management have been received, there is
a limitation on the scope of the audit that precludes the auditor from issuing an unqualified opinion (SAS
No. 85, Management Representations, paragraph 14 [AU section 333.14]).

Controls for Completeness
.42 Controls for completeness are designed (1) to count or otherwise identify transactions executed by
the entity and (2) to provide reasonable assurance that all transactions have been accurately recorded by the
accounting system. For example, completeness controls over purchases can include reconciliation of all
pre-numbered receiving reports that are missing, not recorded, or not otherwise accounted for. Many
auditors prefer to rely on controls gathering evidence of completeness since extensive substantive tests for
completeness may be more difficult to design than those for other SAS No. 31 assertions.
.43 If the auditor desires to assess control risk at less than the maximum level, tests of controls should
be performed to determine that the controls are working as prescribed to make that control risk assessment.
Once the control risk is assessed at less than maximum, the auditor may restrict substantive procedures
designed to obtain evidential matter regarding the completeness assertion. Taken alone, the assessed level
of control risk, ordinarily, is not sufficiently low to eliminate the need to perform any substantive tests. In
addition, small businesses often lack segregation of duties, which usually prevents the auditor from assessing
control risk at a low level. As a result, it is necessary to perform substantive tests of the completeness assertion.

Substantive Tests
.44 Many substantive tests are of limited usefulness in detecting errors of omission because they are
usually applied to recorded amounts. Unrecorded transactions are not included in the account balances or
classes of transactions to which the auditor applies substantive tests.
.45 Of all the financial statement assertions, only completeness involves consideration of whether there
are material amounts that are not included in the account balance or class of transactions being tested.
Therefore, substantive tests of the completeness assertion differ somewhat from substantive tests of other
financial statement assertions. The difference is highlighted by the following excerpt from SAS No. 31,
paragraph 11, as amended (AU section 326.11):

In designing substantive tests to achieve an objective related to the assertion of existence or
occurrence, the auditor selects from items contained in a financial statement amount and
searches for relevant evidential matter. On the other hand, in designing procedures to
achieve an objective related to the assertion of completeness, the auditor selects from
evidential matter indicating that an item should be included in the relevant financial
statement amount and investigates whether that item is so included.
.46 Substantive tests can be designed to provide evidential matter to support a conclusion that specific
account balances are not misstated by amounts that would cause the financial statements, taken as a whole,
to be materially misstated because of unrecorded transactions.

.47 Important sources of evidential matter for completeness include source documents, such as order
logs, shipping and receiving documents, and checks. One common test of completeness involves tracing
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amounts from source documents to amounts recorded in the accounting records. For example, the auditor
may vouch selected cash disbursements after the end of the audit period to test the completeness of amounts
recorded as accounts payable at the balance-sheet date. Other substantive procedures that provide evidence
concerning the completeness of financial statement account balances include the following:

a. Sales-and-purchases cutoff procedures that include tracing shipping and receiving documents
processed after the audit period to accounting records for the proper period.
b. Analytical procedures in which the auditor investigates relationships among data that indicate a
financial statement account or balance may be understated. For example, the auditor may obtain
evidence that all interest-bearing debt is recorded by examining the relationship between recorded
interest expense and the average balance of interest-bearing debt outstanding for the period.
Disproportionate relationships based on the auditor's knowledge of interest rates should be investi
gated. Other examples include: a comparison of investment income to average investments for the
period to test whether income earned on investments is recorded; the relationship of average pay
times number of employees to payroll expense to substantiate that salaries are recorded; and the
relationship of membership fee revenue to the number of members of an organization.

c.

Confirmations of balances or transactions designed to identify unrecorded amounts, such as accounts
payable confirmations that request the creditor to specify the amount of the client's obligation.

d. Tests of bank reconciliations, including examination of checks clearing the bank after the audit period
to identify cash disbursements processed but not recorded or inappropriately recorded in the
subsequent period.

e.

Reading the minutes of the meetings (of the) board of directors and stockholders and tracing
transactions authorized in the minutes to amounts recorded in the accounting records.

f.

Overall reconciliations using financial and nonfinancial data, such as "proofs" of cash and sales.

[The next page is 5201.]
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Timing of Substantive Audit Tests
.01 During the planning stage of the audit, the auditor should consider when to apply audit tests. The
determination of whether substantive tests can or should be applied prior to year-end is usually based on
practical considerations. In making that determination, the auditor evaluates the benefits of performing a
substantive test prior to year-end against the potential costs of performing such interim work.

.02 For example, the auditor considers whether the benefits of easing pressures caused by a tight year-end
reporting deadline outweigh the cost of gathering additional audit evidence necessitated by the use of a less
effective test at an interim date.
.03 Substantive tests can be divided into two categories: those that can generally be applied at an interim
date and those that may he efficient at an interim date only if certain conditions are met.

.04 If substantive testing is performed at an interim date, roll-forward work should be performed to
provide evidence relating to the account balances at the balance-sheet date. In addition, if balances are tested
at an interim date, the auditor should:
•

Consider whether there are rapidly changing economic conditions that might predispose manage
ment to misstate the financial statements in the period after the date tested,

•

Compare information concerning the balance at the balance-sheet date with comparable information
at the interim date tested to identify unusual amounts,

•

Apply additional tests of balances or analytical procedures to provide a reasonable basis for
extending the conclusions about the balance at the interim date to the balance at the balance-sheet
date, and

•

Consider coordinating the tests of interrelated accounts and cutoffs.

Generally balances are tested as of an interim date only when control risk for the related assertions is assessed
at below the maximum.

Substantive Tests That Can Generally Be Applied at an Interim Date
. 05 Some substantive tests can generally be performed through any date prior to year-end and still be
efficient and effective tests. Substantive tests that fall into this category are tests that apply to data readily
available prior to year-end. Such tests include:
a. Substantive tests of transactions to support balance sheet accounts (for example, supporting the
details of additions and retirements to a fixed asset account)
b. Substantive tests of transactions to support income statement accounts (for example, reviewing all
charges over a certain dollar amount to the repairs-and-maintenance account)

c. Analytical procedures that include calculations on an interim basis (for example, comparing actual
and budgeted expenses for each month)

.06 In each of these tests, the auditor reviews information that is already available at an interim date.
Even if these tests were done at year-end, the same information would be needed and the same procedure
performed. Thus, these tests generally can be efficient when performed at an interim date.
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.07 For example, auditors frequently support those balance sheet accounts with low activity, such as
fixed assets, by analyzing the transactions within the account during the year. Consequently, for property,
plant, and equipment the auditor can audit the account by analyzing material additions and retirements
rather than by testing the ending balance. To support additions the auditor may vouch material additions
to invoices. Vouching such invoices may be performed before year-end without reducing the efficiency or
effectiveness of the test. At year-end, the auditor still may have to vouch invoices from the interim date to
year-end. However, these invoices would have to be vouched regardless of whether the interim work was
performed.

Conditional Substantive Tests
.08 Other substantive tests may be efficient when applied prior to year-end only if certain conditions are
met. Generally, such substantive tests should only be applied prior to year-end if substantive tests for the
remaining period from the interim date to year-end can be restricted.
.09 SAS No. 45, Omnibus Statement on Auditing Standards—1983, "Substantive Tests Prior to the Balance
Sheet Date" (AU section 313), describes several factors that should be considered before applying substantive
tests to details of balance sheet accounts at interim dates. Those factors relate to the ability to control the
additional risk of not detecting errors that may exist at the balance-sheet date when the balance is tested at
an interim date. Factors described include:

a. Whether the effectiveness of the tests will be impaired because of the auditor's assessment of the
control risk
b. Whether rapidly changing business conditions or circumstances might predispose management to
misstate the financial statements between an interim date and year-end
c.

Whether the year-end balances of the particular balance sheet accounts that might be selected for
interim testing, are reasonably predictable with respect to amount, relative significance, and compo
sition

.1 0 In many small business engagements, the cost of bringing the additional risk to an acceptably low
level is too great. SAS No. 45 notes that "applying substantive tests ... at an interim date may not be
cost-effective if substantive tests to cover the remaining period cannot be restricted due to the assessment of
control risk." In the case of a small business with limited segregation of duties, these substantive tests are
generally not performed at an interim date because to do so would be inefficient. For example, in a small
business engagement, the auditor generally audits cash, accounts receivable, inventory, and accounts
payable at year-end.

[The next page is 5301.]
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Extent of Testing
.01 Once an auditor decides what audit procedures to apply (the nature of the tests) and when to apply
them (the timing of the tests), a decision must be made about how many items to apply the procedures
to—that is, the extent of testing.

Authoritative Standards
.02 SAS No. 39, Audit Sampling (AU section 350), addresses a variety of issues relating to the auditor's
use of sampling in an audit engagement. However, SAS No. 39 does not always apply when the auditor is
examining less than 100 percent of a population. The AICPA Audit Guide Audit Sampling presents recom
mendations on the application of generally accepted auditing standards to audits involving the use of audit
sampling methods, and provides guidance to help auditors apply audit sampling in accordance with SAS
No. 39.

When SAS No. 39 Applies
.03 Audit sampling is only one of many tools used by auditors to obtain sufficient, competent evidential
matter to support an opinion on financial statements. SAS No. 39 discusses design, selection, and evaluation
considerations to be applied by the auditor when using audit sampling. As a general rule, audit sampling
can be used—

a.

In tests of controls in internal control to evaluate operating effectiveness from prescribed controls.

b.

In substantive tests of details of account balances and classes of transactions.

c.

In dual-purpose tests that assess control risk and test whether the monetary amount of a transaction
is correct.

.0 4 The portion of SAS No. 39 pertaining to tests of controls applies when sampling techniques are used
to assess control risk. The portion pertaining to substantive tests apply when sampling techniques are used
to test details of transactions or balances.
.0 5 According to SAS No. 39, sampling occurs when the auditor tests less than 100 percent of a population
for the purpose of evaluating some characteristic of an account balance or class of transactions. SAS No. 39
applies to tests of controls when such tests are performed and to tests of balances when sampling populations
are material. The extent to which sampling is used in an audit depends on the size of the client and the nature
of the client's internal control. Also, if the sampling populations are small, it is usually more efficient to audit
individually significant items and obtain audit assurance about the remaining balance through analytical
procedures than to perform audit sampling. As the size and sophistication of the client's internal control
increases, the auditor is more likely to use audit sampling to perform tests of controls and tests of balances.
In March 2006, the AICPA's Auditing Standards Board issued eight SASs that provide extensive guidance concerning the auditor's
assessment of the risks of material misstatement in a financial statement audit, and the design and performance of audit procedures
whose nature, timing, and extent are responsive to the assessed risks. Additionally, the SASs establish standards and provide guidance
on planning and supervision, the nature of audit evidence, and evaluating whether the audit evidence obtained affords a reasonable
basis for an opinion regarding the financial statements under audit. Of those eight new SASs, SAS No. Ill amends SAS No. 39, Audit
Sampling. The eight SASs are effective for audits of financial statements for periods beginning on or after December 15, 2006; earlier
application is permitted.
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.06 In determining whether SAS No. 39 is applicable to circumstances in which an auditor examines
less than 100 percent of the items making up an account balance or class of transactions, the auditor should
consider the purpose of the test. If the auditor intends to project the test results to the entire account balance
or class of transactions for the purpose of evaluating a characteristic of the balance or class, the guidance in
SAS No. 39 should be followed. For example, if the auditor intends to examine selected sales invoices to draw
a conclusion about whether sales are overstated, audit sampling as described in SAS No. 39 should be applied
because the auditor intends to draw a conclusion about all sales. On the other hand, if the auditor selects
several large sales invoices for certain audit tests and then applies analytical procedures to the remaining
invoices, the auditor is not sampling according to SAS No. 39—the examination of the large items is not
intended to lead the auditor to a conclusion about the other items. In that case, any conclusion about whether
sales are overstated would be based on the combined results of the test of large sales invoices, inquiry and
observations, analytical procedures, and other auditing procedures performed related to overstatement of
sales.

.07 The auditor should remember that the way in which the population is defined can determine whether
the requirements of SAS No. 39 apply. The auditor might choose to divide a single reporting line on the
financial statements into several populations. For example, accounts receivable might be divided into
wholesale receivables, retail receivables, and employee receivables. Each of these populations can be tested
using a different audit strategy—some using audit sampling and others not. The sampling concepts in SAS
No. 39 apply only to populations for which audit sampling is used. Use of audit sampling on one population
does not mandate its use on remaining populations.

Authoritative Guidance About the Application of Audit Sampling to
Substantive Tests Provided by SAS No. 39
.08 SAS No. 39 contains the following provisions regarding sampling in connection with substantive
testing.

a.

The concept that some items exist for which, in the auditor's judgment, acceptance of some sampling
risk is not justified, and that these should be examined 100 percent (paragraph 21 [AU section 350.21 ]).
This simply reminds the auditor that some of the items encountered in an examination of financial
statements may be so significant individually or may have such a high likelihood of being in error
or misstated that all such items should be examined.

b. The suggestion that the efficiency of a sample may be improved by separating items subject to
sampling into relatively homogeneous groups based on some characteristic (paragraph 22 [AU
section 350.22]). This indicates that audit efficiency can sometimes be improved by, for example,
stratifying or segregating the items constituting a balance or class of transactions into groups based
on individual dollar value or some other characteristic.
c.

A requirement that the auditor consider tolerable misstatement in planning audit sampling applica
tions in the examination of account balances and classes of transactions (paragraph 18 [AU section
350.18]). This asks the auditor to consider, in the early stages of an audit, how much misstatement
the auditor will be able to tolerate for each balance and class of transactions that is sampled, in
combination with misstatements in other accounts, and still render an unqualified opinion on the
financial statements. SAS No. 39 asks the auditor to consider tolerable misstatement and to recognize
that it is one of the factors influencing sample size. There is no requirement to document or quantify
tolerable misstatement.

d. A requirement that the auditor select a sample that can be expected to be representative of the
population (paragraph 24 [AU section 350.24]). Simply put, this means that each item in the
population being sampled should have a chance of being selected, not necessarily an equal chance of
being selected. This does not mean that the auditor is required to use a random or probability sample.
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e. A requirement that the auditor consider selected sample items to which the auditor is unable to apply
planned audit procedures to determine their effect on the evaluation of the sample (paragraph 25
[AU section 350.25]). For example, sometimes the auditor may not be able to apply planned audit
procedures to selected sample items because supporting documentation may be missing. If the
auditor's evaluation of the sample results would not be altered by considering those unexamined
items to be misstated, it is not necessary to examine the items. However, if considering those
unexamined items to be misstated would lead to a conclusion that the balance or class contains
material misstatement, the auditor should consider alternative procedures that would provide
sufficient evidence to form a conclusion.
/.

A requirement that the auditor project the misstatement results of the sample to the items from which
the sample was selected (paragraph 26 [AU section 350.26]). Since the sample is expected to be
representative of the population from which it was selected, misstatements found are also expected
to be representative of the population. This merely asks the auditor to measure the likely misstate
ment in the population from which the sample was drawn and to consider it in reaching conclusions.

g. A requirement that the auditor consider, in the aggregate, projected misstatement results for all audit
sampling applications and all known misstatements from nonsampling applications, along with
other relevant audit evidence, when evaluating whether the financial statements taken as a whole
may be materially misstated (paragraph 30 [AU section 350.30]).
Documentation Requirements

.09 SAS No. 39 contains no specific documentation requirements. However, the documentation stand
ards set forth in the Statements on Auditing Standards dealing with documentation apply to audit sampling
applications just as they apply to other auditing procedures. SAS No. 22, Planning and Supervision (AU section
311), states that the auditor should prepare a written audit program, and SAS No. 96, Audit Documentation
(AU section 339), states that audit documentation of tests of operating effectiveness of controls and substan
tive tests of details that involve inspection of documents or confirmation should include an identification of
the items tested. The identification of the items tested may be satisfied by indicating the source from which
the items were selected and the specific selection criteria, for example:
•

When a haphazard or random sample is selected, the documentation should include identifying
characteristics (for example, the specific invoice numbers of the items included in the sample).

•

When all items over a specified dollar amount are selected from a listing, the documentation need
describe only the scope and the identification of the listing (for example, all invoices over $25,000
from the December sales journal).

•

When a systematic sample is selected from a population of documents, the documentation need only
provide an identification of the source of the documents and an indication of the starting point and
the sampling interval (for example, a systematic sample of shipping reports was selected from the
shipping log for the period from X to Y, starting with report number 14564 and selecting every 250th
report from that point).

With regard to audit sampling applications, the audit program might document such items as the objectives
of the sampling application and the audit procedures related to those objectives. Examples of items that the
auditor typically documents for tests of controls are discussed in AAM section 5300.25. Examples of items
that the auditor typically documents for substantive tests are discussed in AAM section 5300.55.

Determining Extent of Testing in a Small Business Without Sampling
.10 Small businesses have certain characteristics that may influence the auditor's decision to use audit
sampling.
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.11 For substantive testing, small businesses frequently have small populations of accounting data in
both account balances and classes of transactions. Consequently, sampling may not be as useful since there
may be large populations of data.

.12 SAS No. 39, paragraph 1 (AU section 350.01), defines audit sampling: "The application of an audit
procedure to less than 100 percent of the items within an account balance or class of transactions for the
purpose of evaluating some characteristic of the balance or class." This definition allows some alternative
approaches to sampling to determine the extent of testing in a small business engagement. These alternatives,
by not using audit sampling and thus eliminating the requirements of SAS No. 39, may provide a more
effective and efficient audit approach for a small business engagement.
.13

These alternative approaches include:

a. Procedures applied to 100 percent of a certain group (strata) of transactions or balances.
b. Testing unusual items without applying procedures to the remainder of the population.

c. Other tests that involve application of procedures to less than 100 percent of the items in the
population without drawing a conclusion about the entire account or class of transactions.

.1 4 The auditor should decide what audit procedures to perform to meet the established audit objectives.
Once this decision is made, the auditor needs to determine the extent of testing.

.1 5 An effective and efficient approach to determining the extent of testing in a small business engage
ment is shown in flowchart 1. This approach involves four important steps.

Identification of Individual Items to Be Examined
.1 6 An auditor should apply professional judgment in determining which individual items in an account
balance or class of transactions need to be examined. In evaluating individual items, the auditor should
consider factors such as size of the item, whether the item is unusual, prior experience with the client, and
whether the item involves a related party.

.1

7 For example, consider the following information for accounts receivable of a small business.
Number of
Accounts

Balances

Total
Accounts

4
7
62

$100,000 or more
$25,000-99,999
$1-24,999

$ 625,000
375,000
300,000

73

$1,300,000

In this case, if the eleven largest accounts are confirmed by the auditor, most of the accounts receivable
balance is supported ($1,000,000 out of $1,300,000, or 77 percent). Also, the auditor may decide to confirm
the receivables that have unusual characteristics (for example, receivables with either large credit balances
or those that are very delinquent).
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Flowchart 1
An Audit Sampling Approach for a Small Business

Step

Given the audit
objective,
determine the
specific audit
procedures to be
performed.

1

Identify individua
items to be
examined.

Is extent of
evidential matter
obtained from
examining
individual items
sufficient?

Yes

2

No

Consider the
contribution of
other procedures.

3

No

Yes

4

Accept evidence
as sufficient.
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Is Extent of Evidential Matter Obtained Sufficient?
.18 Some factors in evaluating the sufficiency of evidential matter obtained in tests of details for a
particular account balance or class of transactions are:

a.

The individual importance of the items examined. If the items examined, account for a high
percentage of the total population, then the auditor may be reasonably assured that there is an
acceptably low risk of an undetected misstatement.

b. The nature and cause of misstatements. If during the course of the audit, misstatements are discov
ered, those misstatements should be evaluated to determine if they are due to differences in principle
or in application, are errors or fraud or are due to misunderstanding of instructions or carelessness.

c.

Possible relationship of the misstatement to other phases of the audit. If it is determined that the
misstatement is due to fraud this would require a broader consideration of the possible implications
than would the discovery of an error.

d. The characteristics of the sample to the population. The auditor may obtain some knowledge of the
types of items in the population if the characteristics in the sample are similar in nature and the same
controls are followed for processing the transactions.

.19 If an auditor has examined a substantial number of individual amounts and found no evidence of
problems from the other procedures performed—and the remaining population totals less than an amount
that would be material to the financial statements—there is often no need to sample the remaining
population. Otherwise, the auditor should extend tests to the remaining population unless an alternative
approach can be justified.

Consider Contribution of Other Procedures
.20 The auditor should also consider whether other evidence obtained contributes to conclusions
regarding the account balance or class of transactions. The auditor often considers the contribution of other
procedures at the same time the extent of evidential matter obtained from examining individual items is
considered.
.21 The auditor may use a combination of analytical procedures and substantive tests of details to
support an opinion on the financial statements. In deciding whether other audit procedures make a
contribution, the auditor should consider whether they support the audit objectives in the area, whether they
indicate potential problems, and whether the evidence is consistent with the previous evidence obtained.

.22 In considering the contribution of other procedures, the auditor should use professional judgment
in determining whether an unqualified opinion can be given without performing additional tests in the form
of audit sampling.

Evaluation of Sufficiency of Evidence
.23 There are three factors that the auditor may consider in evaluating the sufficiency of audit evidence
obtained from examining individual items and contributed by other procedures, and in determining whether
the remaining items in the population should be tested.

.24 First, the auditor should consider whether the dollar amount of the remaining population is equal to
or greater than an amount that would be material to the financial statements. If the remaining population is
less than material, the auditor may decide that no additional testing by sampling is necessary. Second, the
AAM §5300.18
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auditor should consider the degree of risk involved (that is, how susceptible the account is to misstatement,
and whether there have been problems with this area in prior audits). Third, the auditor should consider the
sufficiency of all the audit evidence obtained so far (the extent of evidential matter obtained by testing
individual items along with the contribution of other procedures).

Audit Sampling for Tests of Controls
.25 SAS No. 39 indicates that an auditor may use nonstatistical or statistical sampling in performing tests
of controls. This section provides guidance for both approaches. Regardless of whether nonstatistical or
statistical sampling is being used, audit sampling for tests of controls involves the following steps:
a.

Determine the objective of the test. The objective of tests of controls is to provide evidence about the
operating effectiveness and design of controls. Audit sampling for tests of controls is generally
appropriate when application of the control leaves documentary evidence of performance.
Normally, audit sampling for tests of controls will involve selecting a sample of documents and
examining them for evidence that the relevant controls were applied. Tests of controls involving
observation of performance of procedures or inquiries of the client are not normally subject to
audit sampling.

b.

Define the deviation conditions. A deviation condition is a situation that indicates that the controls
were not performed. For example, if the auditor is examining purchase invoices for evidence of
approval of an expenditure (e.g., the initials of the approving individual), a deviation condition
would be an invoice that is not initialed by the appropriate individual. Adequate performance of a
control consists of all the steps the auditor believes are necessary to support the assessed level of
control risk. For example, assume that a prescribed control requires that support for every disburse
ment should include an invoice, a voucher, a receiving report, and a purchase order, all stamped
"Paid." The auditor believes that the existence of an invoice and a receiving report, both stamped
"Paid," is necessary to indicate adequate performance of the control for purposes of supporting the
assessed level of control risk. Therefore, a deviation may be defined as "a disbursement not supported
by an invoice and a receiving report that have been stamped 'Paid."'

c.

Define the population. The population selected must be appropriate for the objective being tested. For
example, if the auditor is testing the operating effectiveness of a prescribed control designed to ensure
that all shipments were billed, the auditor would not detect deviations by sampling from billed items.
An appropriate population for detecting such deviations usually includes the record of all items
shipped.

d.

Defining the period covered by the test. For samples to be representative of the period under audit, the
population generally should include all transactions processed during the period. Often, auditors
perform tests of controls during interim work. The auditor should determine what additional
evidence needs to be obtained for the remaining period. Often, the auditor obtains the additional
evidence by extending the test to the transactions occurring in the remaining period. However, it is
not always efficient to include all transactions executed throughout the period under audit in the
population to be sampled. In some cases, it might be more efficient to use alternative approaches to
test the performance of the control during the remaining period. In these cases the auditor would
define the population to include transactions for the period from the beginning of the year to an
interim date and consider the following factors in determining what, if any, additional evidence needs
to be obtained for the remaining period:
•

The significance of the assertion involved.

•

The specific controls that were tested during the interim period.

•

Any changes in controls from the interim period.
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•

The extent to which substantive tests were changed as a result of the controls.

•

The results of the tests of controls performed during the interim period.

•

The length of the remaining period.

•

The evidential matter about design or operation that may result from the substantive tests
performed in the remaining period.

The auditor selects sampling units from a physical representation of the population. For example, if
the auditor defines the population as all customer receivable balances as of a specific date, the physical
representation might be a printout of the customer accounts receivable trial balance as of that date.
Making selections from a controlled source minimizes differences between the physical repre
sentation and the population. The auditor should consider whether the physical representation
includes the entire population. If the auditor reconciles the selected physical representation and the
population and determines that the physical representation has omitted items in the population that
should be included in the overall evaluation, the auditor should select a new physical representation
or perform alternative procedures on the items excluded from the physical representation.
e.

Defining the sampling unit. The auditor should define the sampling unit in light of the control being
tested. A sampling unit may be, for example, a document, an entry, or a line item. An important
efficiency consideration in selecting a sampling unit is the manner in which documents are filed and
cross-referenced.

f.

Determine the method of selecting the sample. Any sample that is selected should be representative of
the population and all items should have an opportunity to be selected. Random-number selection
should generally be used when statistical sampling is being applied. When nonstatistical sampling
is applied, random-number sampling, systematic sampling, and haphazard sampling are methods
that might be used to obtain a representative sample. Methods of selecting samples are discussed
beginning at AAM section 5300.61.

g. Determine the sample size. Sample sizes for tests of controls are affected by (a) the risk of assessing
control risk too low, (b) the tolerable rate, (c) the expected population deviation rate, and (d) any
effects of small population sizes.
Guidance for determining sample size when performing nonstatistical sampling begins with AAM
section 5300.28. A description of statistical sampling begins with AAM section 5300.31.

h. Perform the sampling plan. Once the sample has been selected, the auditor should examine the selected
items to determine whether they contain deviations from the prescribed control. If the auditor selects
a voided item, and the auditor obtains reasonable assurance that the item has been properly voided
and does not represent a deviation from the prescribed control, he or she should replace the voided
item. If the auditor selects an unused item, he or she should obtain reasonable assurance that it
actually represents an unused item, and not a deviation from the control, and then replace the unused
item. If the auditor is unable to examine a selected item because it cannot be located or for any other
reason, and the auditor is unable to apply the planned audit procedures or appropriate alternative
procedures to selected items, he or she should consider the selected items to be deviations from the
controls for purposes of evaluating the sample. In addition, the auditor should consider the reasons
for this limitation and the effect that such a limitation might have on his or her understanding of
internal control and assessment of control risk.
i.

Evaluate the sample results. Guidance for evaluating nonstatistical sampling results begins with AAM
section 5300.30 and guidance for evaluating statistical sampling results begins with AAM section
5300.32.

j.

Document the sampling procedure. Examples of items that the auditor typically documents for tests of
controls include the following:
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•

A description of the prescribed control being tested.

•

The definition of the population (the source from which the items were selected) and the sampling
unit, including how the auditor considered the completeness of the population.

•

The definition of the deviation condition.

•

The risk of assessing control risk too low, the tolerable deviation rate, and the expected popula
tion deviation rate used in the application.

•

The method of sample-size determination.

•

The method of sample selection (specific selection criteria).

•

A description of how the sampling procedure was performed and a list of the deviations
identified in the sample.

•

The evaluation of the sample and a summary of the overall conclusion.

. 26 Factors Affecting Sample Sizes for Tests of Controls. Sample sizes for tests of controls are affected
by the following factors:
a. Acceptable risk of assessing control risk too low. The risk of assessing control risk too low is the risk that
the assessed level of control risk based on the sample is less than the true operating effectiveness of
the control. Decreasing the risk of assessing control risk too low will increase the sample size.
b. Expected population deviation rate. The expected population deviation rate is an anticipation of the
deviation rate in the entire population. As the expected population deviation rate increases, the
sample size will increase.

c.

Tolerable rate. Tolerable rate is the maximum rate (%) of deviation from a prescribed control that the
auditor is willing to accept without altering the planned assessed level of control risk. Higher
tolerable rates will permit smaller sample sizes.

d. Population size. The size of the population has little or no effect on the determination of sample size
except for very small populations. For example, it is generally appropriate to treat any population of
more than 5,000 sampling units as if it were infinite. If the population size is under 5,000 sampling
units, the population size may have a small effect on the calculation of the sample size.
.27 The effects of these factors on the appropriate nonstatistical sample size may be summarized as
follows:
________________ Factor______________

General Effect on Sample Size

Risk of assessing control risk too low—
increase (decrease)

Smaller (larger)

Tolerable rate—increase (decrease)

Smaller (larger)

Expected population deviation rate—
increase (decrease)

Larger (smaller)

Population size

Virtually no effect

.28 Sample Sizes Using Nonstatistical Sampling. The auditor using nonstatistical sampling for tests of
controls uses his or her professional judgment to consider the factors described in AAM section 5300.26 in
determining sample sizes.

.29 Neither SAS No. 39 nor the Audit Guide Audit Sampling, require the auditor to compare the sample
size for a nonstatistical sampling application with a corresponding sample size calculated using statistical
AICPA Audit and Accounting Manual
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theory. Auditors might find it helpful to be familiar with the tables in AAM section 5300.33 through 5300.36.
Auditors using these tables as an aid in understanding relative sample sizes for tests of controls will need to
apply professional judgment in reviewing the risk levels and expected population deviation rates in relation
to sample sizes. Also, an auditor may decide to establish guidelines for sample sizes for tests of controls
based on attribute sampling tables. An example of such guidelines is illustrated in the following table:
Sample Sizes for Tests of Controls
Based on Attribute Sampling Tables

Planned Assessed Level
of Control Risk
Slightly below the maximum
Moderate
Low

Sample Size
12-20
20-35
30-75

The numbers in the table were determined using a 10 percent risk of assessing control risk too low and an
expected population deviation rate of 0 percent. If the auditor finds one or more deviations in the sample,
he or she needs to increase the sample size or increase the assessed level of control risk.
.30 After completing the examination of the sampling units and summarizing deviations from prescribed
controls, the auditor evaluates the results.

•

Calculate the deviation rate. Calculating the deviation rate in the sample involves dividing the number
of observed deviations by the sample size.

•

Consider sampling risk. When evaluating a sample for a test of controls, the auditor should consider
sampling risk.

•

Consider the qualitative aspects of deviations. In addition to evaluating the frequency of deviations from
pertinent controls, the auditor should consider the qualitative aspects of the deviations.

•

Reach an overall conclusion. The auditor uses professional judgment to reach an overall conclusion
about the effect that the evaluation of the results will have on the assessed level of control risk and
on the nature, timing and extent of planned substantive tests.

. 31 Sample Sizes Using Statistical Sampling. The appropriate statistical method for tests of controls is
attributes sampling, which is a technique designed to estimate qualitative characteristics of a population.
Attributes sampling is most commonly used in auditing to test the rate of deviation from a prescribed control
to support the auditor's assessed level of control risk.
.

32

Applying attributes sampling involves performing the following steps:

a. Decide on the attributes to test. The tests of controls may include the testing of one or more attributes.
Proper evaluation of the results may require testing and evaluating each attribute separately.
b. Define the population from which the sample items should be selected. The auditor should make sure that
the population is appropriate for the audit objective as described in AAM section 5300.25.
c. Specify the following factors:

•

Acceptable risk of assessing control risk too low. There is an inverse relationship between the risk of
assessing control risk too low and sample size. If the auditor is willing to accept only a low risk
of assessing control risk too low, the sample size would ordinarily be larger than if a higher risk
were acceptable.

•

Tolerable rate. Higher assessments of control risk will permit higher tolerable deviation rates as
shown in the following table:
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Relationship Between Tolerable Rates and the Auditor's
Planned Assessed Levels of Control Risk
Planned Assessed Level
of Control Risk
Low
Moderate
Slightly below the maximum
Maximum
•

Tolerable Rate
3%-7%
6%-12%
11%- 20%
Omit test

Expected population deviation rate. The auditor's expectations may be based on prior year's tests
and the control environment. The prior year's results should be considered in light of changes in
the entity's internal control and changes in personnel. Sample sizes will increase significantly as
the expected population deviation rate increases from zero. If the deviation rate in the sample
turns out to be higher than the rate specified by the auditor in determining the sample size, the
sample results will not support the auditor's planned assessed level of control risk.

d. Determine the appropriate sample size. Sample sizes are found in the tables in AAM section 5300.33
and .34. The table in AAM section 5300.33 is designed for a risk of assessing control risk too low of 5
percent, and the table in AAM section 5300.34 is designed for a 10 percent risk of assessing control
risk too low. With the tolerable rate and the expected population deviation rate, the auditor may find
the sample size from the table. The numbers in parentheses are the number of deviations that may
be found in the sample and still support the auditor's planned assessed level of control risk.

e.

Randomly select the sample from the population. The section beginning at AAM section 5300.61 describes
the methods that may be used to select a random sample.

f.

Perform the audit procedures to identify deviations in the sample.

g. Calculate the statistical results. Using the tables in AAM section 5300.35 and .36 or the appropriate
risk of assessing control risk too low, determine the actual tolerable deviation rate from the sample
size and the actual number of deviations found in the sample.
h. Reassess the level of control risk. If the sample results, along with other relevant evidential matter,
support the planned assessed level of control risk, the auditor generally does not need to modify
planned substantive tests. If the planned assessed level of control risk is not supported, the auditor
would ordinarily either perform tests of other controls that could support the planned assessed level
of control risk or increase the assessed level of control risk.
i.

Document the Sampling Procedures. SAS No. 39 and the Audit Guide Audit Sampling, do not require
specific documentation of audit sampling applications. See AAM section 5300.09 for certain docu
mentation requirements of SAS No. 96. Examples of items that the auditor typically documents for
tests of controls are discussed in AAM section 5300.25.
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.33

Statistical Sample Sizes for Test of Controls—
Five Percent Risk of Assessing Control Risk Too Low
(with number of expected errors in parentheses)
Expected
Population
Deviation
Rate

Tolerable Rate

2%

3%

4%

5%

6%

7%

8%

9%

10%

15%

20%

0.00%

149(0)

99(0)

74(0)

59(0)

49(0)

42(0)

36(0)

32(0)

29(0)

19(0)

14(0)

.25

157(1)

117(1)

93(1)

78(1)

66(1)

58(1)

51(1)

46(1)

30(1)

22(1)

.50

236(1)
*

157(1)

117(1)

93(1)

78(1)

66(1)

58(1)

51(1)

46(1)

30(1)

22(1)

.75

*

93(1)

78(1)

66(1)

58(1)

51(1)

46(1)

30(1)

22(1)

1.00

208(2)
*

117(1)

*

156(2)

93(1)

78(1)

66(1)

58(1)

51(1)

46(1)

30(1)

22(1)

1.25

*

*

156(2)

124(2)

78(1)

66(1)

58(1)

51(1)

46(1)

30(1)

22(1)

1.50

*

*

192(3)

124(2)

103(2)

66(1)

58(1)

51(1)

46(1)

30(1)

22(1)

1.75

*

*

103(2)

88(2)

77(2)

51(1)

46(1)

30(1)

22(1)

2.00

*

227(4)
*

153(3)

*

181(4)

127(3)

88(2)

77(2)

68(2)

46(1)

30(1)

22(1)

2.25

*

*

*

88(2)

77(2)

68(2)

61(2)

30(1)

22(1)

2.50

*

*

208(5)
*

127(3)

*

150(4)

109(3)

77(2)

68(2)

61(2)

30(1)

22(1)

2.75

*

*

*

*

173(5)

109(3)

95(3)

68(2)

61(2)

30(1)

22(1)

3.00

*

*

*

*

95(3)

84(3)

61(2)

30(1)

22(1)

3.25

*

*

*

195(6)
*

129(4)

*

148(5)

112(4)

84(3)

61(2)

30(1)

22(1)

3.50

*

*

*

*

*

167(6)

112(4)

84(3)

76(3)

40(2)

22(1)

3.75

*

*

*

*

*

129(5)

100(4)

76(3)

40(2)

22(1)

4.00

*

*

*

*

*

185(7)
*

100(4)

89(4)

40(2)

22(1)

5.00

*

*

*

*

*

*

146(6)
*

40(2)

30(2)

6.00

*

*

*

*

*

*

*

50(3)

30(2)

7.00

*

*

*

*

*

*

*

158(8) 116(6)
* 179(11)
*
*

68(5)

37(3)

Sample size is too large to be cost-effective for most audit applications.
Derived from AICPA Audit Guide Audit Sampling, New Edition as of April 1, 2001.
Note: This table assumes a large population.
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.34

Statistical Sample Sizes for Test of Controls—
Ten Percent Risk of Assessing Control Risk Too Low
(with number of expected errors in parentheses)
Expected
Population
Deviation
Rate

Tolerable Rate

2%

3%

4%

5%

6%

7%

8%

9%

10%

15%

20%

0.00%

114(0)

76(0)

57(0)

45(0)

38(0)

32(0)

28(0)

25(0)

22(0)

15(0)

11(0)

.25

194(1)

129(1)

96(1)

77(1)

64(1)

55(1)

48(1)

42(1)

38(1)

25(1)

18(1)

.50

194(1)

129(1)

96(1)

77(1)

64(1)

55(1)

48(1)

42(1)

38(1)

25(1)

18(1)

.75

129(1)

96(1)

77(1)

64(1)

55(1)

48(1)

42(1)

38(1)

25(1)

18(1)

1.00

265(2)
*

176(2)

96(1)

77(1)

64(1)

55(1)

48(1)

42(1)

38(1)

25(1)

18(1)

1.25

*

77(1)

64(1)

55(1)

48(1)

42(1)

38(1)

25(1)

18(1)

1.50

221(3)
*

132(2)

*

132(2)

105(2)

64(1)

55(1)

48(1)

42(1)

38(1)

25(1)

18(1)

1.75

*

*

166(3)

105(2)

88(2)

55(1)

48(1)

42(1)

38(1)

25(1)

18(1)

2.00

*

*

88(2)

75(2)

48(1)

42(1)

38(1)

25(1)

18(1)

2.25

*

198(4)
*

132(3)

*

132(3)

88(2)

75(2)

65(2)

42(1)

38(2)

25(1)

18(1)

2.50

*

*

*

158(4)

110(3)

75(2)

65(2)

58(2)

38(2)

25(1)

18(1)

2.75

*

*

*

132(4)

94(3)

65(2)

58(2)

52(2)

25(1)

18(1)

3.00

*

*

*

209(6)
*

132(4)

94(3)

65(2)

58(2)

52(2)

25(1)

18(1)

3.25

*

*

*

*

153(5)

113(4)

82(3)

58(2)

52(2)

25(1)

18(1)

3.50

*

*

*

*

113(4)

82(3)

73(3)

52(2)

25(1)

18(1)

3.75

*

*

*

*

194(7)
*

131(5)

98(4)

73(3)

52(2)

25(1)

18(1)

4.00

*

*

*

*

*

73(3)

65(3)

25(1)

18(1)

*

*

149(6)
*

98(4)

*

18(1)

*

43(3)

25(2)

*

*

78(4)
160(8) 115(6)
* 182(11) 116(7)
*
* 199(14)

34(2)

*

52(4)

25(2)

5.00

*

*

6.00

*

*

*

*

7.00

*

*

*

*

Sample size is too large to be cost-effective for most audit applications.
Derived from AICPA Audit Guide Audit Sampling, New Edition as of April 1,2001.
Note: This table assumes a large population.
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.35

Statistical Sampling Results Evaluation
Table for Tests of Controls—
Upper Limits at Five Percent Risk of Assessing Control Risk Too Low
Actual Number of Deviations Found

Sample
Size

0

1

25

11.3

17.6

+

+

+

t

+

+

+

+

+

30

9.5

14.9

19.6

t

+

+

+

+

+

+

+

35

8.3

12.9

17.0

+

+

+

+

+

+

+

+

40

7.3

11.4

15.0

18.3

+

+

+

+

+

+

+

45

6.5

10.2

13.4

16.4

19.2

+

+

+

t

t

+

50

5.9

9.2

12.1

14.8

17.4

19.9

t

+

+

+

+

55

5.4

8.4

11.1

13.5

15.9

18.2

+

+

+

+

+

60

4.9

7.7

10.2

12.5

14.7

16.8

18.8

+

+

+

+

65

4.6

7.1

9.4

11.5

13.6

15.5

17.4

19.3

+

+

+

70

4.2

6.6

8.8

10.8

12.6

14.5

16.3

18.0

19.7

+

+

75

4.0

6.2

8.2

10.1

11.8

13.6

15.2

16.9

18.5

20.0

t

80

3.7

5.8

7.7

9.5

11.1

12.7

14.3

15.9

17.4

18.9

+

90

3.3

5.2

6.9

8.4

9.9

11.4

12.8

14.2

15.5

16.8

18.2

100

3.0

4.7

6.2

7.6

9.0

10.3

11.5

12.8

14.0

15.2

16.4

125

2.4

3.8

5.0

6.1

7.2

8.3

9.3

10.3

11.3

12.3

13.2

150

2.0

3.2

4.2

5.1

6.0

6.9

7.8

8.6

9.5

10.3

11.1

200

1.5

2.4

3.2

3.9

4.6

5.2

5.9

6.5

7.2

7.8

8.4

2

3

4

5

6

7

8

10

9

+Over 20 percent.

Derived from AICPA Audit Guide Audit Sampling, New Edition as of April 1,2001.

Note: This table presents upper limits as percentages. This table assumes a large population.
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.36

Statistical Sampling Results Evaluation
Table for Tests of Controls—
Upper Limits at Ten Percent Risk of Assessing Control Risk Too Low
Actual Number of Deviations Found

Sample
Size

0

1

20

10.9

18.1

t

t

t

+

+

+

t

+

+

25

8.8

14.7

19.9

+

+

+

+

+

+

+

+

30

7.4

12.4

16.8

t

+

+

+

+

+

+

+

35

6.4

10.7

14.5

18.1

+

+

t

+

+

+

+

40

5.6

9.4

12.8

16.0

19.0

+

t

+

+

+

+

45

5.0

8.4

11.4

14.3

17.0

19.7

+

+

+

+

+

50

4.6

7.6

10.3

12.9

15.4

17.8

+

+

+

+

+

55

4.1

6.9

9.4

11.8

14.1

16.3

18.4

+

+

+

+

60

3.8

6.4

8.7

10.8

12.9

15.0

16.9

18.9

+

+

+

70

3.3

5.5

7.5

9.3

11.1

12.9

14.6

16.3

17.9

19.6

+

80

2.9

4.8

6.6

8.2

9.8

11.3

12.8

14.3

15.8

17.2

18.6

90

2.6

4.3

5.9

7.3

8.7

10.1

11.5

12.8

14.1

15.4

16.6

100

2.3

3.9

5.3

6.6

7.9

9.1

10.3

11.5

12.7

13.9

15.0

120

2.0

3.3

4.4

5.5

6.6

7.6

8.7

9.7

10.7

11.6

12.6

160

1.5

2.5

3.3

4.2

5.0

5.8

6.5

7.3

8.0

8.8

9.5

200

1.2

2.0

2.7

3.4

4.0

4.6

5.3

5.9

6.5

7.1

7.6

2

7

6

5

4

3

9

8

10

+Over 20 percent.
Derived from AICPA Audit Guide Audit Sampling, New Edition as of April 1,2001.
Note: This table presents upper limits as percentages. This table assumes a large population.
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Audit Sampling for Substantive Tests of Details
.37 The purpose of substantive tests of details of transactions and balances is to detect material misstate
ments in the account balance, transaction class, and disclosure components of the financial statements. An
auditor assesses inherent and control risk and relies on a combination of analytical procedures and substan
tive tests of details for providing a basis for the opinion about whether the financial statements are materially
misstated. When testing the details of an account balance or class of transactions, the auditor might use audit
sampling to obtain evidence about the reasonableness of monetary amounts.
.38 The auditor uses professional judgment to determine whether audit sampling is appropriate.
Sampling may not always be appropriate. For example, the auditor may decide that it is more efficient to
test an account balance or class of transactions by applying analytical procedures.
.39 When an auditor plans any audit sampling application, the first consideration is the specific account
balance or class of transactions and the circumstances in which the procedure is to be applied. The auditor
generally identifies items or groups of items that are of individual significance to an audit objective. For
example, an auditor planning to use audit sampling as part of the tests of an inventory balance as well as
observing the physical inventory would generally identify items that have significantly large balances or that
might have other special characteristics.

.40 The auditor considers all special knowledge about the items constituting the balance or class before
designing audit sampling procedures. For example, the auditor might identify 20 items that make up 25
percent of the account balance, and decide that those items should be examined 100 percent and excluded
from inventory subject to audit sampling. Any items that the auditor has decided to test 100 percent are not
part of the population subject to sampling.
.41 A population for audit sampling purposes does not necessarily need to be an entire account balance
or class of transactions. In some circumstances, an auditor might examine all the items that constitute an
account balance or class of transactions that exceed a given amount or that have an unusual characteristic;
the auditor might either (1) apply other auditing procedures (for example, analytical procedures) to items
that do not exceed a given amount or possess an unusual characteristic or (2) apply no auditing procedures
to them because there is an acceptably low risk of material misstatement existing in the remaining items.

.42 Once a decision has been made to use audit sampling, the auditor must choose between statistical
and nonstatistical sampling. The choice is primarily a cost-benefit consideration. Statistical sampling uses
the laws of probability to measure sampling risk. Any sampling procedure that does not measure the
sampling risk is a nonstatistical sampling procedure.
.43 Determining the test objectives. A sampling plan for substantive tests of details might be designed to
(1) test the reasonableness of one or more assertions about a financial statement amount (for example, the
existence of accounts receivable) or (2) make an independent estimate of some amount (for example, the last
in, first out (LIFO) index for a LIFO inventory). The auditor should carefully identify the characteristic of
interest (for example, the misstatement) for the sampling application that is consistent with the audit
objective.

.44 Defining the population. The population consists of the items constituting the account balance or class
of transactions of interest. The auditor should determine that the population from which he or she selects
the sample is appropriate for the specific audit objective because sample results can be projected only to the
population from which the sample was selected.

.45 Defining the sampling unit. A sampling unit is any of the individual elements that constitute the
population, and depends on the audit objective and the nature of the audit procedures to be applied. A sampling
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unit might be a customer account balance, an individual transaction or an individual entry in a transaction.
The auditor might consider which sampling unit leads to a more effective and efficient sampling application
in the circumstances.
.46 Choosing an audit sampling technique. Either statistical or nonstatistical sampling is appropriate for
substantive tests of details. The most common statistical approaches are classical variables sampling and
probability-proportional-to-size (PPS) sampling.

.47 Determining the method of selecting the sample. The auditor should select the sample in such a way
that the sample can be expected to be representative of the population or the stratum from which it is
selected.
.48 Determining the sample size. Accounting populations tend to include a few very large amounts, a
number of moderately large amounts, and a large number of small amounts. Auditors consider the variation
in a characteristic when they determine an appropriate sample size for a substantive test, and, generally, the
variation of the items' recorded amounts as a means of estimating the variation of the audited amounts of
the items in the population. A measure of this variation, or scatter, is called the standard deviation. Sample
sizes generally decrease as the variation becomes smaller. Sample sizes for unstratified populations with
high variation are generally very large.
.49
risk:

In performing substantive tests of details, auditors are also concerned with two aspects of sampling

a.

Risk of incorrect acceptance—the risk that the sample supports the conclusion that the recorded account
balance is not materially misstated when it is materially misstated.

b. Risk of incorrect rejection—the risk that the sample supports the conclusion that the recorded amount
is materially misstated when it is not.

.50 When planning a sample for a substantive test of details, the auditor should consider how much
monetary misstatement in the related account balance or class of transactions is acceptable without
causing the financial statements to be materially misstated. The maximum monetary misstatement for
the balance or class is called tolerable misstatement for the sample. For a particular account balance or
class of transactions, the sample size required to achieve the auditor's objective at a given risk of incorrect
acceptance increases as the auditor's assessment of tolerable misstatement for that balance or class
decreases.
.51 The auditor also assesses the expected amount of misstatement on the basis of his or her professional
judgment after considering such factors as the entity's business, the results of prior year's tests of account
balances or class of transactions, the results of any pilot sample, the results of any related substantive tests,
and the results of any tests of the related controls.

.52 The effect of population size on the appropriate sample size varies according to the audit sampling
method used.
.53 Performing the sampling plan. The auditor generally should apply auditing procedures appropriate
for the particular audit objectives to each sample item.

.54

•

Evaluating the sample results. In evaluating sample results, the auditor should:

Project the misstatements found in the sample to the population from which the sample was selected
and add that amount to the misstatements discovered in any items examined 100 percent.
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•

Compare the tolerable misstatement for the account balance or class of transactions with the total
projected misstatement, adjusted for corrected misstatements. If the total projected misstatement is
less than tolerable misstatement for the account balance or class of transactions, the auditor should
consider the risk that such a result might be obtained even though the true monetary misstatement
for the population exceeds the tolerable misstatement. The auditor should also aggregate the
projected misstatement in the balance or class, after adjustments, if any, with other known or likely
misstatements in other balances or classes to evaluate whether the financial statements taken as a
whole are materially misstated.

•

Consider the qualitative aspects of misstatements. If the sample results suggest that the auditor's
planning assumptions were in error, appropriate action is taken.

. 55 Documenting the sampling procedure. SAS No. 39 and the Audit Guide Audit Sampling, do not require
specific documentation of audit sampling applications. See AAM section 5300.09 for certain documentation
requirements of SAS No. 96. Examples of items that the auditor typically documents for substantive tests
include:

•

The objectives of the test and a description of other audit procedures related to those objectives.

•

The definition of the population (the source from which the items were selected) and the sampling
unit, including how the auditor determined the completeness of the population.

•

The definition of a misstatement.

•

The risk of incorrect acceptance, the risk of incorrect rejection, and the tolerable misstatement.

•

The audit sampling technique used.

•

The method of sample selection (specific selection criteria).

•

A description of the performance of the sampling procedures and a list of misstatements identified
in the sample.

•

The evaluation of the sample and a summary of the overall conclusion.

.56 Nonstatistical Sampling for Substantive Tests of Details. Neither SAS No. 39 nor the Audit Guide
Audit Sampling, require the auditor to compare the sample size for a nonstatistical sampling application with
a corresponding sample size calculated using statistical theory. Auditors might find familiarity with sample
sizes based on statistical theory helpful when applying professional judgment and experience in considering
the effect of various planning considerations on sample size.

.57 The following table "Factors Influencing Sample Sizes for a Substantive Test of Details in Sample
Planning" summarizes the effects of various factors on sample sizes for substantive tests of details. (The table
is provided only to illustrate the relative effect of different planning considerations on sample size and is not
intended as a substitute for professional judgment).

Factors Influencing Sample Sizes for a Substantive
Test of Details in Sample Planning
Conditions Leading to:

Factors

Smaller
Sample Size

Larger
Sample Size

Related Factor for
Substantive
Sample Planning

a. Assessment of
inherent risk

Low assessed level
of inherent risk

High assessed level
of inherent risk

Allowable risk
of incorrect acceptance

b. Assessment of control
risk

Low assessed level
of control risk

High assessed level
of control risk

Allowable risk
of incorrect acceptance
(continued)

AAM §5300.55

Copyright © 2003, American Institute of Certified Public Accountants, Inc.

50

5319

Extent of Testing

10-01

Conditions Leading to:
Smaller
Sample Size

Factors
c. Assessment of risk
related to other
substantive tests
directed at the same
assertion (including
analytical procedures
and other relevant
tests of details)

Low assessment of
risk associated with
other relevant
substantive tests

d. Measure of tolerable
misstatement for a
specific account

Larger measure of
tolerable
misstatement

e. Expected size and
frequency of
misstatements, or the
estimated variance of
the population

Smaller
misstatements or
lower frequency, or
smaller population
variance

Number of items in
the population

f.

Larger
Sample Size
High assessment
of risk associated
with other relevant
substantive tests

Smaller measure of
tolerable
. misstatement

Larger
misstatements,
higher frequency, or
larger population
variance

Related Factor for
Substantive
Sample Planning
Allowable risk of
incorrect acceptance

Tolerable
misstatement
Assessment of
population
characteristics

Virtually no effect on sample size unless population is very small

.58 The following model, based on the statistical theory underlying PPS sampling, illustrates a method
of assisting an auditor in gaining an understanding of the relative size of samples for substantive tests of
details. The factors presented are based on certain judgments and may differ as auditors' judgments differ
in the circumstances. The model illustrates the relative effect of difference planning considerations on sample
size only and is not intended as a substitute for professional judgment. (See the AICPA Audit Guide Audit
Sampling, new edition as of April 1,2001, paragraphs 5.17-5.22.)
.59

The steps in determining the sample size using this model are:

a.

Consider the level of inherent risk for the particular assertion(s).

b.

Consider the effectiveness of the controls in preventing and detecting material misstatements.

c.

Combine steps a. and b. using the following categories:

1.

Maximum.

2.

Slightly below minimum.

3.

Moderate.

4.

Low.

d.

Determine tolerable misstatement.

e.

Assess the risk that other substantive procedures designed to test the same assertion will fail to detect
a material misstatement in the particular assertion(s).

f.

1.

Maximum

2.

Moderate

3.

Low

Estimate the population's recorded amount after deducting any items that will be examined 100
percent.
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g. Select the appropriate assurance factor from the following table:

Assurance Factors
Assessment of Inherent
and Control Risk

Maximum
Slightly below maximum
Moderate
Low

Risk That Other Substantive Procedures Will
Fail to Detect a Material Misstatement
Maximum

Slightly Below
Maximum

Moderate

Low

3.0
2.7
2.3
2.0

2.7
2.4
2.1
1.6

2.3
2.0
1.6
1.2

2.0
1.6
1.2
1.0

Estimate the sample size using the following formula:

Population's
/ Tolerable
recorded amount / misstatement
h.

x

Assurance _ Sample
factor
_
size

Adjust the sample size estimate to reflect any differences in efficiency between the nonstatistical
approach and the statistical approach underlying this model. In practice auditors typically adjust the
sample size from 10 percent to 50 percent if the sample is not selected in a statistically efficient manner.

.60 Stratification is particularly important to increasing the efficiency of the sample. If the nonstatistical
sample design is planned without stratification, the auditor should increase the sample size. The auditor
selects the sample so that it can be expected to be representative of the population from which it has been
selected. Before selecting the sample, the auditor generally identifies individually significant items, and may
then select the sample from the remaining items using the systematic selection method, which automatically
stratifies the sample, or stratify the remaining items into groups and allocate the sample size accordingly.
.61 Evaluating the Sample Results. The misstatement in the sample must be projected to the items from
which the sample was selected. One method of projecting the amount of misstatement found in a sample is
to divide the amount of misstatement in the sample by the fraction of total dollars in the population included
in the sample. For example, if a $100 misstatement is found in a sample of 10 percent of the population, the
projected misstatement would be $1,000 ($100/.10).

.62 A second method for projecting the misstatement uses the average difference between the audited
and the recorded amounts of each item included in the sample. For example, if $200 of misstatement is found
in a sample of 100 items, the average difference between audited and recorded amounts for items in the
sample is $2 ($200/100). An estimate of the amount of misstatement in the population may be calculated by
multiplying the total number of items in the population (in this case 5,000 items) by the average difference
of $2 for each sample item. The estimate of misstatement in the population is $10,000 (5,000 x 2).

[The next page is 5401.]
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AAM Section 5400
Illustrative Audit Program for
Corporations
.010 The audit programs contained in this section have been designed to provide substantive evidence
(when combined with appropriate planning and with appropriate tests of controls) that is sufficient to
support the assertions in the client's financial statements. The programs should be modified to reflect overall
engagement risk, risks of potential misstatements, the results of analytical procedures, and the selection of
the most cost-beneficial audit approaches and procedures.

.011 The programs address the financial statement assertions discussed in SAS No. 31, Evidential Matter,
as amended by SAS No. 80 (AU section 326):
•

Existence or occurrence. Whether the assets or liabilities exist at a given date and whether recorded
transactions have occurred during a given period.

•

Completeness. Whether all transactions and accounts that should be presented in the financial
statements are so included.

•

Rights and obligations. Whether assets are the rights of the entity and liabilities are obligations of the
entity at a given date.

•

Valuation or allocation. Whether asset, liability, equity, revenue, and expense components have been
included in the financial statements at appropriate amounts.

•

Presentation and disclosure. Whether particular components of the financial statements are properly
classified, described, and disclosed.

. 012 The right mix of tests of details and analytical procedures should be made for each audit area, based
on the auditor's risk assessment, and planning conclusions, the auditor's understanding of internal control
components, materiality, and other relevant factors. Accordingly, all of the substantive tests listed in a
program may not need to be performed.
. 013 The auditor's professional judgment must be applied in deciding whether the program includes all
of the procedures required in the particular circumstances. The program serves solely as a timesaver. Users
of manuscript aids must remain alert to needs such as the following:
•

Developing steps for required procedures which are not covered by the program.

•

Excluding extraneous and unnecessary procedures which are covered by the program.

•

Editing or modifying the program to suit the needs and preferences of the auditor in the circumstances.

. 014 The programs that follow contain illustrative audit objectives and procedures which are num
bered merely to organize the materials; the numbers are not intended to imply completeness or a prescribed
In March 2006, the AICPA's Auditing Standards Board issued eight SASs that provide extensive guidance concerning the auditor's
assessment of the risks of material misstatement in a financial statement audit, and the design and performance of audit procedures
whose nature, timing, and extent are responsive to the assessed risks. Additionally, the SASs establish standards and provide guidance
on planning and supervision, the nature of audit evidence, and evaluating whether the audit evidence obtained affords a reasonable
basis for an opinion regarding the financial statements under audit. The eight SASs are effective for audits of financial statements for
periods beginning on or after December 15, 2006; earlier application is permitted.
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sequence. This list is merely illustrative. Users of this material must use professional judgment and be alert
for the important matters in a particular set of circumstances which may not be covered in the illustrative
material.
.015 The illustrative audit program permits the auditor to select audit procedures to be performed based
on the assessed level of risk. Based on the auditor's understanding of internal control, it may be necessary
to extend testing. See AAM section 3165 for an illustrative audit planning program.
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.

.020
Done
by

I.

Date

W/P
Ref.

General Procedures

Financial Statement Assertions:

1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Procedures:
A.

Planning

1.

Complete the illustrative planning program. (See AAM section
3165.)

2.

Determine that the decision to accept the engagement (in case of
new client) or to retain the client has been documented. (See
AAM section 11,300.23.)

3.

If this is a new client, ascertain that required communications
with predecessor auditors, if any, have been made.

4.

If other auditors are performing parts of the audit, ascertain that
appropriate communications have been made.

5.

Determine that a signed engagement letter covering the current
engagement is on file. Read letter for any special provisions. List
any special provisions and determine that the audit program
addresses the provisions.

6.

Discuss the audit plan with the engagement personnel. If consid
ered necessary, prepare a planning memorandum for review by
engagement staff.

7.

Prepare listing of schedules/ analyses to be prepared by the client
(and working paper set-ups, if considered necessary) and deliver
to client.

8.

Update the permanent file(s) for new agreements, copies or
extracts of minutes and other important documents.
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W/P
Ref.

Date

For trial balances and other schedules and analyses prepared by
the client, document and perform the following (these steps can
be performed during substantive testing):

a.

Trace amounts to the general ledger.

b.

Re-perform the footings and crossfootings (test basis may be
appropriate).

c.

Trace opening balances to final balances per the working
papers for the preceding year (period).

d.

Determine that working papers are marked "Prepared by
Client" or "PBC."

10. If considered necessary, based on the assessment of audit risk,
review journal and general ledger entries made during the pe
riod for propriety and accuracy.
B.

Conclusion of Audit

1.

Perform the following analytical procedures:

a.

Re-examine the comparison of current-period amounts with
amounts from prior periods (adjusted for expected changes),
after correction of the amounts for any adjustments and
reclassifications.

b.

Perform any additional analytical procedures, such as ratio
analysis, that were not performed during the planning stage
because preliminary amounts were unreliable.

c.

Identify significant or unexpected fluctuations and other
unusual items.

d.

Based on the knowledge of the client's operations and the
results of audit procedures, evaluate whether all significant
or unexpected fluctuations have been adequately explained.

2.

Evaluate the effects of unadjusted misstatements on the financial
statements.

3.

If audit test results identify misstatements in the financial state
ments, consider whether such misstatements may be indicative
of fraud.

4.

Complete a subsequent events review. (See AAM section
5400.180.) If they are, follow the guidance in paragraphs 76 and
77 of SAS No. 99 (AU section 316.76-.77).

5.

Based on the results on the audit procedures performed, evaluate
whether there is substantial doubt about the entity's ability to
continue as a going concern for a reasonable period of time:

a.

_

Ascertain if any of the following negative trends exist:
(1)

Recurring operating losses

(2) Working capital deficiencies

AAM §5400.020
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b.

c.

d.

6.

7.

(3)

Negative cash flows from operations

—

(4)

Adverse key financial ratios

—

(5)

Calculate the Altman Z Score (the formula can be found
in the AAM section 2300.16)

Ascertain if any of the following have occurred:

(1)

Default on loans or similar agreements

—

(2)

Arrearages in dividends

—

(3)

Denial of usual trade credit

—

(4)

Restructuring of debt

—

(5)

Noncompliance with statutory or contractual capital
arrangements

—

(6)

Need for new sources or methods of financing

—

(7)

Need to dispose of substantial assets

—

Ascertain if the following internal matters have occurred:

(1)

Work stoppages

—

(2)

Other labor difficulties

—

(3)

Substantial dependence on a particular project or cus
tomer

(4)

Uneconomic long-term commitments

—

(5)

Need to revise operations significantly

—

Ascertain if the following external matters have occurred:

(1)

Legal proceedings

—

(2)

Adverse legislation

—

(3)

Loss of key franchise, license or plant

—

(4)

Loss or principal customer or supplier

—

(5)

Uninsured or underinsured catastrophe

—

Consider whether the accumulated results of audit procedures
and other observations affect the assessment of the risk of material misstatement due to fraud made when planning the audit.

Date

W/P
Ref.

— —
— —
_
— —
— —
— —
— —
— —
— —
— —
— —
— —
—
—
—
—
—
—
—

—
—
—
—
—
—
—

— — —

If, after considering the matters in step 5 above, a substantial
doubt exists regarding the entity's ability to continue as a going
concern for a reasonable period of time:

a.

Obtain information about management's plans, assess the
expected effectiveness of the plans, and gather evidence to
evaluate pertinent provisions of those plans and to support
audit conclusions concerning the company's ability or inability to continue as a going concern;

b.

Evaluate the adequacy of the related financial statement
disclosures; and

c.

Consider the effects on the audit report.

AICPA Audit and Accounting Manual
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8.

Obtain written representation from management of the client
(SAS No. 85, as amended by SAS No. 89 [AU section 333]) and
the company's legal representatives.

9.

Read the financial statements and related notes and consider the
following:

a.

The adequacy of the evidence gathered in response to un
usual or unexpected balances identified in planning the
audit or in the course of the audit.

b.

Unusual or unexpected balances or relationships that were
not previously identified.

Date

9-06

W/P
Ref.

10. Determine that all applicable disclosure checklists and review
programs have been completed. (See Financial Statement Prepa
ration Manual and AAM sections 9200-9500.)

11. Ensure that all work performed has been properly reviewed to
determine whether it was adequately performed and to deter
mine whether the results of the work are consistent with the
conclusions to be presented in the auditor's report.
12. Ascertain that all working papers have been headed, indexed,
cross-referenced, initialed, and dated.
13. Accumulate all pending items in one listing, and dispose of all
other follow-up or “TO DO" sheets and any other similar nota
tions in the files.

14. Ascertain that all time has been posted to the daily time control
records, and record totals on the engagement time summary.
Write explanations for any significant variations between budg
eted and actual time.

Note: Some firms include other matters in the general section of
programs, such as disposition of proposed adjustments, report
preparation and review, reconciliation of actual and estimated time,
preparation of fee estimate, evaluation of staff, etc.

15. Determine that any required communications in accordance
with SAS No. 61, Communication With Audit Committees, as
amended by SAS No. 89 and SAS No. 90 (AU section 380), have
been made, including the following matters:

a.

The auditor's responsibility under generally accepted audit
ing standards (e.g., matters relating to internal control,
whether the financial statements are free of material mis
statement, etc.).

b.

Significant accounting policies (initial selection of and changes
in significant accounting policies, or their application).

c.

Management judgments and accounting estimates (the process
followed by management in formulating sensitive accounting
estimates and, the basis for the auditor's conclusions regarding
the reasonableness of management's estimates).

AAM §5400.020
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d.

Audit adjustments arising from the audit that could, in the
auditor's judgment, either individually or in the aggregate,
have a significant effect on the entity's financial reporting
process. The auditor should also inform the audit committee
about uncorrected misstatements aggregated by the auditor
during the current engagement and pertaining to the latest
period presented that were determined by management to
be immaterial, both individually and in the aggregate, to the
financial statements taken as a whole.

e.

In connection with each SEC engagement, the auditor should
discuss with the audit committee the auditor's judgments
about the quality, not just the acceptability, of the entity's
accounting principles as applied in its financial reporting.
The discussion should be open and frank and generally
should include such matters as the consistency of the entity's
accounting policies and their application, and the clarity and
completeness of the entity's financial statements, which in
clude related disclosures. The discussion should also include
items that have a significant effect on the representational
faithfulness, verifiability, and neutrality of the accounting
information included in the financial statements.

f.

Other information in documents containing audited finan
cial statements.

g.

Disagreements with management, whether or not satisfacto
rily resolved, about matters that could be significant
individually, or in the aggregate, to the entity's financial
statements or the auditor's report.

h.

Consultation with other accountants about any accounting
or auditing matters.

i.

Major issues discussed with management prior to retention
(e.g., issues relating to the application of accounting princi
ples and auditing standards).

j.

Difficulties encountered in performing the audit (e.g., unrea
sonable delays in commencement of the audit, providing
information, client personnel, etc.).

Date

W/P
Ref.

16. Communicate internal control related matters noted (SAS No. 60
[AU section 325]).1
17. Determine that required communications, proper as to form and
content, have been made as necessary to disclose fraud and/or
illegal acts noted during the course of the audit (SAS No. 99 [AU
section 316.79-.82] and SAS No. 54 [AU section 317]).
1 In May 2006, the AICPA's Auditing Standards Board issued SAS No. 112, Communicating Internal Control Related Matters Identified in
an Audit, which supersedes SAS No. 60. SAS No. 112 requires the auditor to communicate, in writing, to management and those
charged with governance, significant deficiencies and material weaknesses identified in an audit. SAS No. 112 is effective for audits of
financial statements ending on or after December 15, 2006; earlier implementation is permitted. See SAS No. 112 for further details.
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Practice Tip

To help comply with an auditor's communication responsibilities regarding fraud-related matters (SAS No.
99 [AU section 3161), a checklist has been provided at the end of this program. When fraud is identified, the
auditor should complete the checklist to ensure that he or she has fulfilled his or her communication
responsibilities.

C.

Section Completion
This audit program section has been completed in accordance with
firm policy.

Done by

Reviewed by

Fraud Communication Checklist
An auditor may want to complete the checklist below to facilitate compliance with fraud communication
requirements.
SAS No. 99 Communication Requirements

No.

Action

1.

Consider implications for other aspects of the audit.

2.

Reevaluate the assessment of the risk of fraud.

3.

Discuss matter and the approach to further investigation, if applicable, with
appropriate level of management.

4.

If fraud involves senior management, or causes a material misstatement of the
financial statements, report the matter directly to the audit committee.1'2

5.

If risks of material misstatement due to fraud that have continuing control
implications have been identified, consider whether these rises represent
reportable conditions related to the entity's internal control that should be
communicated to senior management and the audit committee (See SAS No. 60,
Communication of Internal Control Related Matters Noted in an Audit [AU section 325]).

6.

Consider whether the absence of or deficiencies in programs and controls to
mitigate specific risks of fraud or to otherwise help prevent, deter, and detect fraud
represent reportable conditions that should be communicated to senior
management and the audit committee.

7.

Consider communicating other risks of fraud identified as a result of the
assessment of the risks of material misstatements due to fraud.

8.

Consider whether a duty to disclose possible fraud to parties outside the entity
exists in the following circumstances:
a. To comply with certain legal and regulatory requirements.
b. To a successor auditor when the successor makes inquiries in accordance with
SAS No. 84, Communications Between Predecessor and Successor Auditors (AU
section 315).3

AAM §5400.020
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Action

5408-1
Sign-Off
or N/A

c. In response to a subpoena.
d. To a funding agency or other specified agency in accordance with requirements
for the audits of entities that receive governmental financial assistance.

1 In addition, the auditor should reach an understanding with the audit committee regarding the
nature and extent of communications with the committee about misappropriations perpetrated
by lower-level employees.

2 If the perpetrator controls the audit committee or board of directors, you should obtain legal
advice and you may need to communicate directly with the client's legal counsel. If the perpe
trator is a general partner acting against the interests of limited partners, you should obtain legal
advice and consider communicating with the limited partners. If the perpetrator is the owner
manager of a small business, you may have little choice but to communicate with the perpetrator
and withdraw from the engagement. However, first consult with legal counsel.
3 Because potential conflicts between the auditor's ethical and legal obligations for confidentiality
of client matters may be complex, the auditor may wish to consult with legal counsel before
discussing possible fraud matters with parties outside the client.

[The next page is 5409.]
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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Internal Control

Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Procedures:
A.

Understanding the Client's Internal Control Components (Control
Environment, Risk Assessment, Control Activities, Information
and Communication Systems, and Monitoring)

1.

Obtain sufficient knowledge of the control environment to un
derstand management's and the board of directors' attitude,
awareness, and actions concerning the control environment con
sidering both the substance of controls and their collective effect.
Knowledge of the control environment can be obtained from
previous experience with the entity, inquiries of appropriate
management, supervisory, and staff personnel, inspection of
entity documents and records, and observation of entity activi
ties and operations.

2.

In obtaining knowledge of the control environment, consider the
following factors:

a.

Integrity and ethical values

b.

Commitment to competence

c.

Board of directors or audit committee participation

d.

Management's philosophy and operating style

e.

Organizational structure

f.

Assignment of authority and responsibility

g.

Human resource policies and practices

AICPA Audit and Accounting Manual
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3.

Obtain sufficient knowledge of the entity's risk assessment proc
ess to understand how management considers risks relevant to
financial reporting objectives and decides about actions to ad
dress those risks. Knowledge of the risk assessment process can
be obtained from previous experience with the entity, inquiries
of appropriate management, supervisory, and staff personnel,
inspection of entity documents and records, and observation of
entity activities and operations.

4.

In obtaining knowledge of the entity's risk assessment process,
consider the following:

5.

a.

How management identifies risks.

b.

How management estimates the significance of the risks.

c.

How management assesses the likelihood of the occurrence
of risks.

d.

How management relates the risks to financial reporting.

Date

10-01

W/P
Ref.

Obtain an understanding of those control activities relevant to
planning the audit. Knowledge about control activities will often
be derived from considering the other components of internal
control, previous experience with the entity, inquiries of appro
priate management, supervisory, and staff personnel, inspection
of entity documents and records, and observation of entity ac
tivities and operations.

Note: Ordinarily, audit planning does not require an understanding
of the control activities related to every account balance, transaction
class, and disclosure component in the financial statements or to
every assertion relevant to them.
6.

7.

In obtaining an understanding of control activities, consider
policies and procedures that pertain to the following:

a.

Performance reviews

b.

Information processing

c.

Physical controls

d.

Segregation of duties

Obtain sufficient knowledge of the information system relevant
to financial reporting to understand:
a.

The classes of transactions in the entity's operations that are
significant to the financial statements.

b.

How those transactions are initiated.

c.

The accounting records, supporting information, and spe
cific accounts in the financial statements involved in the
processing and reporting of transactions.

d.

The accounting processing involved from the initiation of a
transaction to its inclusion in the financial statements, includ-

AAM §5400.030
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ing electronic means (such as computers, electronic com
merce, and electronic data interchange) used to transmit,
process, maintain, and access information.

e.

The financial reporting process used to prepare the entity's
financial statements, including significant accounting esti
mates and disclosures.

Knowledge of the information system relevant to financial re
porting can be obtained from previous experience with the en
tity, inquiries of appropriate management, supervisory, and staff
personnel, inspection of entity documents and records, and ob
servation of entity activities and operations.
8.

Obtain sufficient knowledge of the means the entity uses to
communicate financial reporting roles and responsibilities and
significant matters relating to financial reporting.

9.

Obtain sufficient knowledge of the major types of activities the
entity uses to monitor internal control over financial reporting,
including how those activities are used to initiate corrective
actions. Knowledge of monitoring activities can be obtained
from previous experience with the entity, inquiries of appropri
ate management, supervisory, and staff personnel, inspection of
entity documents and records, and observation of entity activi
ties and operations.

10. As part of the understanding of internal control sufficient to plan
the audit, evaluate whether entity programs and controls that
address identified risks of material misstatement due to fraud
have been suitably designed and placed in operation. (Entity
programs and controls intended to address the risks of fraud may
be part of any of the five components of internal control.) These
programs and controls may involve (a) specific controls designed
to mitigate specific risks of fraud—for example, controls to ad
dress specific assets susceptible to misappropriation, and (b)
broader programs designed to prevent, deter, and detect fraud—
for example, programs to promote a culture of honesty and
ethical behavior.
11. Consider whether such programs and controls mitigate the iden
tified risks of material misstatement due to fraud or whether
specific control deficiencies may exacerbate the risks. The exhibit
at the end of SAS No. 99 (AU section 316), discusses examples of
programs and controls an entity might implement to create a
culture of honesty and ethical behavior, and that help to prevent,
deter, and detect fraud.
12. Consider the evaluation conducted in accordance with steps 10
and 11 when assessing the risks of material misstatement due to
fraud.

13. Address the risk of management override of controls by perform
ing the required procedures stated in paragraphs 58 through 67
of SAS No. 99 (AU section 316.58-.67).
AICPA Audit and Accounting Manual
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B-l. Revenues, Receivables, and Receipts—Understanding and Risk
Assessment

1.

Obtain and document a sufficient understanding of the design of
the relevant controls that relate to the revenues and receivables
account balances and transactions and determine whether they
have been placed in operation. An understanding can be ob
tained from previous experience with the entity, inquiries of
appropriate management, supervisory, and staff personnel, in
spection of entity documents and records, and observation of
entity activities and operations (the form and extent of documen
tation is influenced by the size, complexity, and nature of internal
control). (Review AAM section 4000 for sample internal control
questionnaires.)

2.

Assess the level of control risk:

a.

If the control risk is assessed at the maximum level, docu
ment this assessment (the basis for the assessment need not
be documented) and go to section C-l. If the control risk is
assessed at this level, the auditor will have to expand sub
stantive tests to compensate for this level of control risk.
Some examples of substantive tests which may be affected
are shown in step 3 below.

b.

If control risk is assessed at less than the maximum level,
document the basis for this conclusion and obtain sufficient
evidential matter to support this assessed level of control
risk. Some examples of evidential matter which can be used
to support this assessed level are shown in section B-2,
below—Tests of Controls.

Remember: Assessing control risk and choosing an audit strategy is
made at the assertion level, not a global level. A primarily substantive
testing approach may be chosen for some assertions, while less
rigorous substantive tests may be performed for other assertions due
to a less than maximum control risk assessment.
3.

Based on the assessed level of control risk the timing and extent
of substantive tests may be affected. Consider the following mat
ters as appropriate. Cross-reference to AAM section 5400.060.
a.

The use of confirmations.

b.

If confirmations are used:

AAM §5400.030

(1)

Extent and method of selection of accounts for confir
mation.

(2)

Use of positive or negative forms of confirmation re
quest, or a combination of both.

(3)

Timing of confirmation procedures.

(4)

Type of information needed on the confirmation request.

(5)

Anticipated scope of alternative procedures as to signifi
cant accounts which do not respond to confirmation requests.
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c.

Nature and extent of tests to substantiate sales cut-off.

d.

Nature and extent of tests to substantiate deferral and realiza
tion of revenue in such situations as unearned subscription
income or unearned finance charges on installment receivables.

e.

Approach to reviewing and evaluating adequacy of the al
lowance provided for doubtful accounts (review of allow
ances for specific accounts, comparison of experience
relating to write-offs with sales and receivables, and the
client's past and present credit policies and practices, etc.).

Date

W/P
Ref.

B-2. Revenues, Receivables, and Receipts—Tests of Controls

Note: Tests directed toward the effectiveness of the operation of a
control are concerned with how the control (whether manual or
automated) was applied, the consistency with which it was applied
during the audit period, and by whom it was applied. The examples
that follow assume that the client has controls in place which can be
either inspected, observed or reperformed.
1.

2.

3.

Obtain the sales journal and for a selected period (s):

a.

Trace totals from the sales journal to the general ledger
control accounts for revenues, receivables, and such other
accounts as salesmen's commissions, provisions, and allow
ances for product warranties, etc.

b.

Trace selected individual items from the sales journal to such
other subsidiary records as the salesmen's commissions de
tail, and entries to charge cost.

c.

Reconcile the sales journal to the entries to charge cost of
sales and credit inventory.

d.

Test the arithmetic accuracy of the footings and crossfootings
of the journals.

Obtain the cash receipts journal and perform the following on a
test basis for a selected period(s):
a.

Trace totals to the general ledger for both the cash account
and applicable account distributions such as accounts receiv
able, cash sales, investment income, and additions to notes
payable (re: proceeds).

b.

Test the arithmetic accuracy of the footings and crossfootings
of the cash receipts journal; reconcile total receipts to total
deposits per the bank statement.

Select
entries from the sales journal made at various times
throughout the year, obtain the supporting documents, and per
form the following tests:
a.

Compare the sales invoices with the entries in the sales
journal for invoice date, invoice number, identity of cus
tomer, dollar amount, and any related items such as sales tax,
salesmen's commissions, etc.
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b.

Trace the sales invoice to the accounts receivable subsidiary
(customers) ledger and to evidence of subsequent payment
(remittance advice and cash receipts records).

c.

If the client charges cost of sales and credits inventory as
items are sold, trace detail per the sales invoice to subsidiary
records for cost of sales and inventory.

d.

Compare the sales invoice for customer identity, description
of product, price, quantities, and amounts, to the applicable
sales order, and customer's purchase order or job contract.
Note evidence of approval of prices and credit as prescribed
by management.

e.

Compare customer identity, description of product, and quan
tities per the sales invoice to the documents evidencing ship
ment; test computations of related freight and insurance
charges. Ascertain whether sales are recorded in the proper
months.

f.

Trace prices, discount, and payment terms to such sources
as price lists, job quotations, and job contracts.

g.

Test arithmetic accuracy of extensions, footings, and compu
tation of discounts. Note evidence of performance of a cleri
cal check by client staff, where applicable.

4.

Review the numerical sequence file of shipping orders for a
selected period and account for missing numbers.

5.

Select
year:

6.

7.

W/P
Ref.

shipping orders prepared at various times during the

a.

Obtain related sales invoices and trace them to the sales journal.

b.

Note whether billings are timely for shipments made.

Select
the year.

Date

9-03

credit memorandums issued at various times during

a.

Ascertain whether credits were authorized in accordance
with prescribed procedures.

b.

Review available supporting documentation.

c.

Trace the memorandums to the sales journal or other appropri
ate journal and to the accounts receivable subsidiary ledger.

d.

If the credit is granted for return of goods, inspect evidence of
return and ascertain whether accounting for the returned goods
is consistent with reported condition of the returned goods.

From the cash receipts journal, select
cash receipts entered
during the year; obtain the supporting remittance advices and
perform the following:

a.

AAM §5400.030

Compare the remittance advices with applicable entries per
the cash receipts journal and trace to deposits per the bank
statement(s). Ascertain the promptness of the deposit and
recording of the entries.
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b.

Date

W/P
Ref.

Trace detail posting of cash receipts to the accounts receivable,
notes receivable, or other appropriate subsidiary ledgers. As
certain whether cash receipts and related credits to accounts
receivable are recorded consistently in the proper period.

B-3. Revenue, Receivables, and Receipts—Evaluation of Tests of Controls

1.

Evaluate whether the assessed level of risk was appropriate
based on the results of the tests of control and:
a.

Document matters considered and conclusions reached in
making the control risk assessment in accordance with firm
policy (completion of questionnaires, checklists, preparation
or required memoranda, etc.).

b.

Based on the control risk assessment, make necessary modifi
cations to applicable sections of the program for substantive
tests.

c.

Identify and note reportable conditions in internal control to
be brought to the client's attention.

d.

Identify and note other internal control matters to be brought
to the client's attention.

____

____

____

Practice Tip
When performing tests of controls, caution is necessary. The tests cannot support an assessment of control
risk below the maximum unless they provide evidence to evaluate the effectiveness of the design and
operation of controls. See AAM section 4600.15.
C-l. Purchases, Accounts Payable, and Disbursements—Understanding
and Risk Assessment

1.

Obtain and document a sufficient understanding of the design of
relevant controls which relate to classifications of costs or ex
penses and charges to accounts such as property and equipment
and prepaid expenses and determine whether those controls
have been placed in operation. An understanding can be ob
tained from previous experience with the entity, inquiries of
appropriate management, supervisory, and staff personnel, in
spection of entity documents and records, and observation of
entity activities and operations (the form and extent of documen
tation is influenced by the size and complexity and nature of
internal control). (Review AAM section 4000 for sample internal
control questionnaires.)

2.

Assess the level of control risk:

a.

If the assessment of control risk is at the maximum level,
document this assessment (the basis for the assessment need
not be documented) and go to section D-l. If the control risk
is assessed at this level, the auditor will have to expand
substantive tests to compensate for this level of control risk.
Some examples of substantive tests which may be affected
are shown in step 3 below.
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b.

Date
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If control risk is assessed at less than the maximum level,
document the basis for this conclusion and obtain sufficient
evidential matter to support this assessed level of control
risk. Some examples of evidential matter which can be used
to support this assessed level are shown in section C-2
below—Tests of Controls.

Remember: Assessing control risk and choosing an audit strategy is
made at the assertion level, not a global level. A primarily substantive
testing approach may be chosen for some assertions, while less
rigorous substantive tests may be performed for other assertions due
to a less than maximum control risk assessment.

3.

Based on the assessed level of control risk the timing and extent
of substantive tests may be affected. Consider the following
matters as appropriate. Cross-reference to AAM section 5400.100
and 5400.160.

a.

Extent of analytical procedures and tests of details of trans
actions and balances regarding classification of costs or ex
penses and charges to accounts such as property and
equipment and prepaid expenses.

b.

Extent of testing of details of transactions and balances to
substantiate recorded payables and search for unrecorded
liabilities as of the balance-sheet date.

c.

Need for and extent of confirmation of payables from vendors.

d.

The number of days following the balance-sheet date for
which cut-off bank statements should be obtained.

e.

The extent to which (if any) tests of cash balances can be
performed at interim dates.

f.

The extent to which testing of outstanding checks, deposits
in transit, and other reconciling items can be restricted.

g.

The number of days before and after the balance-sheet date
which should be used for the testing of bank transfers.

h.

Whether all bank transfers during the selected period or only
those over a selected dollar amount should be tested.

i.

Whether petty cash funds should be counted or confirmed
with the custodian as of the balance-sheet date.

j.

Whether petty cash funds should be counted on a surprise basis.

k.

The need for coordination of cash counts with inspection of
marketable securities and other investments.

C-2. Purchases, Accounts Payable, and Disbursements—Tests of Controls
Note: Tests directed toward the effectiveness of the operation of a
control are concerned with how the control (whether manual or
automated) was applied, the consistency with which it was applied
during the audit period, and by whom it was applied. The examples
that follow assume that the client has controls in place which can be
either inspected, observed or reperformed.
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Obtain the voucher register and for a selected period(s):

a.

Trace postings to other subsidiary registers, if used (for
example, property tax register).

b.

Test the arithmetic accuracy of the footings and crossfootings
of the voucher register for a test period(s).

c.

Trace totals to the general ledger for both accounts (vouch
ers) payable and the various account distributions.

Select
entries from the voucher register for various months
throughout the year, obtain supporting documents and perform
the following tests:
a.

Compare the entry in the voucher register to the vendor's
invoice as to date, payee, description, and amount and test
the clerical accuracy of the invoice.

b.

Determine that the invoice is supported by (i) an approved
purchase order or payment request form and, if applicable,
a properly executed purchase requisition and (ii) a signed
receiving report or other evidence of receipt of services or
goods, or otherwise authorized in accordance with pre
scribed procedures.

c.

Determine that the account distribution in the voucher reg
ister is reasonable and in agreement with the purchase order.

d.

Determine that purchase discounts have been properly re
corded.

e.

Determine that freight has been billed in conformity with the
purchase order.

f.

Examine the canceled check issued to payment of the invoice
for date, payee, amount, signature, and endorsement. Trace
to cash disbursements journal.

g.

Inspect the voucher for evidence of clerical check, approval
of payment as prescribed by management, and appropriate
cancellation.

3.

Review the numerical sequence files of receiving reports and of
purchase orders and determine whether missing numbers are
accounted for. (Failure by the client to do so increase the risk that
unrecorded liabilities may exist.)

4.

Obtain the cash disbursements journal and perform the follow
ing on a test basis:
a.

Trace postings for a selected period(s) to the general ledger for
both the cash accounts and applicable account distributions.

b.

Trace postings for a selected period(s) to other applicable
subsidiary records, if present (for example, voucher or pur
chase journal, insurance and property tax registers, plant
ledger, etc.).

c.

For a selected period(s), foot and crossfoot the cash disburse
ments journal; reconcile total disbursements to the bank
statement.
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Review the numerical sequence of checks issued for a selected
period and account for missing numbers as void or included on
the list of outstanding checks. Select
checks drawn at vari
ous times during the year from the disbursements journal and
obtain the paid checks and supporting detail for the disburse
ments:
a.

Examine the paid checks and trace identity of signatures to
the list of authorized check signers. (Consider requesting
confirmations from banks of authorized check signers.)

b.

Compare identity of payee to endorsement; review checks
for unusual endorsements and schedule those found for
further investigation.

c.

Compare paid check and supporting detail to the cash dis
bursements journal for check number, date drawn, payee,
amount, and account distribution.

Review the client's bank reconciliations; for a selected period(s)
perform the following tests of the bank reconciliation(s) and
related listings of outstanding checks:

a.

Prove the arithmetic accuracy of the bank reconciliation,
including the list of outstanding checks.

b.

Trace the bank balance to the bank statement and the book
balance to the general ledger account.

c.

Trace the paid checks accompanying the bank statement to
the cash disbursements journal and outstanding check list
for the preceding month-end.

d.

Trace deposits per the bank statement to the cash receipts
journal and deposits in transit per bank reconciliations of the
preceding month-end.

e.

Trace deposits in transit to the bank statement for the follow
ing month; note whether the time interval between the dates
per book and bank appear reasonable.

f.

Trace outstanding checks to paid checks which accompany
the bank statement for the month(s) subsequent to the rec
onciliation tested; compare paid checks to the cash disburse
ments journal and inspect signature(s) and endorsements.

g.

Trace other reconciling items to supporting documents and
check subsequent disposition.

Consider preparing a proof of cash for a test period including the
tests described in step 6 above and the following:

a.
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disbursements journals and prove the arithmetic between
the opening and closing general ledger cash balances for the
test period.
b.

Prove the arithmetic accuracy of the bank statement by foot
ing the deposits and disbursements, adding the opening
balance and deducting the closing balance and ascertaining
that the resulting differences equal total disbursements.

c.

Account for all deposits per books as deposits per bank or
deposits in transit. Determine that deposits are made on a
timely basis.

d.

Review the numerical sequence of checks issued during the
period, accounting for them as paid during the period, in
cluded on the list of outstanding checks, or void. Determine
that void checks have been properly mutilated.

Note: The working paper format for this step would present recon
ciliations of total receipts and disbursements per cash books to the
respective total credits and charges per the bank statement(s) in
addition to reconciliations of the bank and book balances at the
beginning and end of the selected period. This working paper format
may be used to reconcile total activity per the cash books and bank
statements for various time periods such as a month or several
months.
8.

Select the paid check(s) to reimburse the petty cash fund(s) from
the cash disbursements journal; examine the voucher and paid
check for consistency with the disbursements journal and pre
scribed approval and account distribution, and perform the fol
lowing tests:
a.

Foot supporting evidence by account distribution and trace
total to reimbursement voucher.

b.

Trace reimbursement voucher to cash disbursements journal
and petty cash book.

c.

Examine petty cash vouchers for the following:
(1)

Prepared in ink

(2)

Approved

(3)

Canceled after reimbursement

(4)

Dated

(5)

Payee

(6)

Amount

(7)

Signature

(8)

Account charged

(9)

Numbered consecutively

(10) Reasonableness of amount and business purpose
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C-3. Purchases, Accounts Payable, and Disbursements—Evaluation of
Tests of Controls
1.

Evaluate whether the assessed level of risk was appropriate
based on the results of the tests of controls and:

a.

Document matters considered and conclusions reached in
making the control risk assessment in accordance with firm
policy (completion of questionnaires, checklists, preparation
of required memoranda, etc.).

b.

Based on the control risk assessment, make necessary modi
fications to applicable sections of the program for substan
tive tests.

c.

Identify and note reportable conditions in internal control to
be brought to the client's attention.

d.

Identify and note other internal control matters to be brought
to the client's attention.
Practice Tip

When performing tests of controls, caution is necessary. The tests cannot support an assessment of control
risk below the maximum unless they provide evidence to evaluate the effectiveness of design and operation
of controls. See AAM section 4600.15.

D-l. Payroll—Understanding and Risk Assessment
1.

Obtain and document a sufficient understanding of the design of
relevant controls which relate to the payroll account balances and
transactions and determine whether they have been placed in
operation. An understanding can be obtained from previous
experience with the entity, inquiries of appropriate management,
supervisory, and staff personnel, inspection of entity documents
and records, and observation of entity activities and operations
(the form and extent of documentation is influenced by the size
and complexity and nature of internal control). (Review AAM
section 4000 for sample internal control questionnaires.)

2.

Assess the level of control risk:

a.

If control risk is assessed at the maximum level, document
this conclusion (the basis for the conclusion need not be
documented) and go to section E-l. If the control risk is
assessed at this level the auditor will have to expand substan
tive tests to compensate for this level of risk. Some examples
of substantive tests which may be affected are shown in step
3 below.

b.

If control risk is assessed at less than the maximum level,
document the basis for this conclusion and obtain sufficient
evidential matter to support this assessed level. Some exam
ples of evidential matter which can be used to support this
assessed level are shown in section D-2—Tests of Controls.
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Remember: Assessing control risk and choosing an audit strategy is
made at the assertion level, not a global level. A primarily substantive
testing approach made be chosen for some assertions, while less
rigorous substantive tests may be performed for other assertions due
to a less than maximum control risk assessment.
3.

Based on the assessed level of control risk the timing and extent
of substantive tests may be affected. Consider the following mat
ters as appropriate. Cross-reference to AAM section 5400.160.
a.

The extent to which analytical procedures are applied to
payroll costs and expenses and the extent to which fluctua
tions are investigated.

b.

Whether, and to what extent, gross pay is reconciled to
individual earnings records.

c.

Whether, and to what extent, a payoff is made.

d.

The extent to which labor charges to property and equip
ment and to inventory are tested.

e.

The extent to which payroll taxes withheld and accrued are
tested.

D-2. Payroll—Tests of Controls
Note: Tests directed toward the effectiveness of the operation of a
control are concerned with how the control was applied, the consis
tency with which it was applied during the audit period, and by
whom it was applied. The examples that follow assume that the client
had controls in place which can be either inspected, observed or
reperformed.
1.

Obtain the payroll register for a selected period(s):

a.

Trace totals per the register through applicable payroll sum
maries to the paid check used to transfer cash for net pay to
the payroll bank account, and to postings in the general
ledger (and cost accounting records, if applicable) for wage
and salary cost and expense distributions, and liabilities for
payroll withheld and deducted.

b.

Trace payroll withheld through applicable subsidiary re
cords to the payroll tax returns. Review the payroll tax
returns; examine the check remitting withholdings to the
governments (federal and state) and trace to the general
ledger liability accounts.

c.

Determine whether payroll was approved in accordance
with prescribed procedures. (For example, approval might
be a signature on a payroll summary and request for the
deposit of net pay to the payroll bank account; the signature
on the check used to transfer money to the payroll bank
account; approvals directly on the registers; etc.)
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_________

Select
entries from the payroll register made at various
times throughout the year, and perform the following proce
dures:
a.

Examine authorization for rate of pay and evidence in sup
port of payment (for example, time records, piece-work pro
duction reports or other documentation which has been
approved as prescribed by management) and on a test basis
recompute gross pay.

b.

Examine proper authorizations for payroll withholdings
such as signed W-4 forms and on a test basis recompute
amounts withheld.

c.

Test arithmetical accuracy of net pay based on gross pay less
deductions.

d.

Examine canceled checks noting date, check number, name
of payee and comparing net pay to the payroll register,
signature to list of authorized check signers, and endorse
ment to the signed W-4 forms.

e.

Examine signed receipt for employees paid by cash, compare
amount on the receipt with the payroll register and compare
signature to the signed W-4 form.

f.

Compare the individual payroll entry on the payroll register
to the records used to accumulate year-to-date employee
compensation for such purposes as preparation of payroll
tax returns and W-2 forms.

3.

Authorization of rate of pay. (For example, memoranda in the
personnel files evidencing approval as prescribed by manage
ment, union contracts, approved rate or salary schedules,
authorization of officer's salaries per minutes of board of direc
tor's meetings.)

4.

Evidence in support of payment. For example:

5.

Date

6-97

a.

Time cards or records, which have been approved as pre
scribed, for employees paid on an hourly basis and for
employees paid for overtime.

b.

Production reports, which have been approved as pre
scribed, for employees paid on a piece-work basis.

c.

Sales and commission registers, and evidence that advance
drawings for commission salesmen had been approved as
prescribed.

_________

Evidence in support of payroll withholdings. (For example,
signed W-4 forms or other proper authorization.)

AAM §5400.030
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Evidence of review of payroll for clerical accuracy, reasonable
ness, and account distribution, as prescribed by management.

7.

Evidence of individual payroll records. (For example, the indi
vidual payroll entry to the records used to accumulate year to
date employee compensation for such purposes as preparation
of payroll, tax returns and W-2 forms.)

8.

Consider, based on the preliminary evaluation, whether to:

a.

Observe the distribution of payroll checks or cash, including
control of unclaimed wages.

b.

Physically observe selected employees in the performance of
their duties.

Date

W/P
Ref.

D-3. Payroll—Evaluation of Tests of Controls
1.

Evaluate whether the assessed level of risk was appropriate
based on the results of the tests of control and:
a.

Document matters considered and conclusions reached in
making the control risk assessment in accordance with firm
policy (completion of questionnaires, checklists, preparation
of required memoranda, etc.)

b.

Based on the control risk assessment, propose necessary
modifications to applicable sections of the program for sub
stantive tests.

c.

Identify and note reportable conditions in internal control to
be brought to the client's attention (SAS No. 55 [AU section
319]).

d.

Identify and note other internal control matters to be brought
to the client's attention.

Practice Tip
When performing tests of controls, caution is necessary. The tests cannot support an assessment of control
risk below the maximum unless they provide evidence to evaluate the effectiveness of design and operation
of controls. See AAM section 4600.15.

E-l. Inventories and Cost of Sales—Understanding and Risk Assessment

1.

Obtain and document a sufficient understanding of the design of
relevant controls which relate to the inventory, cost of sales
account balances and transactions and determine whether they
have been placed in operation. An understanding can be ob
tained from previous experience with the entity, inquiries of
appropriate management, supervisory, and staff personnel, in
spection of entity documents and records, and observation of
entity activities and operations (the form and extent of documen
tation is influenced by the size, complexity, and nature of internal
control). (Review AAM section 4000 for sample internal control
questionnaires.)

AICPA Audit and Accounting Manual

AAM §5400.030

5424

Audit Approach and Programs

50

Done
by

2.

Date

10-01

W/P
Ref.

Assess the level of control risk:

a.

If control risk is assessed at the maximum level, document
this conclusion (the basis for the conclusion need not be
documented). If the control risk is assessed at this level the
auditor will have to expand substantive tests to compensate
for this level of risk. Some examples of the substantive tests
which may be affected are shown in step 3 below.

b.

If control risk is assessed at less than the maximum level,
document the basis for this conclusion and obtain sufficient
evidential matter to support this assessed level. Some exam
ples of evidential matter which can be used to support this
assessed level are shown in section E-2—Tests of Controls.

Remember: Assessing control risk and choosing an audit strategy is
made at the assertion level, not a global level. A primarily substantive
testing approach made be chosen for some assertions, while less
rigorous substantive tests may be performed for other assertions due
to a less than maximum control risk assessment.

3.

Based on the assessed level of control risk the timing and extent
of substantive tests may be affected in, for example, the following
aspects:
a.

The extent to which physical inventories are observed
and/or perpetual records tested.

b.

Whether physical inventories are taken at a preliminary date
or at the balance-sheet date.

c.

The extent to which consigned inventories are confirmed.

d.

The extent to which inventory prices are tested to supporting
documentation.

e.

The extent to which analytical procedures are applied to cost
of sales and the extent to which fluctuations are investigated.

f.

The extent to which cutoffs are tested.

g.

The extent to which inventories are tested for obsolete or
excess stock.

E-2. Inventories and Cost of Sales—Tests of Controls
Note: Tests directed toward the effectiveness of the operation of a
control are concerned with how the control was applied, the consis
tency with which it was applied during the audit period, and by
whom it was applied. The examples that follow assume that the client
has controls in place which can be either inspected, observed or
reperformed.
1.

Tour the client's manufacturing or production facilities with a
member of the client's organization familiar with production.
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Copyright © 2001, American Institute of Certified Public Accountants, Inc.

35

5425

Illustrative Audit Program for Corporations

6-97

Done
by

2.

Date

W/P
Ref.

Select a sample of transactions for additions and deletions of
inventory from such sources as receiving reports, requisitions
to place materials into production, and shipping documents.
Note the reference or control number, date, description, quan
tity and dollar amount for each transaction selected. Trace the
transactions to the perpetual inventory record and the cost ac
counting records, if any, used to determine unit or job costs. Per
form similar tests selecting the transactions from the perpetual
inventory records and/or cost accounting records and trace the
transactions to receiving reports, requisitions and shipping
documents.

Note: This testing may be coordinated with tests of controls for
purchases, payables, and disbursements, and for revenues, receiv
ables, and receipts.
3.

4.

Obtain an analysis of overhead costs charged to inventories and
over- or under-absorbed overhead. Review the amounts in
cluded in the overhead pool for propriety and perform the
following:

a.

Determine that overhead costs are being charged to inven
tory in accordance with an appropriate policy (for example,
as a percent, as a percent of direct labor).

b.

Identify disposition of variances, if any, between actual over
head costs incurred and overhead costs applied to produc
tion and inventory. Determine that variances are reasonable.
Determine that no excessive costs for idle plant are being
charged to inventory.

If a job order cost system is used, obtain the job order ledger (or
tabulation), select a period(s) and perform the following:

a.

Trace total costs incurred to the voucher register (or cash
disbursements journal), the payroll distribution, and sup
port for overhead applied.

b.

Test the footings of the job order ledger by refooting the
detail for selected subtotals and refooting the subtotals.

c.

Select
job orders for jobs in process and completed jobs
and perform the following:
(1)

Examine authorization for the job order.

(2)

Trace materials used on a test basis at various times
since inception of the job order to such supporting
details as requisitions, purchase orders, receiving re
ports, and processed invoices. (Consider coordination
with compliance tests for purchases.)

(3)

Trace direct labor costs to account distributions of the
payroll registers and on a test basis to individual time
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reports or time cards. (Consider coordination with tests
of controls for payroll.)

5.

(4)

Trace application of overhead costs to analyses used to
accumulate overhead costs; test computations and re
view for reasonableness.

(5)

Identify the status of the job (work in process, finished
goods, or goods shipped) and trace through necessary
summarization to the applicable general ledger ac
count. Obtain explanation for any unreasonable time
lag between completion and shipping dates for job or
ders performed for specific customers.

For process cost systems, obtain the cost of production reports
for each department within the production process for a selected
period(s) and:

a.

b.

Trace quantities and dollar amounts for units received for
selected departments to the quantities and dollar amounts
transferred out per the preceding department in the se
quence of production.

_________

For each selected department, review the computations of
total and unit costs for production transferred to the next
department; on a test basis recompute unit costs and ascer
tain that costs for units lost in process are properly reallo
cated to surviving units.

_________

c.

Trace materials costs charged to the selected departments to
appropriate journals and on a test basis to individual requi
sitions.

d.

Trace labor costs incurred to account distribution analyses of
the payroll registers.

e.

Review the allocation of overhead.

E-3. Inventories and Cost of Sales—Evaluation of Tests of Controls

1.

Evaluate whether the assessed level of risk was appropriate
based on the results of the tests of controls and:

a.

Document matters considered and conclusions reached in
making the control risk assessment in accordance with firm
policy (completion of questionnaires, checklists, preparation
of required memoranda, etc.).

b.

Based on the control risk assessment, make necessary modi
fications to applicable sections of the program for substan
tive tests.

c.

Identify and note reportable conditions in internal control to
be brought to the client's attention.
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Identify and note other internal control matters to be brought

to the client's attention.
Practice Tip

When performing tests of controls, caution is necessary. The tests cannot support an assessment of control
risk below the maximum unless they provide evidence to evaluate the effectiveness of design and operation
of controls. See AAM section 4600.15.
F.

Section Completion
This audit program section has been completed in accordance with
firm policy.

Done by

Reviewed by
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only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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III. Cash

Financial Statement Assertions:

1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:

A. Existence of cash—To determine that cash exists and is owned
by the entity. (Assertions 1 and 3)
B.

Proper cut-off—To determine that cash balances reflect a proper
cut-off of cash receipts and disbursements. (Assertions 1,2, and
4)

C. Cash complete—To determine that cash balances as presented in
the balance-sheet properly reflect all cash and cash items on
hand, in transit, or on deposit with third parties. (Assertions 1,2,
and 5)
D. Proper classification—To determine that cash balances are prop
erly classified in the financial statements and any restrictions on
the availability of funds are properly disclosed. (Assertions 3 and
5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e., [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.

Procedures:

A.

Preliminary Procedures

1.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:
a.

AAM
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b.

Internal control documentation, control risk assessment, and
control test results

c.

Assessment of risk of material misstatement

d.

Other planning documents and risk assessments

Date
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Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

Note: Use the assessed levels of inherent risk and control risk to
determine the nature, timing, and extent of the substantive proce
dures to be performed. Listed below are examples of substantive
procedures that an auditor may decide to perform, based on the
assessment of risk. An auditor should select which procedures below
need to be performed and should add additional procedures to those
listed below, as necessary.
[A]
[B]

B. Substantive Analytical Procedures
[C] [D] 1
1. Compare account balances with expected amounts and investi
gate any significant deviations from expected amounts.
2.

C.

Compute quick current ratios (cash, and net receivables) and
compare with expected ratios. Investigate any significant devia
tions from the expected ratios.

Cash in Banks—Detailed Tests

ACD

1.

Confirm bank balances (using standard forms to confirm account
balance information with financial institutions) as of the balancesheet date for
bank accounts used during the year. (Confir
mation of and information about certificates of deposit and
compensating balances arrangements should also be requested.)

B [C]

2.

Arrange to obtain cut-off bank statements and related paid
checks directly from the banks for
days following the
balance-sheet date.

C

3.

Obtain or prepare a comparative listing of the component bank
account(s) and petty cash fund balances as of the closing and
opening balance-sheet dates for the year (period) being audited:

a.

Refoot the schedule and trace totals to the financial statement
assembly sheets.

b.

Trace closing balances to the general ledger and working
papers on bank reconciliations and petty cash funds.

c.

Trace opening balances to the working papers for the pre
ceding audit.

d.

For bank accounts opened and closed during the year (pe
riod) trace to authorization in the minutes of the board of
directors meetings.
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Obtain copies of the bank reconciliations as of the balance sheet
date and perform the following:

a.

Trace the book balance to the balance per the general ledger
control account and to the working lead schedule or trial
balance.

b.

Compare the bank balance to the cut-off bank statement and
to the confirmation received from the respective bank.

c.

Test the clerical accuracy of the reconciliation.

d.

Review and explain unusual reconciling items and trace to
appropriate subsequent disposition.

e.

Trace deposits in transit to the cut-off bank statement(s) and
ascertain whether the time lag is reasonable.

f.

Inspect selected paid checks returned with the cut-off bank
statement. Examine the cancellation date on the paid checks
to identify any checks that were not recorded in the period
under audit. Trace checks drawn prior to the end of the
period under audit to the list of outstanding checks and to
the cash disbursements journal and agree items such as date,
payee, and amount.

g.

List and investigate any unusual checks including checks
drawn to "bearer" or "cash."

h.

List and investigate any outstanding checks of $or
over, which did not clear the banks within a reasonable
period to ascertain that the disbursements are proper.

Prepare a bank transfer schedule providing column headings for
the following:

a.

Name of disbursing bank

b.

Check number or other reference

c.

Amount

d.

Date disbursed per books

e.

Date disbursed per bank

f.

Name of receiving bank

g.

Date deposited per books

h.

Date deposited per bank

i.

Perform the following:
(1)

AAM §5400.040
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the first
days after the closing date of the year
(period) and list all bank transfers (or each transfer of
$or over) on the transfer schedule.
(2)

B

6.

ABCD

D.

7.

If cut-off statements and related paid checks are not inde
pendently received by the auditor directly from the bank, obtain
the bank statements and related paid checks for the month
following the balance-sheet date and perform the following:

a.

Inspect bank statements for erasures and prove arithmetic
accuracy of the statements (opening balance plus total de
posits and other credits, less the closing balance equals total
disbursements and other charges).

b.

Examine paid date of each check and debit memo to ascertain
it was paid by the bank during the period covered by the
bank statements.

c.

Foot the paid checks and debit memos to ascertain that the
total agrees with total charges per the bank statements.

d.

Request banks to confirm the balance at the end of the
statement period.

On receiving the bank confirmation replies:

a.

Ascertain that all of the inquiries have been answered. If any
inquires have not been answered, telephone or correspond
with the bank to obtain the missing information (in writing).

b.

Review bank confirmations for details applicable to other
areas of the financial statements such as liabilities, debt,
commitments, and contingencies.

c.

Determine whether there are any restrictions on the account
balances, including minimum balance requirements.

d.

Determine whether there are any guarantee arrangements.

Cash Funds and Petty Cash—Detailed Tests
1.

ABCD

Review the schedule to determine that the deposit and
disbursement side of each transfer is recorded in the
proper period and that any time lag between book and
bank entries appears reasonable. Trace incompleted
transfers to the schedule of outstanding checks and/or
deposits in transit.

The auditor should consider performing the following proce
dures if cash balances on hand are deemed significant:
a.

Identify all funds, including locations, custodians, amounts
and purpose and decide:

(1)

Which funds are to be counted and, if so, whether to
count them simultaneously and whether simultaneous
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control and inspection of other assets, such as nego
tiable securities, is also necessary.

(2)
ABCD

b.

Timing of counts to be at a preliminary date, the bal
ance-sheet date or subsequent to the balance-sheet date.

Count all (or on a test basis, depending upon risk assess
ment) undeposited cash, petty cash, unclaimed wages,
stamps, etc., in the presence of the custodian (A client's
representative should be present at all times during the
count.) and:
(1)

List currency and coins counted by denomination.

(2)

List other items such as stamps, checks, and vouchers;
examine vouchers as to date, amount, payer, authoriza
tion, signature, account charged, and documentation.
Identify large or unusual amounts for possible follow
up.

(3)

Trace the fund balance per the count to the balance per
the general ledger.

(4)

List all unusual items such as postdated checks or
vouchers prepared in pencil for discussion with a re
sponsible member of the client's staff.

(5)

If petty cash reimbursement checks are included in the
fund, trace the amounts to cash book entries dated prior
to the count.

(6)

Have the custodian sign a receipt at the conclusion of
the count.
Practice Tip

It is often a good idea to scan petty cash vouchers to determine types of expenses that are paid out of petty
cash. Be on the lookout for items that might need to be capitalized.
ABCD

E.

3.

Consider whether to confirm funds at branch offices and other
locations which are not scheduled for a physical count.

Additional Procedures (if any)

AAM §5400.040
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Section Completion
1.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level of risk
for cash balances, determine whether additional procedures
need to be performed to obtain sufficient evidence regarding the
financial statement assertions for cash balances.

2.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.

Done by

Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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IV. Investments in Securities, Derivatives, Hedging Activities, and Transfers of Financial Assets
(Note: This program is based on Statement on Auditing Standards (SAS) No. 92, Auditing
Derivative Instruments, Hedging Activities, and Investments in Securities (AU section 332), and its
companion Audit Guide Auditing Derivative Instruments, Hedging Activities, and Investments in
Securities. We have redesigned this program to reflect the requirements and style of SAS No. 92
and its companion Audit Guide. Refer to the SAS and its companion Audit Guide for authoritative
guidance on auditing investments in securities, derivatives, and hedging activities.)

Note: Use the assessed levels of inherent risk and control risk to
determine the nature, timing, and extent of the substantive proce
dures to be performed. Listed below are examples of substantive
procedures that an auditor may decide to perform, based on the
assessment of risk. An auditor should select which procedures below
need to be performed and should add additional procedures to those
listed below, as necessary.
A.

Preliminary Procedures

1.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:
a.

Preliminary analytical review

b.

Internal control documentation, control risk assessment, and
control test results

c.

Assessment of risk of material misstatement

d.

Other planning documents and risk assessments

2.

Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

3.

(Some of the following information may not be necessary, de
pending upon the judgment of the auditor.) Obtain or prepare
detailed analyses of the client's securities and derivatives. The
analyses may contain the following information:

a.

AAM §5400.050
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B.

b.

Description of the security or derivative, including any inter
est rate and maturity of debt, the dividend rate, etc.

c.

Classification between current and noncurrent portfolios.

d.

Balances at the end of the preceding period.

e.

Additions during the current period including dates, num
ber of shares, etc.

f.

Sales and dispositions during the current period including
dates, proceeds, realized gain or loss, etc.

g.

Balances at the end of the current period.

h.

Amounts of unrealized appreciation and depreciation at the
end of the current period.

i.

Investment income (interest, dividends, etc.) earned during
the current period, collected during the current period, ac
crued at the end of the current period, and accrued at the end
of the preceding period.

4.

Foot and crossfoot the analyses.

5.

Trace ending totals to the general ledger and trace opening
balances to the preceding period audit workpapers.

W/P
Ref.

Evaluating Managements' Intent and Ability

1.

In evaluating management's intent and ability—
a.

Obtain an understanding of the process used by manage
ment to classify securities as trading, available-for-sale, or
held-to-maturity. Determine that the client's securities are
classified in accordance with generally accepted accounting
principles.

b.

For an investment accounted for using the equity method,
inquire of management as to whether the entity has the
ability to exercise significant influence over the operating
and financial policies of the investee and evaluate the atten
dant circumstances that serve as a basis for management's
conclusions.

c.

If the client accounts for the investment contrary to the
presumption established by generally accepted accounting
principles for use of the equity method, obtain sufficient
competent evidential matter about whether that presump
tion has been overcome and whether appropriate disclosure
is made regarding the reasons for not accounting for the
investment in keeping with that presumption.

d.

Consider whether management's activities corroborate or
conflict with its stated intent. For example, evaluate an asser
tion that management intends to hold debt securities to their
maturity by examining evidence such as documentation of
management's strategies and sales and other historical ac
tivities with respect to those securities and similar securities.
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e.

f.

C.

Determine whether generally accepted accounting principles
require management to document its intentions and specify the
content and timeliness of that documentation. Inspect the docu
mentation and obtain evidential matter about its timeliness.
Unlike the formal documentation required for hedging activi
ties, evidential matter supporting the classification of debt and
equity securities may be more informal.

____

Determine whether management's activities, contractual
agreements, or the client's financial condition provide evi
dence of its ability.

____

Financial Statement Assertion: Existence or Occurrence
1.

Confirm existence of securities with issuers.

2.

Confirm existence of securities, including securities in electronic
form, with holders or with the counterparty to the derivative.

____

3.

Confirm settled transactions with the broker-dealer or counterparty.

____

4.

Confirm unsettled transactions with the broker-dealer or counterparty.

____

5.

Physically inspect the security or derivative contract.

____

6.

Read the executed partnership or similar agreements.

____

7.

Inspect underlying agreements and other forms of supporting
documentation, in paper or electronic form, for—

8.
9.

a.

Amounts reported.

____

b.

Evidence that would preclude the sales treatment of a transfer.

____

c.

Unrecorded repurchase agreements.

____

Inspect supporting documentation for subsequent realization or
settlement after the end of the reporting period.

____

Trace payments for purchases of securities and derivatives to
canceled checks.

____

10. Perform substantive analytical procedures.

11. If a response to a positive confirmation request is not received,
apply alternative procedures. (Alternative procedures may in
clude examining source documents, such as invoices or broker's
statements; inspecting executed agreements; examining cash re
ceipts or disbursements subsequent to year end).
D.

____

____

10-01

Date

W/P
Ref.

—

—

—
—
—
—
—
—

—
—
—
—
—
—

— —
— —
— —
— —

____

Financial Statement Assertion: Completeness

1.

2.

Request the counterparty to a derivative or the holder of a
security to provide information about it, such as whether there
are any side agreements or agreements to repurchase securities sold.
Request counterparties or holders who are frequently used, but
with whom the accounting records indicate there are presently
no derivatives or securities, to state whether they are counterpar
ties to derivatives with the client or holders of its securities.
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3.

Inspect financial instruments and other agreements to identify
embedded derivatives.

4.

Inspect documentation in paper or electronic form for activity
subsequent to the end of the reporting period.

5.

Perform substantive analytical procedures.

6.

Compare previous and current account detail to identify assets that
have been removed from the accounts and test those items further
to determine that the criteria for sales treatment have been met.

7.

Read other information, such as minutes of meetings of the board of
directors or finance, asset/liability, investment, or other committees.

Date

W/P
Ref.

Note: If one or more service organizations provide services that are
part of the client's information system for derivatives, the auditor
may be unable to sufficiently limit audit risk for assertions about the
completeness of derivatives without obtaining evidential matter
about the operating effectiveness of controls at one or more of the
service organizations.
E.

F.

Financial Statement Assertion: Rights and Obligations

1.

Confirm significant terms with the counterparty to a derivative or the
holder of a security, including the absence of any side agreements.

2.

Inspect underlying agreements and other forms of supporting
documentation, in paper or electronic form.

3.

Consider whether the findings of other auditing procedures,
such as reviewing minutes of meetings of the board of directors
and reading contracts and other agreements provide evidence
about rights and obligations, such as pledging of securities as
collateral or selling securities with a commitment to repurchase
them.

Financial Statement Assertion: Valuation
I.

Valuation Based on Cost

1.

Inspect documentation of the purchase price.

2.

Confirm the purchase price with the issuer or holder.

3.

Test discount or premium amortization, either by recomputation
or analytical procedures.

4.

Evaluate management's conclusion about the need to recognize
an impairment loss for a decline in the security's fair value below
its cost that is other than temporary.

II. Valuation Based on an Investee's Financial Results (Including
but not limited to the equity method of accounting)
1.

Obtain sufficient evidence in support of the investee's financial
results.
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2.

Read available financial statements of the investee and the ac
companying audit report, if any. (Financial statements of the
investee that have been audited by an auditor whose report is
satisfactory, for this purpose, to the investor's auditor may con
stitute sufficient evidential matter.)

3.

Review information in the investor's files that relates to the
investee such as investee minutes and budgets and cash flows
information about the investee.

4.

Make inquiries of investor management about the investee's
financial results.

5.

If the investee's financial statements are not audited, or if the
investee auditor's report is not satisfactory to the investor's auditor
for this purpose, apply, or request that the investor arrange with the
investee to have another auditor apply, appropriate auditing pro
cedures to such financial statements, considering the materiality of
the investment in relation to the financial statements of the investor.

6.

If the carrying amount of the security reflects factors that are not
recognized in the investee's financial statements or fair values of
assets that are materially different from the investee's carrying
amounts, obtain sufficient evidence in support of these amounts.

7.

If a time lag between the date of the client's financial statements
and those of the investee has a material effect on the client's
financial statements, determine whether the client's manage
ment has properly considered the lack of comparability.

8.

Evaluate management's conclusion about the need to recognize
an impairment loss for a decline in the security's fair value below
its carrying amount that is other than temporary.

9.

With respect to subsequent events and transactions of the investee
occurring after the date of the investee's financial statements but
before the date of the investor auditor's report, read available
interim financial statements of the investee and make appropriate
inquiries of the investor to identify subsequent events and transac
tions that are material to the investor's financial statements.

Date

10-01

W/P
Ref.

10. Obtain evidence relating to material transactions between the
client and the investee to evaluate the propriety of the elimina
tion of unrealized profits and losses on transactions between the
client and the investee that is required when the equity method
of accounting is used to account for an investment under gener
ally accepted accounting principles.
11. Obtain evidence relating to material transactions between the
client and the investee to evaluate the adequacy of disclosures
about material related party transactions.
AAM §5400.050
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III. Valuation Based on Fair Value
1.

Determine whether generally accepted accounting principles spec
ify the method to be used to determine the fair value of the client's
derivatives and securities and evaluate whether the determination
of fair value is consistent with the specified valuation method.

2.

Evaluate whether the entity's method for determining fair value
measurements is applied consistently and if so, whether the
consistency is appropriate considering possible changes in the
environment or circumstances affecting the entity, or changes in
accounting principles.

3.

If management has changed the method for determining fair
value, consider whether management can adequately demon
strate that the method to which it has changed provides a more
appropriate basis of measurement or whether the change is
supported by a change in the GAAP requirements or a change in
circumstances.

4.

Consider the guidance in SAS No. 101, Auditing Fair Value Measure
ments and Disclosures (AU section 328), and if the determination of
fair value requires the use of estimates, consider the guidance in SAS
No. 57, Auditing Accounting Estimates (AU section 342).

5.

If applicable, obtain evidence about an client's derivatives and
securities from quoted market prices listed on national ex
changes or over-the-counter markets.

6.

If applicable, obtain evidence about a client's derivatives and
securities from quoted market prices obtained from broker
dealers who are market makers in them or through the National
Quotation Bureau. (Using such a price quote to test valuation
assertions may require special knowledge to understand the
circumstances in which the quote was developed.)

7.

If quoted market prices are not available for the derivative or
security, obtain estimates of fair value from broker-dealers or
other third-party sources based on proprietary valuation models
or from the client based on internally or externally developed
valuation models.

8.

Obtain an understanding of the method used by the broker
dealer, other third-party source, or by the client, in developing
the estimate, and evaluate whether the method of measurement
is appropriate in the circumstances.

9.

If necessary, obtain estimates from more than one pricing source.
(Examples of why this may be necessary include: (1) the pricing
source has a relationship with the client that might impair its
objectivity, such as an affiliate or a counterparty involved in
selling or structuring the product, and (2) the valuation is based
on assumptions that are highly subjective or particularly sensi
tive to changes in the underlying circumstances.)
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10. For fair-value estimates obtained from broker-dealers and other
third-party sources, consider the applicability of the guidance in
SAS No. 73, Using the Work of a Specialist (AU section 336), or SAS
No. 70, Service Organizations (AU section 324).
11. If using the work of a specialist in auditing fair value measurements,
determine whether the specialist's understanding of the definition
of fair value and the method used to determine fair value are
consistent with those of management and with GAAP through
discussions with the specialist or by reading the specialist's report.

12. If a derivative or security is valued by the client using a valuation
model, obtain evidence supporting management's assertions about
fair value by performing the following procedures, as deemed
necessary. (A valuation model should not be used to determine fair
value when generally accepted accounting principles require the
fair value of a security be determined using quoted market prices.)
a.

Assess the reasonableness and appropriateness of the model.
Determine that the valuation model is appropriate for the
derivative or security to which it is applied and whether the
assumptions used are reasonable and appropriately sup
ported. (The evaluation of the appropriateness of valuation
models and each of the assumptions used in the models may
require considerable judgment and knowledge of valuation
techniques, market factors that affect value, and actual and
expected market conditions, particularly in relation to simi
lar derivatives and securities that are traded. Accordingly,
the auditor may consider it necessary to involve a specialist
in assessing the model.)

b.

Evaluate the source and reliability of evidence supporting
management's assumptions, including consideration of the
assumptions in light of historical and market information.

c.

Evaluate whether management used relevant information
that was reasonably available at the time.

d.

Consider the sensitivity of the valuation to changes in sig
nificant assumptions, including market conditions that may
affect the value.

e.

Consider whether management has identified the significant
assumptions and factors influencing the measurement of fair
value.

f.

Where assumptions are reflective of management's intent and
ability to carry out specific courses of action, consider whether
they are consistent with the entity's plans and past experience.

g.

If management relies on historical financial information in
the development of assumptions, consider the extent to
which such reliance is justified.

h.

Test the data used to develop the fair value measurements
and disclosures and evaluate whether the fair value meas
urements have been properly determined from such data
and management's assumptions.
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Copyright © 2003, American Institute of Certified Public Accountants, Inc.

60

5441

Illustrative Audit Program for Corporations

9-03

Done
By

i.

If necessary, calculate the value, for example using a model
developed by the auditor or by a specialist engaged by the
auditor, to develop an independent expectation to corrobo
rate the reasonableness of the value calculated by the client.
Take into consideration all significant variables and evaluate
any significant difference from management's estimate.

j.

If using a subsequent event or transaction to substantiate a fair
value measurement, consider only those events or transactions
that reflect circumstances existing at the balance-sheet date.

Date

W/P
Ref.

Practice Tip
It may be useful to perform sensitivity analysis on key factors to determine how they affect the estimate of
the fair value. For example, when an estimate of the fair value of a non-exchange-traded option includes an
assumption about the volatility of the underlying security, the auditor may perform an analysis to determine
how the fair value of the option will differ if that volatility is changed. The results of this analysis will help
the auditor determine which factors and assumptions have the most significant impact on the estimate.

13. In situations requiring considerable judgment, consider the guid
ance in SAS No. 57, Auditing Accounting Estimates (AU section 342),
and SAS No. 73, Using the Work of a Specialist (AU section 336).

14. If collateral, such as negotiable securities, real estate, chattels, or
other property, is an important factor in evaluating fair value and
collectibility of a security, obtain evidence regarding the exist
ence, fair value, and transferability of such collateral as well as
the investor's rights to the collateral.
15. Evaluate management's conclusion about the need to recognize
in earnings an impairment loss for a decline in fair value that is
other than temporary.
16. Gather evidential matter to support the amount of unrealized
appreciation or depreciation in the fair value of a derivative that
is recognized in earnings or other comprehensive income or that
is disclosed because of the ineffectiveness of a hedge. (That
requires an understanding of the methods used to determine
whether the hedge is highly effective and to determine the inef
fective portion of the hedge.)

17. Evaluate the sufficiency and competence of the audit evidence
obtained from auditing fair value measurements and disclosures
as well as the consistency of that evidence with other audit
evidence obtained and evaluated during the audit.
18. Determine that the audit committee is informed about the process
used by management in formulating fair value estimates, and about
the conclusions regarding the reasonableness of those estimates.

IV. Impairment Losses
1.

Evaluate (a) whether management has considered relevant infor
mation in determining whether factors, such as those listed
below, exist and (b) management's conclusions about the need to
recognize an impairment loss.
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Fair value is significantly below cost and—
(1)

The decline is attributable to adverse conditions specifi
cally related to the security or to specific conditions in
an industry or in a geographic area.

(2)

The decline has existed for an extended period of time.

(3)

Management does not possess both the intent and the
ability to hold the security for a period of time sufficient
to allow for any anticipated recovery in fair value.

b.

The security has been downgraded by a rating agency.

c.

The financial condition of the issuer has deteriorated.

d.

Dividends have been reduced or eliminated, or scheduled
interest payments have not been made.

e.

The client recorded losses from the security subsequent to
the end of the reporting period.

2.

Obtain evidence about such factors that tend to corroborate or
conflict with management's conclusions.

3.

If the client has recognized an impairment loss, gather evidence
supporting the amount of the impairment adjustment recorded
and determine whether the client has appropriately followed
generally accepted accounting principles.

4.

If the client has recognized an impairment loss and there is
agreement with that conclusion:

a.

Determine that the write-down of an investment to a new
cost basis is accounted for as a realized loss.

b.

Test the calculation of the loss recorded.

c.

Determine that the new cost basis of investments previously
written down is not changed for subsequent recoveries in fair
value.

d.

Review a summary of investments written down for com
pleteness and unusual items.

e.

Assess the credit rating of the counterparty.

Conclude on the adequacy of impairment adjustments re
corded.
Financial Statement Assertion: Presentation and Disclosure
f.

G.

1.

Evaluate whether the presentation and disclosure of derivatives
and securities are in conformity with generally accepted account
ing principles.

2.

In evaluating the adequacy of presentation and disclosure, con
sider the form, arrangement, and content of the financial state
ments and their notes, including, for example, the terminology
used, the amount of detail given, the classification of items in the
statements, and the bases of amounts reported.

3.

If an item contains a high degree of measurement uncertainty,
assess whether the disclosures are sufficient to inform users of such
uncertainty.
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H.

4.

When disclosure of fair value information under GAAP is omit
ted because it is not practicable to determine fair value with
sufficient reliability, evaluate the adequacy of disclosures re
quired in those circumstances, or whether the financial state
ments are materially misstated.

5.

Follow the guidance in SAS No. 32, Adequacy of Disclosure in
Financial Statements (AU section 431), in evaluating the adequacy
of disclosure that is not specifically required by generally ac
cepted accounting principles.

W/P
Ref.

Other Procedures

1.

I.

Date

Test accrued interest on investment securities as follows:

a.

Obtain or prepare a trial balance of accrued interest receivable
on securities and derivatives and agree to the general ledger.

b.

Recalculate accrued interest for selected securities and de
rivatives.

c.

Review the client's procedures for calculating monthly ac
cruals and:

(1)

Test the posting of monthly accruals by tracing to appli
cable accounts in the general ledger.

(2)

Test detail calculations supporting the monthly entries.

2.

Determine that gains or losses on dispositions of securities and
derivatives have been computed and accounted for properly.

3.

Trace proceeds from sales of securities and derivatives to entries
in cash book.

4.

Determine that any transfers between categories of investments
have been properly made and recorded in accordance with gen
erally accepted accounting principles.

Hedging Activities

1.

Gather evidential matter to determine whether management
complied with the hedge accounting requirements of generally
accepted accounting principles, including designation and docu
mentation requirements.

2.

Gather evidential matter to support management's expectation
at the inception of the hedge that the hedging relationship will
be highly effective and its periodic assessment of the ongoing
effectiveness of the hedging relationship as required by generally
accepted accounting principles.

3.

In situations where the client designates a derivative as a fair
value hedge, and the client adjusts the carrying amount of the
hedged item for the change in the hedged item's fair value that
is attributable to the hedged risk, gather evidential matter sup
porting the recorded change in the hedged item's fair value that
is attributable to the hedged risk.
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J.

K.

4.

Gather evidential matter to determine whether management has
properly applied generally accepted accounting principles to the
hedged item.

5.

For a cash flow hedge of a forecasted transaction, evaluate man
agement's determination of whether the forecasted transaction
is probable.

6.

For entities with significant derivative transactions, perform the
following steps:

a.

Read loan agreements, lease agreements, insurance contracts
and other relevant contracts to identify embedded deriva
tives. Determine whether the embedded derivatives should
be accounted for separately from the host contract in accord
ance with FASB Statement No. 133.

b.

Confirm with counter parties or executing brokers the out
standing transactions as of the balance sheet date. Consider
also confirming with counter parties or executing brokers the
derivatives activity during the year. Scan derivatives activity
and compare it with the description of the entity's use of
derivatives provided by the client.

c.

Compare the terms of individual transactions with contracts
or trade tickets.

Date

9-03

W/P
Ref.

Management Representations
1.

Obtain written representations from management confirming
aspects of management's intent and ability that affect assertions
about derivatives and securities, such as its intent and ability to
hold a debt security until its maturity or to enter into a forecasted
transaction for which hedge accounting is applied.

2.

Consider obtaining written representations from management
confirming other aspects of derivatives and securities transac
tions that affect assertions about them.

3.

Obtain written representations from management regarding the
reasonableness of significant assumptions, including whether
they appropriately reflect management's intent and ability to
carry out specific courses of action on behalf of the entity where
relevant to the use of fair value measurements or disclosures.

Service Organization Involvement

1.

If a service organization provides services that are part of a client's
information system, consider how the provision of those services
affects the nature, timing, and extent of substantive procedures.

2.

If necessary, inspect supporting documentation, such as derivative
contracts and securities purchases and sales advices, located at the
service organization's facilities. (This inspection can be performed
by either the auditor of the client's financial statements, an auditor
working under the direction of that auditor, or an auditor engaged
by the service organization.)
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Accounting by a Transferor and Transferee for All Transfers of
Financial Assets
1.

Determine that the proceeds received from the transfer of finan
cial assets have been recognized as a sale, if all of the following
conditions are met:
a.

The transferred assets have been isolated from the transferor—
put presumptively beyond the reach of the transferor and its
creditors, even in bankruptcy or other receivership.

b.

Each transferee (or, if the transferee is a qualifying special
purpose entity (QSPE), each holder of its beneficial interests)
has the right to pledge or exchange the assets (or beneficial
interests) it received, and no condition both constrains the
transferee (or holder) from taking advantage of its right to
pledge or exchange and provides more than a trivial benefit
to the transferor.

c.

The transferor does not maintain effective control over the
transferred assets through either an agreement that both
entitles and obligates the transferor to repurchase or redeem
them before their maturity or the ability to unilaterally cause
the holder to return specific assets, other than through a
cleanup call.

2.

Determine that the proceeds received from the transfer of finan
cial assets that do not meet the aforementioned conditions of a
sale have been accounted for as a secured borrowing with a
pledge of collateral.

3.

Upon completion of any transfer of financial assets, determine
that the transferor has:

4.

a.

Continued to carry in its statement of financial position any
retained interest in the transferred assets, including, if applica
ble, servicing assets, beneficial interests in assets transferred to
a qualifying special-purpose entity in a securitization, and
retained undivided interests.

b.

Allocated the previous carrying amount between the assets
sold, if any, and the retained interests, if any, based on their
relative fair values at the date of transfer.

Upon completion of a transfer of assets that satisfies the condi
tions to be accounted for as a sale (see step 1 above), determine
that the transferor has:

a.

Derecognized all assets sold.

b.

Recognized all assets obtained and liabilities incurred in con
sideration as proceeds of the sale, including cash, put or call
options held or written (e.g., guarantee or recourse obligations),
forward commitments (e.g., commitments to deliver additional
receivables during the revolving periods of some securitiza
tions), swaps (e.g., provisions that convert interest rates from
fixed to variable), and servicing liabilities, if applicable.
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Initially measured at fair value assets obtained and liabilities
incurred in a sale or, if it is not practicable to estimate the fair
value of an asset or a liability, applied alternative measures.

d.

Recognized in earnings any gain or loss on the sale.

5.

If the client is the transferee, determine that upon the completion
of a transfer of assets that satisfies the conditions to be accounted
for as a sale, the transferee recognizes all assets obtained and any
liabilities incurred and initially measures them at fair value (in
aggregate, presumptively the price paid).

6.

If it is not practicable to estimate the fair values of assets, deter
mine that the transferor recorded those assets at zero.

7.

If it is not practicable to estimate the fair values of liabilities,
determine that the transferor recognizes no gain on the transac
tion and records those liabilities at the greater of:

8.

a.

The excess, if any, of (1) the fair values of assets obtained less
the fair values of other liabilities incurred, over (2) the sum
of the carrying values of the assets transferred.

b..

The amount that would be recognized in accordance with FASB
Statement No. 5, as interpreted by FASB Interpretation No. 14.

Date

9-03

W/P
Ref.

Determine that all the necessary disclosures have been made (see
FASB Statement No. 140, paragraph 17).

M. Additional Procedures (if any)

N.

Section Completion

1.

Based on the results of the audit procedures performed, reassess
the risk of material misstatement due to error and due to fraud,
and determine whether additional procedures need to be per
formed to obtain sufficient evidence regarding the financial state
ment assertions for investments.

This audit program section has been completed in accordance with firm policy.

Done by

Reviewed by
AAM §5400.050
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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Trade Accounts and Notes Receivable

Financial Statement Assertions:

1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:
A. Existence of accounts receivable—To determine that the receiv
ables exist, are authentic obligations owed to the entity, contain
no significant amounts that should be written off, and that allow
ances for doubtful accounts are adequate and not excessive.
(Assertions 1,3, and 4)
B.

Proper disclosure—To determine that proper disclosure is made
of any pledged, discounted or assigned receivables. (Assertions
3 and 5)

C. Revenue recognition—To determine that interest on accounts
and notes receivable has been properly recorded. (Assertions 2,
3, and 4)

D. GAAP conformity—To determine that presentation and disclo
sure of receivables is in conformity with generally accepted
accounting principles consistently applied. (Assertion 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e., [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.
Procedures:
A. Preliminary Procedures

1.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:

a.

Preliminary analytical review
[The next page is 5447.]
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2.

b.

Internal control documentation, control risk assessment, and
control test results

c.

Assessment of risk of material misstatement

d.

Other planning documents and risk assessments

Date

W/P
Ref.

Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

Note: Use the assessed levels of inherent risk and control risk to
determine the nature, timing, and extent of the substantive proce
dures to be performed. Listed below are examples of substantive
procedures that an auditor may decide to perform, based on the
assessment of risk. An auditor should select which procedures below
need to be performed and should add additional procedures to those
listed below, as necessary.
Substantive Analytical Procedures

[A]

B.

[B]

[C] [D] 1.

Compare receivable account balances with expected amounts

and investigate any significant deviations from the expected
amounts.

2.

Analyze the relationship of receivables and sales (day's sales in
accounts receivable) and compare with relationships for the
preceding period(s) (adjusted for expected changes). Investigate
results as deemed necessary.

3.

Compute the ratio of interest earned to the average notes receiv
able outstanding and compare with preceding year's ratio (or
expected ratio). Investigate results as deemed necessary.

4.

Compare balances in allowance for doubtful accounts, bad debts,
sales returns and allowances with the expected amounts. Inves
tigate any significant deviations from the expected amounts.

5.

Compute the following ratios and compare with the expected
ratios. Investigate results as deemed necessary.
a.

Sales returns and allowances as a percentage of gross sales.

b.

Sales returns and allowances as a percentage of gross sales
by product/service line.

c.

Bad debts expense as a percentage of gross sales.

d.

Allowance for doubtful accounts as a percentage of trade
accounts receivable.

e.

Aging categories as a percentage of total accounts receivable
compared to prior year's.
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Date
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W/P
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Detailed Tests
1.

2.

Review activity in the general ledger control accounts for trade
accounts receivable for the period being audited and:

a.

Note and investigate any significant entries which appear
unusual in amount or source.

b.

Compare the opening balance for the period with the final
closing balances per the working papers and reports for the
preceding period.

Obtain or prepare an aged trial balance of trade receivables as of
the date selected for confirmation procedures. (Note: In some
situations, it may not be practicable to obtain an aged trial
balance until after the mailing of confirmation requests, espe
cially when confirmation procedures are coordinated with the
client's regular billing cycle. In such instances obtain a trial
balance (which may be an annotated tape) of trade receivables as
of the confirmation date.) Perform the following:

a.

Test the clerical accuracy of the trial balance.

b.

Reconcile the total per the aged trial balance to the general
ledger control account and, if as of the balance-sheet date, to
the lead schedule or working trial balance.

Note: When the aged trial balance and the general ledger do not
agree, a monthly accounts receivable reconciliation between the two
reports is an essential internal control feature.

c.

[A]

3.

On a test basis, trace entries for individual customers on the
aging analysis (totals and aging detail) to the individual ac
counts in the accounts receivable subsidiary ledger and select
individual accounts from the subsidiary ledger and trace totals
and aging detail to the aged trial balance. Test footings of
individual customer accounts in the subsidiary ledger.

Select individual customer accounts for confirmation procedures
from the aged trial balance (or trial balance) and arrange for the
preparation of confirmation requests to be mailed under the
auditor's control and tested as follows:

a.

Positive requests on individually significant accounts with
balances in excess of $.

b.

Positive requests on accounts from the sampling population
as follows:
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Note: Due to risk assessment and planning decisions, confirmation
of receivables may not be part of the audit approach. If so, complete
alternative procedures as described in this program.
c.

Trace individual confirmation requests as to balances and
addresses to the subsidiary accounts receivable records.
Send confirmations (using envelopes with the auditor's re
turn address) and prepare confirmation statistics.

d.

If client requests that any accounts be excluded from the confir
mation process, obtain explanations and determine if such a
restriction will have a significant affect on your ability to meet the
audit objectives. (Consider reviewing such records as correspon
dence files to substantiate the explanation.) Perform appropriate
alternative procedures with respect to the amounts.

e.

Trace confirmation replies to the trial balance and investigate
and reconcile replies with differences.

Note: The auditor may prepare a control of exceptions such as copies
of replies or a list and arrange for the client's staff to investigate the
differences and accumulate supporting documentation for the auditor's
review. Be alert to explanations that may be evidence of overall condi
tions affecting the financial statements. Follow up on such conditions.

f.

Obtain new addresses for all confirmations returned by the
post office and remail.

g.

Send second requests for all unanswered positive confirmation
requests. Consider sending third requests by registered or
certified mail, and performing alternative auditing procedures.

h.

Perform alternative auditing procedures for unanswered
positive confirmation requests.
Practice Tip

Be alert to large credits claimed by customers (especially close to the balance-sheet date). These credits may
represent goods which were never shipped.

[A]

4.

For positive confirmation requests to which no reply was received,
accounts which declined to provide confirmation information and
accounts which the client requested not be confirmed:

a.

Test balances subsequently paid to remittance advices which
identify the specific invoices paid.

b.

For balances on which no payment has yet been received,
examine customer's purchase orders, related invoices and
shipping documents.

c.

Establish the existence of the customer by reference to such
sources as Dun and Bradstreet Reference Book.
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ABC

5.

If accounts receivable were confirmed as of a date other than the
balance-sheet date, obtain an analysis of transactions between
the confirmation and balance-sheet dates, trace amounts to books
of original entry, and review the analysis and books for signifi
cant unusual entries.

6.

Summarize the results of the confirmation procedures.

7.

Obtain or prepare an analysis of notes receivable including the
following information:

a.

Maker

b.

Date made/date due

c.

Original terms of repayment

d.

Collateral, if any

e.

Interest rate

f.

Balance at the end of last period

g.

Principal—additions, payments

h.

Interest income—at the end of the preceding period, earned
during the current period, received during the current pe
riod, and accrued at the end of the current period.

8.

Foot schedule and trace totals to applicable general ledger accounts.

ABC

9.

Physically inspect all notes in possession of the client.

ABC

10. As deemed necessary, request positive confirmation of the terms
and balances of notes with makers (as of the balance-sheet date
or other date). Investigate any differences.

ABC

11. Confirm notes out for collection with collection agents as deemed
necessary.

ABC

12. Examine evidence of periodic or subsequent payments on notes
not responding to confirmation requests.

ABC

13. Reconcile any confirmation exceptions received.

ABC

14. Inspect notes for collateral, if any, making sure that items were
not included in corresponding asset accounts of the company.

ABC

15. Recompute interest income, accrued interest and unearned dis
count; trace interest collections, if any, to the cash receipts journal.
Ascertain that computations of interest and recognition of interest
income is in conformity with APB Opinion No. 21. (AC I69)

A B [D]

16. Ascertain whether any accounts or notes have been assigned,
pledged, guaranteed, sold or discounted by reference to minutes,
review of agreements, confirmation with banks, etc.

A[D]

17. Ascertain whether any accounts or notes receivable are owed by
employees or related parties such as officers, directors, share
holders and affiliates, and:

AAM §5400.060

10-01

W/P

Done
By

Date

Ref.

—

—

—

— — —

ABC

a.

50

— — —
— — —
— — —

—
—
—
—
—

—
—
—
—
—

—
—
—
—
—

Obtain an understanding of the business purpose for the
transactions which resulted in balances.
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b.

Ascertain that transactions were properly authorized.

c.

Obtain positive confirmations of the balances (as the bal
ance-sheet date or some other date) except for intercompany
accounts with affiliated companies which the firm is concur
rently examining.

d.

Determine if any notes repaid prior to the balance-sheet date
have since been renewed.

Date

W/P
Ref.

A B C [D] 18. Obtain or prepare an analysis of the allowance for doubtful
accounts for the period, and:
a.

Review accounts written off during the period and deter
mine that significant write-offs have been properly author
ized. Examine supporting documentation, including
correspondence with the customer. (Such correspondence
may indicate a broader problem.)

b.

Review adequacy of the allowance and related provision:

(1)

Review the aged trial balance as of the balance-sheet
date with the client's credit manager or other responsi
ble individual to identify accounts of a doubtful nature
and allowances required; review correspondence files
and other relevant data in support of client's repre
sentations. Items reviewed should include past due
amounts and significant amounts whether or not past
due.

(2)

Examine credit reports for delinquent and large ac
counts.

(3)

Review confirmation exceptions for indication of
amounts in dispute.

(4)

Consider whether accounts receivable that have been
connected to notes receivable pose any unusual credit
risk.

c.

Identify differences, if any, between the book and tax basis
for the allowance for doubtful accounts and related expense
provision; summarize information required for determining
income taxes currently payable and deferred.

d.

Review revenue, receivable and cash receipts transactions
after the balance-sheet date including discounts taken, cred
its allowed, and write-offs for unusual transactions (espe
cially concerning past-due balances and large accounts).

A

19. Summarize the results of the procedures above and evaluate the
adequacy of the allowance for doubtful accounts.

D

20. Determine that accounts and notes receivable have been prop
erly classified between current and noncurrent.
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21. Determine that the following are properly presented and/or
disclosed in the financial statements:

a.

Related party receivables.

b.

Significant credit balances that should be reclassified.

22. To determine if receivables are recorded in the proper period,
test the sales cutoff as follows:

a.

Trace
entries in the sales journal for
days before
and after the balance-sheet date to shipping documents.
Based on the information provided by the shipping docu
ments, determine whether the sales/receivables were re
corded in the proper period.

b.

Trace
shipping documents for
days before and
after the balance-sheet date to the sales journal. Based on the
information provided by the shipping documents, deter
mine whether the sales/receivables were recorded in the
proper period.

23. In accordance with FASB Statement No. 107, Disclosures about
Fair Value of Financial Instruments, as amended (AC F25), obtain
information about the fair value of notes receivable, and perform
the following:

Note: Disclosures about the fair value of financial instruments pre
scribed in FASB Statement No. 107 are optional for nonpublic entities
that meet certain criteria (see FASB Statement No. 126). Determine if
the client is making FASB Statement No. 107 disclosures.
a.

Determine that the fair value amounts are determined in ac
cordance with FASB Statement No. 107, as amended (AC F25).

b.

Determine that the valuation principles are being consis
tently applied.

c.

Determine that the fair value amounts are supported by the
underlying documentation.

d.

Determine that the method of estimation and significant
assumptions used are properly disclosed.
Practice Tip

Normally, the carrying amount of receivables will approximate their fair values. However, factors such as
extended payment terms, creditworthiness, and interest rates significantly different from market rates may
lead to situations where the carrying amount of the receivables does not approximate their fair value. See
FASB Statement No. 107, as amended (AC F25) and Auditing Interpretation No. 1 of SAS No. 57, Auditing
Accounting Estimates, titled "Performance and Reporting Guidance Related to Fair Value Disclosures (AU
section 9342.01-.10)," for further guidance.
A

24. For accounts and notes receivable with terms exceeding one year,
if it is probable that all of the amounts due will not be collected
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according to their contractual terms, determine that impairment
of those receivables has been measured by one of the following
methods:

a.

The present value of expected future cash flows discounted
at the loan's effective interest rate.
Or

b.

The receivable's observable market price.

Or
c.

The fair value of the collateral if the receivable is collateral
dependent.

Note: See FASB Statement No. 114, Accounting by Creditors for Impair
ment of a Loan, and FASB Statement No. 118, Accounting by Creditors
for Impairment of a Loan—Income Recognition and Disclosures (AC 108),
for further guidance.
D.

Receivables Sold (Transferred) With Recourse

1.

Determine that the proceeds received from the transfer of receiv
ables with recourse have been recognized as a sale, if all of the
following conditions are met:

a.

The receivables have been isolated from the transferor—put
presumptively beyond the reach of the transferor and its
creditors, even in bankruptcy or other receivership.

b.

Each transferee (or, if the transferee is a qualifying special
purpose entity (QSPE), each holder of its beneficial interests)
has the right to pledge or exchange the assets (or beneficial
interests) it received, and no condition both constrains the
transferee (or holder) from taking advantage of its right to
pledge or exchange and provides more than a trivial benefit
to the transferor.

c.

The transferor does not maintain effective control over the
transferred assets through either an agreement that both
entitles and obligates the transferor to repurchase or redeem
them before their maturity or the ability to unilaterally cause
the holder to return specific assets, other than through a
cleanup call.

2.

Determine that the proceeds received from the transfer of receiv
ables with recourse that do not meet the aforementioned condi
tions of a sale have been accounted for as a secured borrowing
with a pledge of collateral.

3.

Upon completion of any transfer of financial assets, determine
that the transferor has:

a.

Continued to carry in its statement of financial position any
retained interest in the transferred assets, including, if appli
cable, servicing assets, beneficial interests in assets transferred
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to a qualifying special-purpose entity in a securitization, and
retained undivided interests.
b.

4.

Allocated the previous carrying amount between the assets
sold, if any, and the retained interests, if any, based on their
relative fair values at the date of transfer.

Upon completion of a transfer of assets that satisfies the condi
tions to be accounted for as a sale (see step 1 above), determine
that the transferor has:

a.

Derecognized all assets sold.

b.

Recognized all assets obtained and liabilities incurred in
consideration as proceeds of the sale, including cash, put or
call options held or written (e.g., guarantee or recourse obli
gations), forward commitments (e.g., commitments to de
liver additional receivables during the revolving periods of
some securitizations), swaps (e.g., provisions that convert
interest rates from fixed to variable), and servicing liabilities,
if applicable.

c.

Initially measured at fair value assets obtained and liabilities
incurred in a sale or, if it is not practicable to estimate the fair
value of an asset or a liability, applied alternative measures.

d.

Recognized in earnings any gain or loss on the sale.

E.

Additional Procedures (if any)

F.

Section Completion

1.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level of risk
for receivables, determine whether additional procedures need
to be performed to obtain sufficient evidence regarding the finan
cial statement assertions for receivables.

2.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.

Done by
Reviewed by
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neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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VI. Inventories
Financial Statement Assertions:

1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:

A. Inventory exists—To determine that the inventory exists and is
the client's property. (Assertions 1 and 3)
B.

Quantity and condition—To determine that the client has taken
reasonable care in determining the physical quantities and iden
tifying the condition (normal, slow moving, obsolete) of its in
ventory. (Assertions 2 and 4)

C. Clerical accuracy—To determine that the inventories are sum
marized and priced with clerical accuracy, and the records have
been adjusted to the physical inventory. (Assertions 2 and 4)

D. GAAP conformity—To determine that inventory classifications
and carrying amounts are determined and presented in the
financial statements in conformity with generally accepted ac
counting principles consistently applied (for example, assump
tions about the cost flow, such as FIFO and LIFO, and lower of
cost or market considerations). (Assertion 5)
E.

Encumbrances identified—To determine that any encumbrances
such as pledges or liens are identified and adequately disclosed
in the financial statements. (Assertion 3,4, and 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e., [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.

Procedures:
A. Preliminary Procedures

1.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:
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2.

a.

Preliminary analytical review

b.

Internal control documentation, control risk assessment, and
control test results

c.

Assessment of risk of material misstatement

d.

Other planning documents and risk assessments

Date

10-01

W/P
Ref.

Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

Note: Use the assessed levels of inherent risk and control risk to
determine the nature, timing, and extent of the substantive proce
dures to be performed. Listed below are examples of substantive
procedures that an auditor may decide to perform, based on the
assessment of risk. An auditor should select which procedures below
need to be performed and should add additional procedures to those
listed below, as necessary.
AB

B.

D

Substantive Analytical Procedures
1.

Compare inventory balances with expected amounts and inves
tigate any significant deviations from the expected amounts.

C.

2.

Compare inventory classifications (i.e., raw materials, work in
process, finished goods) as a percentage of total inventory with
the preceding year's percentages (adjusted for expected changes)
and investigate any significant fluctuations.

3.

Compute gross margin and compare with expected gross mar
gin. Investigate any significant fluctuation.

4.

Compute gross margin by product line or division and compare
with expected gross margins. Investigate any significant fluctua
tions.

5.

Compute inventory turnover and compare with expected turn
over. Investigate any significant fluctuation.

6.

Compute inventory turnover by major product or division and
compare with expected turnover. Investigate any significant
fluctuations.

Detailed Tests—General

1.

Identify the locations of the physical inventories and their rela
tive materiality by location.

2.

Review the client's plans and instructions for taking the physical
inventory and accumulating, pricing, and summarizing the
results. Also review the client's plans for controlling tags and
count sheets, identifying obsolete items, identifying and handling
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consigned and customer's goods, and for controlling the move
ment of inventory during the count and controlling shipping and
receiving during the count.
3.

Determine whether involvement of specialists is required. If a
specialist is to be involved, review and evaluate the professional
qualifications and reputation of the specialist; obtain an under
standing of the nature of the work to be performed by the
specialist.

A B C D E 4.

For significant amounts of inventory stored at outside locations,
consider performing the following procedures:
a.

Review and test the owner's control procedures for investi
gating the warehouseman and evaluating the warehouse
man's performance.

b.

Obtain an independent auditor's report on the warehouse
man's system of internal accounting control relevant to cus
tody of goods and, if applicable, pledging of receipts, or
apply alternative procedures at the warehouse to gain rea
sonable assurance that the information received from the
warehouseman is reliable.

c.

Observe physical counts of the goods, if practicable and
reasonable.

d.

If warehouse receipts have been pledged as collateral, con
firm with lenders pertinent details of the pledged receipts
(on a test basis, if appropriate).

e.

Confirm goods out on consignment or at outside ware
houses.

[B] [C] [D] 5. Discuss with the client and assess the impact of any changes in
[E]
accounting policies regarding inventory, such as the manner in
which costs are accumulated and the pricing methods used.
D.

Before Observation of the Physical Inventory

Note: Some auditing procedures may serve to accomplish the pur
pose of both tests of controls and substantive tests. Certain steps that
are listed here as illustrative substantive tests are also listed among
illustrative tests of controls for inventory. They are listed as tests of
controls because they may serve to clarify and confirm the auditor's
understanding of internal control for inventory and cost of sales.

A B [D]

1.

Tour the client's manufacturing or production facilities with a
member of the client's organization familiar with production.

2.

On a test basis, select transactions for additions and deletions of
inventory from such sources as receiving reports, requisitions to
place materials into production, and shipping advices. Note the
reference or control number, date, description, quantity, and
dollar amount for each transaction selected. Trace the transac
tions to the perpetual inventory record and the cost accounting
records, if any, used to determine unit or job costs. Perform similar
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tests selecting the transactions from the perpetual inventory
records and/or cost accounting records and trace the transac
tions to receiving reports, requisitions, and shipping advices.

Note: This test may be coordinated with tests of controls for pur
chases, payables, and disbursements, and for revenues, receivables,
and receipts.
D

CD

AAM

3.

4.

Obtain an analysis of overhead costs charged to inventories and
over- and under-absorbed overhead. Review the amounts in
cluded in the overhead pool for propriety and perform the
following:

a.

Determine that overhead costs are being charged to inven
tory in accordance with an appropriate policy (for example,
as a percent of direct labor).

b.

Identify disposition of variances, if any, between actual over
head costs incurred and overhead costs applied to produc
tion and inventory. Determine that variances are reasonable.
Determine that no excessive costs for idle plant are being
charged to inventory.

If a job order cost system is used, obtain the job order ledger (or
tabulation), select a period(s) and perform the following:

a.

Trace total costs incurred to the voucher register (or cash
disbursements journal), the payroll distribution, and sup
port for overhead applied.

b.

Test the footings of the job order ledger by refooting the
detail for selected subtotals and refooting the subtotals.

c.

Select
job orders for jobs in process and completed jobs
and perform the following:

§5400.070

(1)

Examine authorization for the job order.

(2)

Trace materials used on a test basis at various times
since inception of the job order to such supporting
details as requisitions, purchase orders, receiving re
ports, and processed invoices. (Consider coordination
with tests of controls for purchases.)

(3)

Trace direct labor costs to account distributions of the
payroll registers and on a test basis to individual time
reports or time cards. (Consider coordination with tests
of controls for payroll.)

(4)

Trace application of overhead costs to analyses used to
accumulate overhead costs; test computations and re
view for reasonableness.

(5)

Identify the status of the job (work in process, finished
goods, or goods shipped) and trace through necessary
Copyright © 2001, American Institute of Certified Public Accountants, Inc.
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summarization to the applicable general ledger ac
count. Obtain explanation for any unreasonable time
lag between completion and shipping dates for job or
ders performed for specific customers.

CD

5.

E.

For process cost systems, obtain the cost of production reports
for each department within the production process for a selected
period(s) and:

a.

Trace quantities and dollar amounts for units received for
selected departments to the quantities and dollar amount
transferred out per the preceding department in the se
quence of production.

b.

For each selected department, review the computations of
total and unit costs for production transferred to the next
department; on a test basis recompute unit costs and ascer
tain that costs for units lost in process are properly reallo
cated to surviving units.

c.

Trace material costs charged to the selected departments to
appropriate journals and on a test basis to individual requi
sitions.

d.

Trace labor costs incurred to account distribution analyses of
the payroll registers.

e.

Review the allocation of overhead.

Observation of the Physical Inventory

1.

Tour the premises on arrival and ascertain whether the inventory
arrangement is conducive to a satisfactory count; if the arrange
ment appears obviously unsatisfactory, recommend rearrange
ment.

A

2.

Ascertain that items on hand which are not the property of the
client are clearly identified, segregated, and excluded from the
count. Note such references as descriptions, quantities, serial
numbers, and shipping advice numbers so that in subsequent
tests of inventory summarization the auditor may determine
whether the items were excluded from the physical count.

[A]

3.

Visit the shipping and receiving departments and record the
control numbers for the last shipping advice and receiving report
prepared prior to the physical count for subsequent tracing to
accounting department records. Consider recording a few addi
tional shipping advice and receiving report numbers for sub
sequent tracing.

AB

4.

Ascertain that receiving and shipping departments are informed
that receipts after and shipments before the inventory cut-off are
to be excluded from the count. Ascertain that receiving reports
for items not included in the count are prominently marked
"after inventory."
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5.

Observe and note client's provision for segregation and/or
clear identification of slow-moving, obsolete and/or damaged
items; also be alert for such items among regular stock and if
present, bring to the client's attention and note for subsequent
consideration.

[A] [B]

6.

Inspect representative items of inventory and ascertain the
source of their identification, description, status (work in proc
ess, finished goods, etc.), basis for count or measure (volume,
weight, item tally, etc.). Inquire of both production personnel and
personnel involved in the count about such items.

[A] [B]

7.

Observe and ascertain that the client's inventory instructions and
procedures are being followed.

[A] [B]

8.

Ascertain that prenumbered inventory tickets on count sheets are
properly controlled including:
a.

Accounting for all tickets or sheets issued to count personnel.

b.

Accounting for return of all tickets or sheets issued including
those unused and spoiled as well as those used, at comple
tion of the inventory.

c.

Note series of tickets or count sheet numbers used and those
unused or spoiled for subsequent tracing in tests of summa
rization.

Date

10-01

W/P
Ref.

Observe the count process and make test counts ascertaining that
the identifications, descriptions, and quantities are being prop
erly noted on the inventory tickets or count sheets. If inventory
count sheets are used, select some items from the floor, make test
counts and trace them to the sheets; select some entries from the
sheets (include some items of greater dollar value) and trace
them to items on the floor.

[A] [B]

9.

[C]

10. Prepare a worksheet listing some items (include some items of
greater dollar value) test counted, for subsequent tracing into the
client's inventory summarization. Include on the worksheet for
each item the inventory ticket or count sheet number, location,
description, quantity per client, quantity per your test count, and
other particulars essential for subsequent tracing to the inventory
summarization. Bring test count differences to the client's atten
tion during the count so they may be resolved in a timely manner.
If test count differences are not isolated, it may be necessary to
request a recount of a particular area or department.

BC

11. Observe that all items of inventory are clearly ticketed or marked
when counted to avoid omissions and/or duplications of counts.

BC

12. Observe whether any items are not being counted and obtain an
adequate explanation for their omission.

AAM §5400.070
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13. Note any movement of inventory during the count; obtain an
explanation for the movement and record details from the appli
cable authorizing documents for consideration in review of the
cut off.

AB

14. Prepare a memorandum on the observation of the physical in
ventory including:

F.

a.

Comment on the physical inventory arrangements.

b.

Implementation of the client's inventory instructions.

Summarization—Physical Quantities

ABC

1.

Relate and trace information, noted during observations of the
physical, about control number for count tickets or count sheets
used, to the client's summarization of the physical for reasonable
assurance that only tickets or sheets used for the physical are
included in the summarization of quantities. (Summarization of
quantities may consist of the quantities per the final priced
inventory or an intermediate tabulation of count tickets. In some
instances the original count sheets may provide for entry of
prices, extensions, and summarization of dollar amounts.)

BC

2.

Trace test counts noted during the physical to the client's sum
marization of quantities.

A

3.

Trace quantities confirmed by third parties to the summarization
of quantities.

BC

4.

Depending on the extent of the work in step 2 above and on
internal control over inventory summarization, select quantities
for particular items from the summarization and trace them to
the count tickets or count sheets; select quantities for particular
items from the count tickets or sheets and trace them to the
summarization of quantities.

ABC

5.

If the client uses perpetual inventory records and the perpetuals
are to be used to determine the year-end balance, trace items on
a test basis to and from the physical inventory summaries; ascer
tain that the perpetuals were adjusted to the physical.

BC

6.

Trace notes made at the observation for slow moving, obsolete,
and/or damaged items to the client's summarization of quanti
ties and determine if they are clearly identified as such.

BC

7.

Test the cut-off information noted at the observation of the
physical inventory as follows:

a.

Select the last few shipping advices used before the count to
the sales register; determine that the shipments were re
corded as sales and charges to cost of sales as the dates
shipped.
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8.

BC

G.

b.

Select a few shipping advices used after the count to the sales
register and determine that the shipments were recorded as
sales in the period after the date of the inventory.

c.

Select the last few receiving reports used before the count
and determine that the related liability was recorded prior to
or as of the count date.

Date

10-01

W/P
Ref.

If the client uses a process cost system, trace selected quantities
per the physical inventory to the departmental cost of production
reports and determine that quantities have been adjusted to the
physical inventory as of the date of the physical count.

Prices and Summarization—Monetary Units

Note: Judgment should be used in determining which of the follow
ing steps should be used when testing the cost of inventory. Depend
ing on the system used by the client to assign costs to their inventory
items, certain steps may not be applicable.
D

1.

Ascertain the methods followed concerning the flow of costs
(FIFO, LIFO, moving average, etc.) and compare with working
papers of the preceding year to ascertain whether the methods
have been consistently applied.

CD

2.

Determine client's pricing method for raw materials and pur
chased finished goods per the final inventory summary and
make a selection of items for price testing from the sampling
population as follows:

CD

3.

Compare prices to vendor invoices or price lists. If client uses
LIFO method, additional procedures for testing base prices and
computations should be designed and performed. Determine
that the method is consistent.

CD

4.

Perform price tests for all individually significant items of raw
materials and purchased finished goods that were included in
test counts.

CD

5.

Determine client's pricing method for work-in-process and fin
ished goods per the final inventory summary and make a selec
tion of items for price testing from the sampling population as
follows:

AAM §5400.070
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Trace unit costs of work-in-process and finished goods to the cost
accounting records and perform the following:

Note: Cost accounting records will differ depending upon the cost
accounting system (e.g., process cost system, job order system, etc.).
For the finished good item or work-in-process item selected for
testing, cost accounting records should be obtained which present the
various costs associated with the item selected,

C

7.

a.

Agree raw material quantities used in producing the finished
goods or work-in-process items to supporting documents,
such as bills of material.

b.

Agree the cost of raw materials used in producing the fin
ished goods or work-in-process items to vendor invoices and
the final inventory summary.

c.

Agree labor used in producing the finished goods or work
in-process items to supporting documents, such as time
cards.

d.

Agree labor rates to payroll records.

e.

Recalculate the client's overhead rate and ascertain the rea
sonableness of the assumptions and methods used.

f.

Obtain and review trial balances or tabulations of detailed
components of production costs incurred for the year (pe
riod) and compare with the equivalent for the preceding year
(period).

(1)

Obtain and note explanations for apparent inconsisten
cies in classification and significant fluctuations in
amounts.

(2)

Ascertain that the cost classifications accumulated as
production costs and absorbed in inventory are in con
formity with generally accepted accounting principles.

g.

Review activity in the general ledger control accounts for
raw materials, supplies, work in process, and finished goods
inventories; investigate any significant unusual entries or
fluctuations.

h.

Review labor and overhead allocations to inventory and cost
of sales; compare to actual labor and overhead costs incurred
and ascertain that variances appear reasonable in amount
and have been properly accounted for.

i.

Ascertain that the allocation of fixed production overheads
to the costs of conversion are based on the normal capacity
of the production facilities.

Perform the following tests for clerical accuracy of the final
summarized inventory:

a.

Recompute extensions of quantities and unit costs on a test
basis.

b.

Refoot accumulation of dollar subtotals on a test basis.
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8.

C

H.

Refoot dollar subtotals to test total dollar amounts per the
physical inventory listing for the major classifications (i.e.,
raw materials, work in process, finished goods, supplies,
etc.).

d.

Review the inventory listings for significant quantities and
amounts that appear unusual.

e.

Ascertain that the general ledger control accounts have been
adjusted to include the findings of the physical inventory.
(This may consist of tracing the totals per the physical to an
analysis which supports journal entries, or an involved trail
of tracing through the cost accounting records to the general
ledger control accounts.)

W/P
Ref.

____

Review the pricing, extensions, and summarization of the physi
cal inventory summary for items identified as slow-moving,
damaged, and/or obsolete to ascertain that the items are carried
at dollar amounts in conformity with the lower of cost or market
principle:

a.

Examine documentation for the proceeds of recent scrap or
salvage sales.

b.

Review client's criteria for considering items as slow-moving
or obsolete and evaluate whether criteria appear reasonable
and realistic. (For example, are a certain number of months
used to determine when an item becomes slow-moving? Are
predetermined quantities used to determine that quantities
on hand are not in excess of reasonable economic need?)

Lower of Cost or Market Considerations

BD

1.

Determine whether adequate allowances have been recorded for
obsolete and slow-moving inventory.

C

2.

On a test basis select items of raw materials and purchased
finished goods inventory including some items with relatively
significant carrying amounts (because of high unit costs or large
quantities on hand) and:

[A] [B] C

____

Date

9-05

3.

a.

Compare the inventory unit prices with prices per recent
(prior to year end) vendors' invoices, vendor quotations,
vendor price lists, and published market quotations.

b.

Review purchase records and production requisitions for
indications of whether items may be on hand in excess
quantities, slow moving, or obsolete.

On a test basis select items or classifications of finished goods
and work-in-process inventories including some items with rela
tively significant carrying amounts (because of high unit costs or
large quantities on hand) and:
a.

AAM §5400.070
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invoices, customer orders, and published market quotations,
and supplementary discussion with the client's marketing
and sales executives.
b.

Compare inventory carrying amounts and recent selling
prices for the selected finished goods items or classifications
noted in terms of current relationships of sales to gross profit,
selling and shipping expenses; ascertain that the carrying
amounts of the selected finished goods items are not in
excess of net realizable value.

c.

For the selected work-in-process items, ascertain their stage
of completion and estimated cost to complete by reference to
the cost accounting records, production reports, and inquiry
of the client's production supervisors. Apply the estimated
costs to complete to the selected work-in-process items and
apply steps a. and b. above.

d.

Compare quantities on hand for selected items with quanti
ties noted per recent sales invoices and customer orders; be
alert that quantities on hand are not in excess of the client's
requirements.

BD

4.

Review the prior year working papers on obsolete inventory and
compare to the current year's inventory summary and obsolete
inventory listing. Determine the reasonableness of any changes
in prior year valuations.

BD

5.

Based on the procedures performed, determine the results of the
audit procedures as they relate to the inventory valuation.

I.

[A]

Other
1.

If the physical count was not taken as of the balance-sheet date,
analyze and reconcile the balance per the physically counted
inventory to inventory per the balance sheet:

a.

Review and analyze the general ledger control accounts for
inventory from the date counted to the balance-sheet date;
trace additions to such sources as the purchase journal or
voucher register, the cost accounting records, and charges to
cost of sales.

b.

Compare the current activity between the count date and
balance-sheet date to activity of the equivalent period in the
preceding year. Investigate unusual fluctuations.

E

2.

Determine whether any inventory is pledged as collateral or
subject to any liens; coordinate with work on debt payable.

D

3.

Inspect open purchase order file at the balance-sheet date for
significant commitments that should be considered for disclosure.
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4.

Determine that any intercompany or interdepartmental profit in
inventory is eliminated in consolidation.

D

5.

Determine that any abnormal amounts of idle facility charges,
freight, handling charges, and spoilage are recognized as current
period charges.

J.

Additional Procedures (if any)

K.

Section Completion

1.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level risk for
inventory, determine whether additional procedures need to be
performed to obtain sufficient evidence regarding the financial
statement assertions for inventory.

2.

The objectives of this audit program have been met.

Date

9-05

W/P
Ref.

This audit program section has been completed in accordance with firm policy.

Done by
Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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VIL Property, Plant, and Equipment, and Related Depreciation

Financial Statement Assertions:

1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:
A. Property exists—To determine that the property exists and is
owned by the entity. (Assertion 1)
B.

Additions appropriate—To determine that additions to property
are authentic, recorded at cost, and properly distinguished from
maintenance and repairs expense. (Assertions 1,2, and 3)

C. Retirements recorded—To determine that retirements of prop
erty together with the proceeds from salvage and related cost to
remove are properly recognized. (Assertions 1,2, and 4)
D. Depreciation appropriate—To determine that a proper amount
of depreciation expense is allocated to the period based on the
asset cost, estimated life and salvage, and use of acceptable
methods consistently applied, and adequately presented in the
financial statements. (Assertions 4 and 5)

E.

Recoverable value—To determine that the net carrying value as
presented in the financial statements is expected to be recover
able through the ordinary course of business. (Assertion 4)

F.

Encumbrances identified—To determine that any encumbrances
and liens are identified and adequately disclosed in the financial
statements. (Assertion 5)

G. Proper classification—To determine that significant amounts of
idle property, plant, and equipment are properly stated, classi
fied and described. (Assertion 5)
H. Proper disclosure—To determine that significant amounts of fully
depreciated assets are considered for disclosure. (Assertion 5)
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Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e. [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.

Procedures:
A.

Preliminary Procedures
1.

2.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:

a.

Preliminary analytical review

b.

Internal control documentation, control risk assessment, and
control test results

c.

Assessment of risk of material misstatement

d.

Other planning documents and risk assessments

Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

Note: Use the assessed levels of inherent risk and control risk to
determine the nature, timing, and extent of the substantive proce
dures to be performed. Listed below are examples of substantive
procedures that an auditor may decide to perform, based on the
assessment of risk. An auditor should select which procedures below
need to be performed and should add additional procedures to those
listed below, as necessary.
B.
ABCD
E

Substantive Analytical Procedures

1.

Compare balances in fixed assets, capitalized leased assets, accumulated depreciation, accumulated amortization, depreciation,
repairs and maintenance, rents, supplies, and similar expense
accounts with expected amounts. Investigate significant devia
tions from expected amounts.

[A] [B]
2.
[C] [D] [E]

Compute the following ratios to help conclude upon the reasonableness of fixed asset balances. Investigate any unusual ratio results.

C.

a.

Fixed assets divided by total assets (indication of nonearning
asset trend).

b.

Fixed assets divided by equity (indication of funding source
for fixed assets).

Detailed Tests

1.

Obtain (or update) an understanding of the client's policies
concerning capitalization of assets and related depreciation
methods and depreciable lives.

§5400.080
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2.

Consider a tour of the client's facilities for new staff assigned to
the engagement, or for the entire audit team if significant changes
have occurred.

3.

Consider the extent to which it may be practicable to perform
substantive tests prior to the balance-sheet date.

4.

Obtain or prepare the following schedules:

[C] [D]

a.

(1)

Beginning and ending asset balances at cost.

(2)

Asset additions at cost.

(3)

Asset retirements and dispositions.

(4)

Other changes.

(5)

Depreciation method and life.

(6)

Beginning and ending balances of the allowances for
depreciation.

(7)

Additions to the allowances for depreciation accompa
nied by an analysis of amounts expensed, absorbed in
inventory, and capitalized.

(8)

Reductions of the allowances for depreciation for retire
ments and dispositions.

b.

Additions at cost showing the description, date acquired,
transaction reference (purchase order number, check num
ber, work order number, etc.), estimated useful life, and cost
for all additions of $or over.

c.

Retirements and dispositions showing the description, date
of acquisition, date of retirement or disposition, cost, accu
mulated depreciation, net carrying value, proceeds of dispo
sition, and gain or loss on disposition.

d.

Analysis of maintenance expense showing each transaction of
$or greater (or all transactions) for the year or period.

Trace opening balances per the summary schedules to closing
balances per the prior year's working papers.

BC

Trace amounts per the summary schedule to the general ledger,
the detailed asset records, and to the schedules of additions, and
retirements and dispositions; recompute the footings and cross
footings of the schedules.

A B [C] F 7.

W/P
Ref.

Summary schedule of property, plant and equipment, and
related depreciation (by major asset classification) including
the following:

[A] [B] [C] 5.
6.

Date

Perform the following tests of selected additions:

a.

Determine the addition has been authorized by reference to
such sources as minutes of the meetings of the Board of
Directors or Finance Committee and/or capital asset budg
ets reviewed by the Board of Directors or Finance Committee
or by evidence of approval by appropriate, responsible per
sonnel, in accordance with prescribed policies.
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b.

Examine such supporting documents as purchase contracts,
paid checks, vendors' invoices, purchase orders, receiving
reports, work orders, engineers' reports, etc.

c.

Trace transactions to appropriate entries in the detailed re
cords.

d.

For construction in progress examine supporting work or
ders, documentation in support of costs incurred such as
contractors' invoices, reports and correspondence from en
gineers and/or architects regarding completion and trace
transfers from the construction in progress accounts to other
property accounts.

e.

Physically inspect selected (or all) major additions.

f.

Inquire about related dispositions.

g.

Determine whether additions conform with the company's
capitalization policy.

h.

8.

Determine that installment purchases, if any, are properly
recorded.

i.

By reference to purchase contracts and contractors billings
identify related liabilities to be recorded in connection with
debt or other payables.

j.

Examine deeds and title insurance policies, as necessary.

k.

Review insurance policies, coinsurance clauses and coverage
limits versus replacement costs, as necessary.

l.

AC[D]

50

Identify any indications of employees' involvement in own
ership or sales interest in the asset. Ascertain the propriety
of any identified employee involvement.

Perform the following tests of dispositions:

a.

Determine disposition has been properly authorized.

b.

Examine such supporting documents as bills of sale, con
tracts, delivery memoranda, etc.

c.

Trace retirements to the detailed property records.

d.

Determine that deductions from the asset accounts and re
lated accumulated depreciation are correct.

e.

Determine that gain or loss on disposition has been correctly
classified and recorded.

Date

_

—
—
—

_____

-------

-------

-------

-------

-------

-------

_____

_____

-------

-------

-------

-------

_
—
—

-------

-------

-------

-------

-------

-------

-------

-------

_
—

W/P
Ref.

_____

_
—
—

10-01

-------

-------

-------

-------

For fully depreciated assets, determine whether the assets are
still used and not retired from service. Determine whether dis
closure in the financial statements is necessary.

ACGH

9.

ACGH

10. Determine that assets retired from service, if material, have been
removed from the property, plant, equipment accounts and re
lated accumulated depreciation accounts, and are carried at
amounts which are not in excess of realizable value.
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11. Review provisions for depreciation and amortization, and:

a.

Determine whether the methods and depreciable lives used
in the current year are consistent with the preceding year and
are reasonable.

b.

Perform a reasonableness test of depreciation and amortiza
tion by using average rates and lives and one-half year for
additions and disposals.

c.

Test computations of depreciation and amortization. Con
sider deleting this step if step b results are acceptable.

d.

Determine that amounts of depreciation capitalized in con
struction in progress are reasonable and appropriate.

e.

Ascertain that obsolescence, if any, is being properly recog
nized by adjustments of depreciable lives.

f.

Trace additions to the depreciation allowance to the applica
ble general ledger expense accounts.

DEGH

12. Based on all of the procedures performed above, ascertain the
reasonableness of the remaining useful lives of assets and ascer
tain the recoverability of the net carrying values of the client's
fixed assets.

B

13. Review maintenance and repairs expense, supplies, small tools
and other appropriate accounts for any assets that should be
capitalized.

EH

14. Determine the investment credit and recapture on disposals.
Summarize for tax return and provision computation.

H

15. Determine the carrying amount of assets pledged on notes or
other indebtedness for possible financial statement disclosure.

H

16. Inquire as to any significant expansion plans and determine any
need for disclosure.

H

17. Review rental income and expense accounts to determine leased
and subleased assets.

ADEG
H

18. In accordance with FASB Statement No. 144 (AC 108), if any events
or changes in circumstances have occurred indicating that the
carrying amount of a long-lived asset may not be recoverable:
a.

Determine if an impairment loss should be recognized. [An
impairment loss should be recognized if the carrying amount
of a long-lived asset is not recoverable and exceeds its fair
value. The carrying amount of a long-lived asset is not recov
erable if it exceeds the sum of the undiscounted cash flows
expected to result from the use and eventual disposition of
the asset.]
(1)

Review the estimate of future cash flows for mathemati
cal accuracy and, through discussion with management
and review of any supporting documentation, deter
mine whether assumptions used are reasonable.
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If an impairment loss should be recognized, test the calcula
tion of the loss. [The impairment loss is measured as the
amount by which the carrying amount of an asset exceeds its
fair value.]

(1)

Test the fair value calculation by vouching to quoted
market prices in active markets or by reviewing the
valuation technique used.

(2)

If the fair value is based on the present value of esti
mated future cash flows, test for mathematical accuracy
and ensure that the assumptions used in the present
value calculation, including the discount rate, are rea
sonable.

Leases

AE

1.

Review the permanent file to determine whether updated copies
of lease agreements and other data of continuing application are
included and that changes made during the year are appropri
ately noted.

ABDF
H

2.

Examine new lease agreements and significant amendments to
existing lease agreements to determine whether they are ac
counted for in accordance with the appropriate accounting
standards (properly capitalized, appropriate depreciation, etc.),
determine whether they are in accordance with established poli
cies and procedures and document the conclusions in the perma
nent file.

AF

3.

Consider the advisability of obtaining from the lessor confirmation
of compliance with restrictive covenants and other pertinent
details of significant lease agreements.
Practice Tip

Items to be considered for leases:
• Facilities.
• Authorization and approval of terms.
• Parties.
• Location and description of premises.
• Period covered.
• Rentals.
• Contingent payments and escalator clauses.
• Payment of ownership expenses.
• Restrictions.
• Options and renewal provisions.
• Methods and terms of cancellation.
• Subleases.
• Nature and amount of related guarantees made or obligations assumed.
• Other contractual arrangements which have the economic characteristics of a lease.
• Investment tax credit.
• Criteria for lease capitalization as set forth in appropriate accounting standards.
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4.

a.

Compare beginning balances to prior period audit work
papers.

b.

Test the clerical accuracy of the analysis.

c.

Compare balances to the general ledger accounts.

d.

Review the general ledger accounts for the period, investi
gate unusual entries, and document the results of such inves
tigation.

e.

Examine the lease agreements to verify the terms used in the
computations.

f.

Test payments and examine other supporting data, where
appropriate.

g.
h.

Test the computations of current maturities.

W/P
Ref.

i.

Test new leases or significant changes to existing leases as
follows:

_— —
— — —
— — —
_— —
— — —
— — —

Determine whether the accounting method for lease cancel
lations has been applied in accordance with applicable
accounting standards and that the method has been consis
tently applied.

(2)

5.

Date

Obtain an analysis of capitalized lease obligations, including related lease rights and interest, and:

(1)

ABCD
EFGH

5473
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10-01

Determine whether the accounting method has been
applied in accordance with GAAP and that the method
has been consistently applied.
Review the reasonableness of the interest rate used to
discount the lease obligation. Consider the following:

(a)

Interest rates implicit in the lease terms.

(b)

Interest rates applicable to the financing of purchases of similar property by the lessee at the times
of entering into the lease agreements.

(c)

Fair value of the leased property as compared to the
discounted amount of the lease obligation.

(3)

Determine whether proper consideration was given to
noncapitalizable costs (such as taxes, insurance, main
tenance) in computing the amount of lease cost capital
ized.

(4)

Review the reasonableness of the method and period for
amortization of capitalized lease rights.

__ _
— — —
__ _
— — —

— — —

Select work paper formats that will facilitate grouping information regarding operating leases that may require disclosure in the
financial statements and:

a.

Obtain the appropriate analyses above and proceed as fol
lows:
(1)

Compare pertinent information to the lease agreements.

(2)

Test the clerical accuracy of the analyses.
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(3)
(4)

(5)

(6)

Determine whether the calculations have been made in
accordance with the lease agreements.

____ _______

Compare prepaid and accrued rentals and rental ex
penses to the respective general ledger accounts.

____

____

Review the general ledger accounts for the period, in
vestigate unusual entries and document the results of
such investigation.

____

____

Test the computations of minimum rental commit
ments applicable to succeeding periods.

____

____

Date

10-01.

W/P
Ref.

Practice Tip
Refer to the applicable accounting standards for a description of disclosure information, such as, rental
expenses, minimum future rental payments, noncancelable sublease rentals to be received in the future,
contingent rentals, sublease rentals, and general description of leasing arrangements.
b.

Review lease agreement covenants that relate to limitations
and default provisions as follows:

(1)

Review the client's correspondence file for information
related to leases, such as modifications, waivers and
notification of significant events.

(2)

Review confirmation replies for notations of known
matters of noncompliance.

(3)

Cross-reference factors entering into the computations
and compute amounts.

(4)

If a default appears to exist with respect to any lease
agreement, determine its effect on such agreement,
other agreements, the financial statements and our re
port thereon.

c.

Gather and document information for financial statement
disclosure and tax return preparation.

d.

Consider and compute any capitalized interest.
Practice Tip

Consider preparing a schedule for inclusion in the permanent file that sets forth, by section and paragraph
number, the limitations and each computation or item involved in the determination of whether the client
is in compliance with lease covenants.
E.

Additional Procedures (if any)
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F.
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Section Completion

1.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level of risk
for property, plant, and equipment, determine whether addi
tional procedures need to be performed to obtain sufficient evi
dence regarding the financial statement assertions for property,
plant, and equipment.

2.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.

Done by
Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.

.090
Done
By

Obj.

Date

W/P
Ref.

VIII. Prepaid Expenses, Deferred Charges, Intangibles, and Other Assets

Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:

A. Properly recorded—To determine that the balances represent
costs which are properly allocable to future periods in conform
ity with generally accepted accounting principles. (Assertions 1,
2, 3, and 4)

B.

Additions supported—To determine that additions are ade
quately supported. (Assertions 1, 2, 3, and 5)

C. Amortization appropriate—To determine that amortization is
determined by a rational and systematic method consistently
applied. (Assertions 4 and 5)

D. Impairment recognized—To determine that any permanent im
pairment of balance is recognized by write-downs charged to
operations. (Assertions 1, 2, 4, and 5)
E.

Proper classification—To determine that balances and related
expenses are properly described and classified in the financial
statements. (Assertion 5)

F.

Contingencies disclosed—To determine whether there are unin
sured risks that should be considered for disclosure. (Assertion 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e. [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.
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Procedures:
A.

Preliminary Procedures
1.

2.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:

a.

Preliminary analytical review

b.

Internal control documentation, control risk assessment, and
control test results

c.

Assessment of risk of material misstatement

d.

Other planning documents and risk assessments

Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

Note: Use the assessed levels of inherent risk and control risk to deter
mine the nature, timing, and extent of the substantive procedures to be
performed. Listed below are examples of substantive procedures that an
auditor may decide to perform, based on the assessment of risk. An
auditor should select which procedures below need to be performed and
should add additional procedures to those listed below, as necessary.
B.
ABCD

C.
ABCE

Substantive Analytical Procedures

1.

Compare balances in prepaid expense, deferred charges, intan
gibles, other assets, and accumulated amortization accounts to
the expected amounts. Investigate any significant deviations
from the expected amounts.

Detailed Tests

1.

Obtain or prepare an analysis for each significant classification
of prepaid expenses, deferred charges, other assets or intangi
bles. The analysis should include adequate description of signifi
cant components and the following:

a.

Balance at the beginning of the year (or period).

b.

Additions at cost.

c.

Deductions charged to expense, and to other accounts.

d.

Balance at the end of the year (or period).

Practice Tip
Ordinarily, extensive detailed schedules showing computations of prepaid balances or analyses of transac
tions for the period are not necessary, particularly in cases where the balances are not significant. A brief
summary of limited reviews and comparisons of balances with prior period amounts or tests of the client's
detailed records may be satisfactory.

2.

Foot analysis and trace totals to general ledger; trace opening balance
to the audit working papers for the preceding year (or period).
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3.

Examine supporting documents for material charges during the
year.

[A] C [D] 4.

Review and recompute amortization; determine that the amorti
zation period and method is reasonable.

A C [D]

5.

Determine that the carrying amount of the item does not exceed
amounts properly allocable to future periods.

C

6.

Trace amounts amortized during the period to the related gen
eral ledger expense accounts.

A

7.

Confirm significant deposits and assets held by others.

AF

8.

For prepaid insurance accounts (including life insurance) with
balances of $or more at, obtain or prepare a prepaid
insurance schedule and agree prepaids and expense to the gen
eral ledger; perform the following additional tests:

A B [C]
DE

50

a.

Examine selected policies noting identity of insurer, descrip
tions and amounts of coverage, premiums, and period cov
ered; compare particulars with the analysis.

b.

Ascertain by review of the policy and related billing advices
for the insurance premiums whether the premiums are being
financed and/or the policy or cash surrender value has been
pledged; determine that related liabilities and finance cost
have been properly recorded.

c.

Obtain confirmation of cash surrender values; consider confir
mation of policies especially if premium financing is involved to
determine that payments are current and coverage is still in force.

d.

Ascertain whether all significant insurable risks have been
considered.

e.

Recompute amortization and trace amounts to the applica
ble expense accounts.

Date

10-01

W/P
Ref.

Practice Tip

Be alert to insurance confirmations indicating locations of inventory. Trace locations listed to inventory totals
to determine all locations listed as covered by insurance have been included in the inventory summary.

A

9.

f.

Vouch premiums of $or more to premium notices.

g.

Ascertain propriety of accounting treatment for premium
deposits and dividends.

h.

Examine latest audit reports, when applicable, made by
insurance companies.

i.

For life insurance, reconcile prepaid premiums at beginning
of period, premiums paid and increase in cash surrender
value with life insurance expense.

____

For property taxes, where significant, obtain or prepare an analy
sis which relates both repayments and accruals as of the begin
ning and end of the period with tax expense. Examine tax billings
and determine whether the timing of the period covered by the
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tax and the payment due dates result in prepayment or an accrual
as of the balance-sheet date. Trace charges to expense to the
proper expense account.
AD

10. Obtain a list of the detail of all suspense accounts and follow-up on
the clearance of all items. (Note: suspense accounts should clear in
one day). Investigate any large or unusual uncleared items.

ABC

11. For intangible assets:

a.

Trace authorization for major transactions to minutes of
Board of Directors meetings.

b.

Examine supporting documents.

c.

Determine that acquired intangible assets are initially recog
nized and measured based on its fair value.

d.

Determine that the costs of internally developing, maintain
ing, or restoring intangible assets that are not specifically
identifiable, that have indeterminate lives, or that are inher
ent in a continuing business and related to an entity as a
whole are expensed when incurred.

e.

Determine that intangible assets with finite useful lives are
amortized and intangible assets with indefinite useful lives
are not amortized.

f.

Ascertain whether amortization has been properly com
puted in conformity with FASB Statement No. 142, and trace
charges to related expense accounts.

g.

If events or changes in circumstances indicate that the carry
ing amount of an intangible asset that is subject to amortiza
tion may not be recoverable, determine that the intangible
asset has been tested for recoverability.

h.

For intangible assets not subject to amortization, determine
that the asset is tested for impairment annually or more
frequently if events or changes in circumstances indicate that
the asset might be impaired.

i.

Determine that any impairment losses are properly calcu
lated (excess of carrying amount over fair value of the asset).

AD

12. Determine that there has been no permanent impairment of value
for prepaid expenses, deferred charges, intangible assets, etc.

E

13. Determine that balances are properly classified in the balance
sheet (current v. noncurrent, etc.)

F

14. Determine that there have been no uninsured events which
would affect the value of other assets.

E

15. Determine whether deferred advertising costs are properly ac
counted for in accordance with SOP 93-7 and Practice Bulletin
No. 13.

E

16. Determine any required disclosures.
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D.

Additional Procedures (if any)

E.

Section Completion

1.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level of risk
for prepaid expenses, deferred charges, intangibles and other
assets, determine whether additional procedures need to be per
formed to obtain sufficient evidence regarding the financial state
ment assertions for those accounts.

2.

The objectives of this audit program have been met.

Date

10-02

W/P
Ref.

This audit program section has been completed in accordance with firm policy.

Done by
Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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IX. Accounts Payable

Financial Statement Assertions:

1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:
A. Payables exist—To determine that accounts payable represent
authorized current obligations. (Assertions 1 and 2)
B.

Proper classification—To determine that amounts included in
accounts payable are properly classified. (Assertion 5)

C. Obligations complete—To determine that accounts payable in
clude all significant current obligations. (Assertions 2, 3, and 4)

D. Proper disclosure—To determine that adequate disclosure has
been made of any pledged assets. (Assertion 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e. [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.

Procedures:
A. Preliminary Procedures

1.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:
a.

Preliminary analytical review

b.

Internal control documentation, control risk assessment, and
control test results

c.

Assessment of risk of material misstatement

d.

Other planning documents and risk assessments
[The next page is 5481.]
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Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

Note: Use the assessed levels of inherent risk and control risk to
determine the nature, timing, and extent of the substantive proce
dures to be performed. Listed below are examples of substantive
procedures that an auditor may decide to perform, based on the
assessment of risk. An auditor should select which procedures below
need to be performed and should add additional procedures to those
listed below, as necessary.

B.

ABC

Substantive Analytical Procedures

1.

C.

Compare balances in trade accounts payable and purchases with
the expected amounts. Investigate any significant deviations
from the expected amounts.

Detailed Tests
1.

Were the following items considered:

a.

Whether to request positive confirmation from vendors and,
if so, when and to what extent.

Note: Some auditors send confirmations to major vendors to obtain
independent outside evidence that all liabilities have been recorded.
Other auditors believe that evidential matter can be obtained more
efficiently through other procedures.
b.

ABCD

2.

Potential efficiencies to be gained from coordination of ac
counts payable work with substantive tests of inventory
when the physical is taken at the balance-sheet date. (For
example, tests of cut off, and using vouchers obtained from
client's files in substantiating recent inventory prices as well
as accounts payable work.)

Obtain or prepare a schedule of accounts payable (subsidiary
ledger) as of the balance-sheet date.
a.

Foot schedule/ subsidiary ledger and reconcile to the general
ledger control account.

b.

Segregate amounts due to officers, employees, stockholders,
affiliates and other related parties.

c.

Discuss with client old or disputed payables.

d.

Investigate debit balances and, if significant, consider re
questing positive confirmations and propose reclassification
of the amounts.
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f.

Ascertain by review of minutes, agreements and by inquiry
whether any assets are pledged to collateralize payables.

10-01
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Ref.

—

—

—

Identify intercompany accounts and:

(1)

A B C [D] 3.

50

Arrange to have balances traced to corresponding receivables in the affiliate's books if affiliate is being currently audited by the firm.

(2)

Obtain confirmation from the affiliate.

(3)

Investigate and reconcile differences.

—
—
—

—
—
—

—
—
—

Consider confirmation procedures such as the following:
a.

b.

c.

Obtain and review a list of major vendors, or identify major
vendors by reviewing voucher registers or subsidiary accounts payable records.

Request vendors to provide a statement of the account balance as of the date selected (ordinarily, the physical inventory date and/or balance-sheet date).
Investigate and reconcile differences.

— — —

— — —
__ —

Practice Tip
Vendors should be instructed to mail confirmation replies directly to the auditor. The auditor should control
the mailing of all confirmations.

A B [D]

4.

Confirm balances due to officers and employees; ascertain busi
ness purpose of the transactions and, if significant, trace to
authorization in the minutes of the Board of Directors meetings.

AC

5.

Test selected unconfirmed balances by examination of vouchers,
invoices, and receiving reports.

ABC

6.

Obtain the purchases journal and trace all entries over $for
a period of
days after the balance-sheet date to supporting
documents to determine recording in the proper period.

ABC

7.

Obtain the cash disbursements journal and trace all entries over
$for a period of
days after the balance-sheet date to
supporting documents to determine recording in the proper period.

ABC

8.

Review the open receiving report, open purchase order and open
purchase requisition files for
days after the balance-sheet
date for unrecorded liabilities.

ABC

9.

Review the open vendor invoice files for
days after the
balance-sheet date to determine recording in the proper period
and for unrecorded liabilities.

AC

10. Inquire of responsible client staff about their knowledge of addi
tional sources of unprocessed invoices, unrecorded commit
ments, or contingent liabilities.
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11. Liabilities for payroll taxes withheld:

a.

Trace liabilities to payments made subsequent to the
balance-sheet date; examine the payroll tax deposit receipts.

b.

Compare liability to accrued payroll taxes for reasonableness.

c.

Trace liabilities to summaries of the applicable payroll registers.

ABC

12. Determine that credit memos received
days after the balancesheet date have been recorded in the proper period.

BCD

13. Identify any payables due after one year and consider the impu
tation of interest.

D

14. Consider the need for any disclosures.

D.

Additional Procedures (if any)

E.

Section Completion

1.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level of risk
for accounts payable, determine whether additional procedures
need to be performed to obtain sufficient evidence regarding the
financial statement assertions for accounts payable.

2.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.

Done by

Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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Accrued Liabilities Other Than Income Taxes and Deferred Credits

Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:

A. Liabilities complete—To determine that expense accounts in
clude costs and expenses applicable to the period. (Assertions 1,
2, and 5)
B.

GAAP conformity—To determine that all contingencies and es
timated future expenses that should be accrued in the period
have been accrued, classified, and described in accordance with
generally accepted accounting principles consistently applied.
(Assertion 1, 2, 3, 4, and 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e. [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.

Procedures:

A.

Preliminary Procedures

1.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:
a.

Preliminary analytical review

b.

Internal control documentation, control risk assessment, and
control test results

c.

Assessment of risk of material misstatement

d.

Other planning documents and risk assessments
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Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

Note: Use the assessed levels of inherent risk and control risk to deter
mine the nature, timing, and extent of the substantive procedures to be
performed. Listed below are examples of substantive procedures that an
auditor may decide to perform, based on the assessment of risk. An
auditor should select which procedures below need to be performed and
should add additional procedures to those listed below, as necessary.
B.

Substantive Analytical Procedures

1.

AB

C.

Compare balances in accrued expense and other liability ac
counts with the expected amounts. Investigate any significant
deviations from the expected amounts.

Detailed Tests

[A]

1.

Obtain or prepare analysis of accrued liability accounts and agree
to the general ledger.

AB

2.

For accrued salaries, wages, vacation pay and bonus accounts:

a.

Test the clerical accuracy of the analyses.

b.

Determine whether the calculations have been made in ac
cordance with related agreements and the corporate policies
established by the board of directors or other appropriate
executive groups.

c.

Trace bonuses and similar accruals to the board of directors
minutes or other proper authorizations.

d.

Compare amounts to subsequent payments.

AB

3.

Test computations of accrued salaries and wages by tracing last
payment date to payroll journals and estimating the accrual by
reference to subsequent payrolls.

AB

4.

Review compensation agreements for possible additional liabilities.

AB

5.

Determine whether a liability should be accrued for employees'
compensation for future absences.

Practice Tip
Ordinarily, a liability is accrued when all of the following conditions are met:
• The employer's obligation relating to employees' rights to receive compensation for future absences is
attributable to employees' services already rendered,
• The obligation relates to rights that vest or accumulate,
• Payment of the compensation is probable, and
• The amount can be reasonably estimated.

The fact that an accrual has not been made because of an inability to meet the last condition ordinarily should
be disclosed.
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6.

7.

8.

9.

Date

10-01

W/P
Ref.

Review deferred compensation agreements and the method of
accounting:

a.

Determine whether the method of accounting recognizes
deferred compensation costs in accordance with FASB State
ment No. 106 (AC P40).

b.

Consider whether individual contracts, if taken together,
constitute a pension plan.

Obtain an analysis of deferred compensation and:

a.

Test the clerical accuracy of the analysis and compare bal
ances to the general ledger.

b.

Verify the computations by reference to provisions of the
agreements.

c.

Test current payments by examining appropriate support
ing data.

d.

Consider the advisability of confirming unpaid balances and
the terms of payment.

Review the general ledger liability accounts for other accruals
that may exist and proceed as follows:

a.

Inquire into the nature and purpose of such accounts and
document the results of the inquiry.

b.

Identify the accounts selected for further analysis. (To be done
by the in-charge.)

c.

Verify the year-end balance of the accounts selected by com
putation, examination of subsequent payments or examina
tion of other data.

d.

Compare recorded transactions to available supporting data
on a test basis, where deemed necessary.

Evaluate whether management has recorded all accrued liabili
ties (including those based on significant accounting estimates)
that could be material to the financial statements. Consider:
a.

Information from reading available minutes of meetings of
stockholders, directors, and appropriate committees.

b.

Information contained in regulatory or examination reports,
supervisory correspondence, and similar materials from ap
plicable regulatory agencies.

c.

Information included on confirmation replies received from
financial institutions or other entities.

d.

Information concerning identified litigation, claims, and as
sessments and other contingencies.
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Management replies to inquiries regarding possible accru
als.

10. For those accrued liabilities based on significant accounting esti
mates, evaluate the reasonableness of the estimate by employing
one or a combination of the following approaches:

a.

AB

5487

Illustrative Audit Program for Corporations

10-01

Review and test the process used by management to develop
the estimate. Consider performing the following procedures:
(1)

Identify whether there are controls over the preparation
of accounting estimates and supporting information
that may be useful in the evaluation.

(2)

Identify the sources of information that management
used in forming the assumptions, and consider whether
such information is relevant, reliable, and sufficient for
the purpose.

(3)

Consider whether there is additional key information
or alternative assumptions about the information.

(4)

Evaluate whether the assumptions are consistent with
each other, the supporting information, relevant histori
cal data, and industry data.

(5)

Analyze historical data used in developing the assump
tions to assess whether the data is comparable and
consistent with data of the period under audit, and
consider whether such data is sufficiently reliable for
the purpose.

(6)

Consider whether changes in the business or industry
may cause other information to become more signifi
cant to the assumptions.

(7)

Review available documentation of the assumptions
used in developing the accounting estimates and in
quire about any other plans, goals, and objectives of the
client, as well as consider their relationship to the as
sumptions.

(8)

Consider using the work of a specialist regarding cer
tain assumptions.

(9)

Test the calculations used by management to translate
the assumptions and key information into the accrued
liability estimate.

b.

Develop an independent expectation of the estimate to cor
roborate the reasonableness of management's estimate.

c.

Review subsequent events or transactions occurring prior to
completion of fieldwork.

11. For environmental remediation liabilities identified during plan
ning and other stages of the engagement, perform substantive
tests as follows:
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Test the accounting estimate recorded by management. (See
step 10 above.)
Practice Tip

Read AICPA Statement of Position 96-1, Environmental Remediation Liabilities (appendix C), for guidance in
applying step 10 above to environmental remediation liabilities. When auditing environmental remediation
liabilities, steps 10a and 10b above, or a combination thereof, usually will be most effective.
b.

Request information about environmental remediation li
abilities and loss contingencies in the letter of inquiry sent to
the client's counsel.

c.

Obtain, as deemed necessary, written representations from
management about estimates and disclosures of environmen
tal remediation liabilities and loss contingencies affecting the
financial statements, including specific representations as to
the adequacy of such disclosures and the expected outcomes
of uncertainties.

d.

If disclosure is required of environmental remediation li
abilities and loss contingencies, assess the adequacy of the
disclosures, including any conclusions expressed by manage
ment regarding the expected outcome of such contingencies.

AB

12. Review revenue accounts and determine whether income re
corded in the current period should be deferred to future periods.

AB

13. Obtain appropriate analyses of other deferred credits:
a.

Review and document the nature of the account and the
policies and method of accounting.

b.

Test computations of current additions and reductions by
examination of appropriate supporting data or by analytical
review of appropriate revenue and expense accounts.

c.

Determine whether the basis of recording and method of
amortization is consistent with the prior year.

d.

Determine if the ending balance is reasonable.

[A] [B]

14. Determine that amounts accrued that are not currently deduct
ible for income tax purposes have been identified for considera
tion in the computation of income taxes.

AB

15. Determine whether management replies to our inquiries provide
adequate explanations for significant fluctuations and consider
whether such replies are corroborated by our audit procedures
and knowledge of the business or whether additional audit
procedures are required.

AB

16. Obtain and verify disclosure information for multi-employer
plans and vouch expense for the period.
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17. For defined contribution plans:
a.

If applicable, obtain copy of trustee's fund report. Consider
confirming contents of report with trustee.

b.

Determine if there have been any adoptions or amendments
of plans during the period and obtain copies. Note for finan
cial statement disclosures and:

c.

[A] [B]

5489
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10-01

(1)

Agree expense to minutes, when applicable.

(2)

Verify computations, where applicable.

Where applicable, test employee data. Test should consist of
analytical procedures, and additional procedures as consid
ered necessary.

18. For defined benefit plans obtain the following, where applicable:
a.

Copy of actuarial report as of a date no earlier than three
months prior to balance-sheet date.

b.

If applicable, copy of trustee's report.

c.

Form 5500 for prior year and for current year, if already
prepared.

d.

Actuary's certificate on Schedule B for Form 5500 for prior
year and for current year if already prepared.

e.

Plan document(s).

f.

Census and plan asset date given to actuary.

AB

19. Consider confirming contents of Trustee report with Trustee.

AB

20. Reconcile aggregate census data, such as number of employees
covered, compensation, to amounts shown in the actuarial valu
ation report or if not in the report, consider obtaining confirma
tion of such data from the actuary.

AB

21. For selected employees, check census data (age, sex, marital
status, current pay, term of employment, benefit election, etc.) to
payroll records. [Check only that data important to the valuation.
If analytical review of data and valuation report appear reason
able, a sample of 15 will generally be acceptable. If not, a sample
up to 40 may be required.]

AB

22. Based on plan documents, make appropriate tests to determine
whether all eligible employees are included in the census data
provided to the actuary.

AB

23. Reconcile plan assets per the trustee's report to amounts shown
in the actuarial valuation report.

[A] [B]

24. Ascertain that the actuary is professionally qualified. (Member
ship in the Society of Actuaries, the Conference of Actuaries in
Public Practice, American Academy of Actuaries is usually suf
ficient to indicate that actuary is qualified.)
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25. Inquire as to any relationships between the actuary and the client
that would impair independence.

AB

26. Review the actuary's most recent certificate on Schedule B, Form
5500, and determine the reasons for qualifications expressed, if
any.

B

27. Determine if there have been any adoptions or amendments of
plans during the period. Obtain copies of any and note for
financial statement disclosure.

AB

28. Review the latest plan document and compare with key provi
sions included in the actuarial valuation report. If the report does
not include a description of key plan provisions, it may be
necessary to confirm the actuary's understanding of such provi
sions.

AB

29. Vouch the payment of the prior year's accrual to determine that
it was paid prior to the filing of the year tax return. (If not paid
at the tax return due date, or extended due date, the bank loses
its tax deduction.)

AB

30. Trace the authorization for the contribution to the plan to the
board of directors' minutes, or obtain the management repre
sentation in the representation letter.

B

31. Inquire of the client as to any intent to terminate the plan.

B

32. Obtain and check disclosure information.

AB

33. If not previously audited, obtain net transition obligation com
putations and agree amounts to actuarial report, trustees report,
or other evidential sources. Recheck compensation.

AB

34. Obtain calculation of pension cost for the current period and
agree components to actuarial report or trustee's report.

AB

35. Determine that a liability is recorded for unfunded accrued
pension cost whenever the client's contribution is less than its
related expense or that prepaid pension costs is recorded when
the amount funded exceeds the related expenses.

AB

36. Determine that an additional liability is recorded equal to the
excess, if any, of the accumulated benefit obligation over the fair
value of plan assets. (Similar assets are not recorded except when
the excess follows a business combination treated as a purchase.)

[A] [B]

37. If the work of a specialist is used in performing the audit, has the
auditor documented his satisfaction concerning the following:

a.
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____

____

____

Review the professional certification, license, or other recog
nition of the competence of the specialist.
Copyright © 2001, American Institute of Certified Public Accountants, Inc.

50

5491

Illustrative Audit Program for Corporations

10-01

Done
By

Obj.

[A] [B]

b.

The reputation and standing of the specialist in view of those
familiar with his capability or performance.

c.

The specialist's experience in the type of work under consid
eration.

d.

Review the relationship, if any, of the specialist to the client.

e.

If the work of a specialist is used in performing the audit,
obtain and document the auditor's understanding of the
nature of the work to be performed.

Date

W/P
Ref.

38. Prepare conclusion memo as to whether or not audit objectives
have been met and accordingly whether or not the pension and
related accounts are fairly stated for inclusion in the (consoli
dated, if applicable) financial statements in accordance with
generally accepted accounting principles. (If not, document de
tails of exception.)

D.

Additional Procedures (if any)

E.

Section Completion
1.

Accumulate in the working papers all information required to be
disclosed in the financial statements (e.g., pension plan data).

2.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level of risk
for accrued expenses, determine whether additional procedures
need to be performed to obtain sufficient evidence regarding the
financial statement assertions for accrued expenses.

3.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.
Done by
Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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XL Income Taxes Accrued and Provided

Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:
A. Amount reasonable—To determine that the provision for income
taxes is reasonable. (Assertions 1, 2, 3, and 4)

B.

Amount comparable to amount to be paid—To determine that
the liability for accrued income taxes is adequate and not exces
sive in relation to amounts reasonably expected to be payable.
(Assertions 3 and 4)

C. Temporary differences recognized—To determine that deferred
income taxes represent the effect of temporary differences. (As
sertions 1, 2, and 4)

D. Proper classification—To determine that income tax provisions,
accruals and deferrals are properly described and classified in
conformity with generally accepted accounting principles con
sistently applied. (Assertion 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e., [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.

Procedures:
A.

Preliminary Procedures

1.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:
a.

AAM §5400.120
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2.

b.

Internal control documentation, control risk assessment, and
control test results

c.

Assessment of risk of material misstatement

d.

Other planning documents and risk assessments

Date

W/P
Ref.

Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

Note: Use the assessed levels of inherent risk and control risk to deter
mine the nature, timing, and extent of the substantive procedures to be
performed. Listed below are examples of substantive procedures that an
auditor may decide to perform, based on the assessment of risk. An
auditor should select which procedures below need to be performed and
should add additional procedures to those listed below, as necessary.

B.

Detailed Tests

A B C [D] 1.

Obtain or prepare analyses of the various current and deferred
income tax liabilities and assets and related provisions showing:

a.

Balances at the beginning of the year (period).

b.

Amounts provided.

c.

Refunds received.

d.

Payments made, indicating date and nature.

e.

Balances at the end of the year (period).

A

2.

Compare opening balances to the prior year's working papers.

AB

3.

Trace payments to cash books and general ledger; examine can
celed checks for evidence of timely payment.

AB

4.

Compare payments and refunds to copies of income tax returns.

ABC

5.

Ascertain latest year that income tax returns have been examined
and which periods, if any, are being contested. Examine recent
Revenue Agent Reports; determine that adequate consideration
has been given to items challenged in the past. Also consider
disclosure of the examination.

ABC

6.

Review or prepare a reconciliation of earnings (loss) per books
with taxable income for the period.

ABC

7.

Review or compute the provisions for federal and other income
taxes.

D

8.

Determine that the nature of any significant differences between
pretax earnings and income tax expense are disclosed.

ABC

9.

Determine that the accrual and provision is adequate considering:
a.

Tax positions taken by the client that might be challenged by
the taxing authorities or other tax contingencies.
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Possible assessments, penalties or interest indicated by tax
return examinations completed during the year or in pro
gress, including similar adjustments applicable to years not
yet examined.

ABC

10. Compute or obtain and test the client's computation of deferred
tax assets and liabilities to determine conformity with FASB
Statement No. 109 (AC 127). Test the reasonableness.

ABCD

11. For deferred tax assets, determine the likelihood that all or part
of the recorded amount will not be realized. In making that
determination, consider all available evidence, both positive and
negative.
Practice Tip

For tax benefits to be realized, there must be adequate taxable income in the future when deductible
temporary differences reverse and when net operating loss carryforwards are available.

ABCD

12. If it is determined that it is more likely than not that all or part of
the deferred tax asset will not be realized, evaluate the adequacy
of the valuation allowance account by performing the following:

a.

Review and test the process used by management to develop
the estimate, or develop an independent expectation of the
estimate, to corroborate the reasonableness of management's
estimate.

b.

Determine whether any subsequent events or transactions
have occurred prior to the completion of field work that
could effect the adequacy of the valuation allowance.
Practice Tip

See FASB Statement No. 109, paragraphs 17-26 (AC I27.116-.125), for guidance on valuation allowance
computation.
D

13. Review a schedule of net operating loss carryovers and unused
investment tax credits for propriety.

AB

14. Consider additional tax liabilities to any new states in which the
client does business.

ABC

15. If the auditor is to prepare the returns, ascertain that all necessary
information is obtained.

D

16. Obtain all necessary information for disclosure in the financial
statements (e.g., tax benefits of operating loss carryovers, classi
fication of deferred taxes, etc.).

ABCD

17. Obtain tax department review of the income tax working papers.
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C.

Additional Procedures (if any)

D.

Section Completion
1.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level of risk
for income taxes, determine whether additional procedures need
to be performed to obtain sufficient evidence regarding the finan
cial statement assertions for income taxes.

2.

The objectives of this audit program have been met.

W/P
Ref.

This audit program section has been completed in accordance with firm policy.

Done by

Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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XII. Notes Payable and Long-Term Debt
Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:
A. Payables exist—To determine that notes payable and long-term
debt are authorized, properly classified, and described in the
financial statements. (Assertions 3 and 5)

B.

Period recorded proper—To determine that liabilities are re
corded in the proper period at the correct amounts. (Assertions
1, 2, and 4)

C. Expense recognized—To determine that related interest expense
(including discount or premium) is accounted for in conformity
with generally accepted accounting principles consistently ap
plied. (Assertions 2 and 5)

D. Adequate disclosure—To determine that the financial state
ments include adequate disclosure of restrictive covenants of
loan agreements, pledged assets, etc. (Assertion 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e., [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.

Procedures:

A.

Preliminary Procedures

1.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:
a.

AAM §5400.130
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2.

b.

Internal control documentation, control risk assessment, and
control test results

c.

Assessment of risk of material misstatement

d.

Other planning documents and risk assessments

Date

W/P
Ref.

Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

Note: Use the assessed levels of inherent risk and control risk to
determine the nature, timing, and extent of the substantive proce
dures to be performed. Listed below are examples of substantive
procedures that an auditor may decide to perform, based on the
assessment of risk. An auditor should select which procedures below
need to be performed and should add additional procedures to those
listed below, as necessary.
AB
C

B.

C.
[A] [B]
[C] [D]

Substantive Analytical Procedures

1.

Compare balances in notes payable, long-term debt, and the
related interest expense accounts with the expected amounts.
Investigate any significant deviations from the expected
amounts.

2.

Compute the following ratios and compare to expected ratios.
Investigate any significant deviations from the expected ratios.

a.

Long-term debt to stockholders' equity.

b.

Interest expense as a percentage of average balance of notes
payable and long-term debt outstanding.

Detailed Tests

1.

Obtain or prepare an analysis of notes payable, long-term debt,
lines of credit, and other financing arrangements showing the
following:

a.

b.

Description:

(1)

Date of origin

(2)

Type of debt and maturity

(3)

Face amount

(4)

Interest rate

(5)

Timing and amount payments

Principal:

(1)

Balance at the beginning of the year (period)

(2)

Additions

(3)

Payments

(4)

Balance at the end of the year (period)
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Related Interest:

(1)

Accrued interest at the beginning of the year (period)

(2)

Unamortized discount or premium at the beginning of
the year (period)

(3)

Expense incurred during the year (period)

(4)

Amount paid during the year (period)

(5)

Accrued at the end of the year (period)

(6)

Unamortized discount of premium at the end of the
year (period)

[D]

2.

Foot and crossfoot analysis, and trace totals to general ledger and
subsidiary ledgers for notes payable and long-term debt.

A [D]

3.

Trace authorization for all new debt to the minutes of the Board
of Directors meetings.

ABCD

4.

Examine supporting documentation for all debt and related
interest expense (for example, note and loan agreements, bond
indentures, correspondence from legal counsel, etc.); obtain cop
ies of debt agreements and highlight restrictive covenants. Note
and investigate any apparent violations. Maintain copies of all
notes and related agreements in the permanent file.

AD

5.

Confirm outstanding balances, terms, conditions, and compliance
with covenants with the credit grantor or independent trustee.

Practice Tip
Confirming responses should be mailed back directly to the auditor. The auditor should always control the
mailing of confirmations. Second requests should be mailed as necessary for nonreplies.
AB

6.

Examine canceled or paid notes and bonds. Consider confirming
large notes paid or canceled during the year (period).

D

7.

Determine if any assets are subject to lien and obtain carrying
amount for disclosure.

D

8.

Examine notes for guarantees. Be alert for related-party guaran
tees. All guarantee relationships should be disclosed.

ABD

9.

Examine notes and debt agreements and review compliance with
restrictive loan covenants. Gather information for financial state
ment disclosures.

D

10.

Separate short-term notes and the current portion of long-term
debt for report classification. Categorize by type of lender (re
lated party, banks, loan company, etc.). Determine five year
maturities for all long-term obligations.
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11. Test interest expense and amortization of debt discount or pre
mium by:

C

a.

Performing reasonableness tests. For example, multiplying av
erage balances of debt outstanding by average interest rates.

Or
b.

Recomputing the balances.

C

12. Consider the need to impute interest on noninterest bearing notes.

ABD

13. Confirm and verify line of credit agreements and gather infor
mation for financial statement disclosures.

D

14. In accordance with FASB Statement No. 107, Disclosures about
Fair Value of Financial Instruments, as amended (AC F25), obtain
information about the fair value of notes payable and long-term
debt, and perform the following:

Note: Disclosures about the fair value of financial instruments pre
scribed in FASB Statement No. 107 are optional for nonpublic entities
that meet certain criteria (see FASB Statement No. 126). Determine if
the client is making FASB No. 107 disclosures.

a.

Determine that the fair value amounts are determined in ac
cordance with FASB Statement No. 107, as amended (AC F25).

b.

Determine that the valuation principles are being consis
tently applied.

c.

Determine that the fair value amounts are supported by the
underlying documentation.

d.

Determine that the method of estimation and significant
assumptions used are properly disclosed.
Practice Tip

Normally, the carrying amount of notes payable and long-term debt will approximate their fair values.
However if the interest rate on the debt is significantly different from market rates, the carrying amount of
the debt may not approximate their fair value. See FASB Statement No. 107, as amended (AC F25) and
Auditing Interpretation No. 1 of SAS No. 57, Auditing Accounting Estimates, titled "Performance and
Reporting Guidance Related to Fair Value Disclosures (AU section 9342.01-.10)," for further guidance.

D.

AD

Extinguishments of Liabilities

1.

Determine that a liability has been derecognized if and only if it
has been extinguished. A liability has been extinguished if either
of the following conditions is met:
a.

The debtor pays the creditor and is relieved of its obligation for
the liability. Paying the creditor includes delivery of cash, other
financial assets, goods, or services or reacquisition by the debtor
of its outstanding debt securities whether the securities are
canceled or held as so-called treasury bonds.
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The debtor is legally released from being the primary obligor
under the liability, either judicially or by the creditor.

D

2.

If debt was considered to be extinguished by in-substance defea
sance under the provisions of FASB Statement No. 76 prior to the
effective date of FASB Statement No. 125, determine that a gen
eral description of the transaction and the amount of debt that is
considered extinguished at the end of the period so long as that
debt remains outstanding has been disclosed.

D

3.

If assets are set aside after the effective date of FASB Statement
No. 125 solely for satisfying scheduled payments of a specific
obligation, determine that a description of the nature of restric
tions placed on those assets has been disclosed.

E.

Additional Procedures (if any)

F.

Section Completion

1.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level of risk
for notes payable and long-term debt, determine whether addi
tional procedures need to be performed to obtain sufficient evi
dence regarding the financial statement assertions for notes
payable and long-term debt.

2.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.

Done by
Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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XIII. Stockholders' Equity

Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:
A. Proper authorization and classification—To determine that all
transactions and commitments (options, warrants, rights, etc.) are
properly authorized and classified. (Assertions 1,2,3,4, and 5)

B.

Proper recognition and cut-off—To determine that all transac
tions and commitments are recorded at correct amounts in the
proper period. (Assertions 1, 2, and 5)

C. GAAP conformity—To determine that all transactions and bal
ances are presented in the financial statements in conformity
with generally accepted accounting principles consistently ap
plied and accompanied by adequate disclosures. (Assertion 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e., [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.

Procedures:
A.

Preliminary Procedures

1.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:

a.

Preliminary analytical review

b.

Internal control documentation, control risk assessment, and
control test results
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c.

Assessment of risk of material misstatement

d.

Other planning documents and risk assessments

Date

10-01

W/P
Ref.

Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

Note: Use the assessed levels of inherent risk and control risk to
determine the nature, timing, and extent of the substantive proce
dures to be performed. Listed below are examples of substantive
procedures that an auditor may decide to perform, based on the
assessment of risk. An auditor should select which procedures below
need to be performed and should add additional procedures to those
listed below, as necessary.
B.

Substantive Analytical Procedures

1.

C.

Compare balances in shareholders' equity accounts with the
expected amounts. Investigate any significant deviations from
the expected amounts.

Capital Stock and Additional Paid-In Capital—Detailed Tests

[C]

1.

For each class of stock, identify the number of authorized shares,
par or stated value, privileges, and restrictions.

[C]

2.

Obtain or prepare an analysis of the activity in the accounts; trace
opening balances to the balance sheet as of the close of the year
(period) previously audited and trace closing balances to the
general ledger.

AB

3.

Examine minutes, bylaws, and articles of incorporation for provi
sions relating to capital stock and support for all changes in the
accounts including authorization per minutes of Board of Directors
and stockholders meetings, and correspondence from legal counsel.

AB

4.

Account for all proceeds from stock issues (including stock is
sued under stock option and stock purchase plans):
a.

Recompute sales price and applicable proceeds.

b.

Determine that proceeds have been properly distributed
between capital stock and additional paid-in capital.

A B [C]

5.

Verify outstanding stock by agreeing open stubs in stock certifi
cate book to the listing or confirm with the transfer agent the total
issued shares and the total shares issued in the company's name.
Determine that surrendered certificates have been canceled and
accounted for.

A B IC]

6.

For stock options and stock option plans, trace authorization to
the minutes of the Board of Directors meetings, review the plan
and the option contracts. Obtain of prepare and test analyses of
stock options which include the following information:
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7.

a.

For option plans, the date of the plan, number and class of
shares reserved for option, method for determining the op
tion price, period during which options may be granted, and
identity of persons to whom options may be granted.

b.

For options granted, identity of persons to whom granted,
date of grant, number of shares under option, option price,
option period, number of shares as to which options are
exercisable, and the market price and value of shares under
option as of the date of grant or measurement (first date on
which are known both (1) the number of shares individual is
entitled to receive, and (2) the option of purchase price, if
any).

c.

For options outstanding, number of shares subject to option
at the beginning of the period, activity during the period
(additional shares subjected to option, number of shares
exercised under options, number of shares associated with
options which expired during the period), and number of
shares subject to option at the end of the year (period).

Date

W/P
Ref.

If the client has a stock-based compensation plan (such as a stock
option plan mentioned in the step above, or a stock purchase plan
or any arrangement by which employees receive shares of stock
or other equity instruments), perform the following steps:

a.

Determine that the appropriate accounting treatment is be
ing applied to all transactions that result from such stock
compensation plans:

(1)

If the client is following the provisions of FASB State
ment No. 123, Accounting for Stock-Based Compensation,
as amended by FASB Statement No. 148, Accounting for
Stock-Based Compensation—Transition and Disclosure (AC
C36), determine that the fair-value method of account
ing is being properly complied with, as described in the
applicable sections of FASB Statement No. 123, as
amended (AC C36).

(2)

If the client is following the provisions of APB Opinion
No. 25, Accounting for Stock Issued to Employees (AC C47),
determine that the intrinsic value method of accounting
is being properly complied with, as described in the
applicable sections of APB Opinion No. 25 (AC C47).

Note: These steps only apply to companies that have not yet adopted
FASB Statement No. 123R, Share-Based Payment, which supersedes
APB Opinion No. 25, and revises FASB Statement No. 123. For public
companies, FASB Statement No. 123R is required to be adopted for
fiscal years beginning after June 15, 2005; for privately-held compa
nies, FASB Statement No. 123R is required to be adopted for fiscal
years beginning after December 15,2005. If the client has adopted the
provisions of FASB Statement No. 123R, it should be determined that
the fair-value method of accounting is being properly complied with,
as described in the applicable sections of FASB Statement No. 123R.
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8.

Identify all stock rights and warrants outstanding as of the
balance-sheet date including the number of shares involved,
period during which exercisable, and exercise price; determine
that the rights and warrants were authorized.

ABC

9.

Identify any stock subscriptions receivable, and:

ABC

Date

9-05

W/P
Ref.

Summarize in the working papers all information required
for disclosure as described in the appropriate accounting
guidance.

BC

a.

Determine if they were authorized.

b.

Obtain confirmation from subscribers.

c.

Ascertain that subscriptions receivable are classified as a
reduction of stockholders' equity on the balance sheet.

10. Obtain or prepare an analysis of the treasury stock account and:

ABC

a.

Inspect the paid checks and other documentation in support
of the treasury stock acquisitions.

b.

Inspect or confirm the treasury stock certificates; ascertain
that the certificates are in the company's name or endorsed
to the company.

c.

Reconcile treasury stock to the general ledger.

11. Determine that declared and unpaid dividends are properly
recorded. Compare paid dividends to director's minutes.
D.

Retained Earnings—Detailed Tests

[B]

1.

Analyze activity during the period; trace the opening balance to
the balance sheet as of the end of the year (period) previously
audited; trace net income and other activity to the proper general
ledger accounts and cross reference to other working paper
analyses.

AB

2.

Determine that dividends paid or declared have been authorized
by the Board of Directors and:

a.

Examine paid checks and supporting documents for divi
dends paid (selected checks to shareholders or to a dividend
disbursing agent).

b.

Recompute amounts of dividends paid and/or payable.

BC

3.

Investigate any prior period adjustments and determine if they
were made in accordance with GAAP.

ABC

4.

Examine supporting documents and authorization for all other
transactions in the account, considering conformity with gener
ally accepted accounting principles.

E.

C

68

—

Other
1.

Determine and document any restrictions on equity accounts.
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2.

For disclosure purposes, obtain information concerning the per
tinent rights and privileges of the various securities outstanding.
Information includes dividend and liquidation preferences, par
ticipation rights, call prices and dates, conversion or exercise
prices or rates and pertinent dates, sinking-fund requirements,
unusual voting rights, significant terms of contracts to issue
additional shares, and redemption requirements. Determine that
such information is accurate.

C

3.

Obtain an analysis of transactions affecting other comprehensive
income for the period, relate the beginning and ending balances
to the trial balance, and review the propriety of classifications.

4.

Determine that financial instruments with characteristics of both
liabilities and equity have been accounted for properly in accord
ance with the provisions of FASB Statement No. 150. FASB
Statement No. 150 requires that financial instruments within its
scope be classified as a liability. Many of those instruments were
previously classified as equity.

F.

Additional Procedures (if any)

G.

Section Completion
1.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level of risk
for shareholders' equity, determine whether additional proce
dures need to be performed to obtain sufficient evidence regard
ing the financial statement assertions for shareholders' equity.

2.

The objectives of this audit program have been met.

Date

W/P
Ref.

This audit program section has been completed in accordance with firm policy.

Done by

Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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XIV. Revenues and Other Income

Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:
A. Proper recognition—To determine that revenue transactions
represent consideration applicable to goods shipped and/or
completed services rendered to customers (or clients) in the
normal course of business during the year (period). (Assertions
1, 3, 4, and 5)
B.

Revenue realized—To determine that revenue transactions have
resulted in collections or bona fide receivables. (Assertions 1 and
2)

C.

Revenue recorded—To determine that all revenues earned dur
ing the year (period) are recorded and included in the financial
statements. (Assertions 1, 2, and 5)

D. Proper classification—To determine that revenues are properly
classified and described in the financial statements and accom
panied by adequate disclosure. (Assertions 4 and 5)
E.

Proper classification of other income—To determine that other
income has been properly recognized, classified and described
in the statement of income. (Assertions 2 and 5)

F.

GAAP conformity—To determine that the income statement is
prepared in conformity with generally accepted accounting prin
ciples consistently applied. (Assertion 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e., [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.
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Procedures:

A. Preliminary Procedures
1.

2.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:

a.

Preliminary analytical review

b.

Internal control documentation, control risk assessment, and
control test results

c.

Assessment of risk of material misstatement

d.

Other planning documents and risk assessments

Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

Note: Use the assessed levels of inherent risk and control risk to
determine the nature, timing, and extent of the substantive proce
dures to be performed. Listed below are examples of substantive
procedures that an auditor may decide to perform, based on the
assessment of risk. An auditor should select which procedures below
need to be performed and should add additional procedures to those
listed below, as necessary.
B.

Substantive Analytical Procedures

1.

C.

Compare current year sales and other income balances to the
expected amounts. Balances may include gross sales, discounts
granted, returns, credits allowed, and net sales. Consider disag
gregating the data, such as by product line, division, seasons of
the year, etc. Investigate any significant deviations from the
expected amounts.

Detailed Tests

1.

Obtain the sales journal and for a selected period(s):

a.

Trace totals from the sales journal to the general ledger
control accounts for revenues, receivables, and such other
accounts as salesmen's commissions, provisions, and allow
ances for product warranties, etc.

b.

Trace selected individual items from the sales journal to such
other subsidiary records as the salesmen's commissions de
tail, and entries to charge cost.

c.

Reconcile the sales journal to the entries to charge cost of
sales and credit inventory.

d.

Test the arithmetic accuracy of the footings and crossfootings
of the journals.
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Obtain the cash receipts journal and perform the following on a
test basis for a selected period(s):
a.

Trace totals to the general ledger for both the cash account
and applicable account distributions such as accounts receiv
able, cash sales, investment income, and additions to notes
payable (re: proceeds).

b.

Test the arithmetic accuracy of the footings and crossfootings
of the cash receipts journal; reconcile total receipts to total
deposits per the bank statement.

3.

Select (using appropriate sampling techniques)shipping
orders prepared during the year and vouch to related sales
invoices and trace into the sales journal.

[A] [B] [C] 4.
[D] [E] [F]

Scan source journals for the period for unusual transactions. De
termine that they are accounted for properly. Follow up on any
unusual or related-party transactions.

A BCD

50

ABD

5.

Review the source journal for any large or unusual sales transac
tions, especially near year end. Examine invoice and shipping
document.

AF

6.

Ascertain whether the entity ships goods to be held on consign
ment by others, and if so:
a.

Identify the control accounts, procedures, and entities to
whom consignment shipments are made.

b.

Examine consignment agreements.

c.

Review subsidiary accounts for entities to whom consignment
shipments are made; examine supporting detail and ascertain
that shipments on consignment are properly recorded.

d.

Review shipping advices and trace consignment shipments
to the applicable subsidiary records and control accounts;
ascertain that consignment shipments are correctly classified
and recorded.

e.

Investigate old or significant consignments to determine
whether there are any unrecorded sales.

A [F]

7

Identify amounts of sales to affiliates, obtain an understanding
of their business purpose, and note for disclosure and/or tracing
to consolidation eliminating entries. Identify amounts of sales to
other related parties.

ABC

8.

For sales cut off as of the closing date for the year (period) and/or
the date of the physical inventory:

a.

AAM §5400.150

Select sales invoices for testing from the sales register for
several days before and after the year end (or at the physical
inventory date) and examine shipping records and deter
mine that they were recorded in the proper period.
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ACE

b.

Select credit memos issued after year end and examine under
lying documentation (for example, record of receipt of returned
goods) to determine period to which credit memo is applicable
and whether it was recorded in the proper period.

c.

Inquire of the client if there are unprocessed sales or cus
tomer credit memos. Inspect supporting documents to de
termine whether they should have been recorded prior to
year end.

Date

W/P
Ref.

Ascertain that the following income accounts have been traced
to the analysis working papers for examination of the related
balance-sheet accounts:

a.

Interest income (notes receivable, debt securities, capitalized
leases, etc.).

b.

Dividend income and realized gain (investment securities).

c.

Increase in investments accounted for on the equity method
(investments).

d.

Gain on sale of property and equipment (property and
equipment).

e.

Other miscellaneous revenue amounts, as appropriate.

AE

10. Obtain (or prepare) an analysis of rent and royalty income and
examine supporting agreements (should be related to examina
tion of leases and other agreements). Determine reasonableness
of amounts.

ABCD

11. Determine proper income recognition when the right of return
exists.

ABCDF 12. Determine that any product financing arrangements are ac
counted for properly.

ABCD

13. Determine that sales of extended warranty and product mainte
nance contracts are accounted for properly.

A

14. If earnings-per-share information is presented, determine that
the computation and presentation of such amounts are in con
formity with the requirements of FASB Statement No. 128, Earn
ings per Share.
D.

Additional Procedures (if any)

AICPA Audit and Accounting Manual

AAM §5400.150

5510

Audit Approach and Programs

50

Done
By

Obj.

E.

Date

10-01

W/P
Ref.

Section Completion
1.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level of risk
for revenues and other income, determine whether additional
procedures need to be performed to obtain sufficient evidence
regarding the financial statement assertions for revenues and
other income.

2.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.

Done by

Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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XV. Operating and Other Expenses
Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:
A. Properly recorded—To determine that reported expenses in
clude costs which are properly allocable to the year (period) and
are properly matched with revenues. (Assertions 1, 2, and 4)
B.

Proper recognition—To determine that recognition has been
given to all costs and expenses (including losses) which should
be recognized. (Assertions 1, 2, 3, and 4)

C. Taxes properly recorded—To determine that all tax temporary
differences have been accounted for. (Assertions 2 and 5)

D. Proper classification—To determine that extraordinary items
have been properly classified and disclosed. (Assertions 1 and 5)

E.

GAAP conformity—To determine that the income statement is
prepared in conformity with generally accepted accounting prin
ciples consistently applied. (Assertion 5)

F.

Proper classification—To determine that costs and expenses are
appropriately classified and described in the statement of in
come. (Assertion 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e., [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.

Procedures:
A. Preliminary Procedures
1.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:
a. Preliminary analytical review
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b.

Internal control documentation, control risk assessment, and
control test results

c.

SAS No. 70 report on service center processed transactions
(payroll)

d.

Assessment of risk of material misstatement

e.

Other planning documents and risk assessments

Date

10-01

W/P
Ref.

Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

Note: Use the assessed levels of inherent risk and control risk to deter
mine the nature, timing, and extent of the substantive procedures to be
performed. Listed below are examples of substantive procedures that an
auditor may decide to perform, based on the assessment of risk. An
auditor should select which procedures below need to be performed and
should add additional procedures to those listed below, as necessary.
A B C B.

Substantive Analytical Procedures

DEF

1.

Compare cost of sales and expense account balances to the

expected amounts. Investigate any significant deviations from
the expected amounts.
2.

While completing the procedures in step 1 above, examine the
propriety of the balances in the following accounts, as deemed
necessary.

a.

Officers' salaries and bonuses. Determine board of directors'
authorization.

b.

Officers' expenses (for tax return).

c.

Contributions (eligible for deduction).

d.

Rents (look for potential capitalizable leases).

e.

Legal and professional services (look for any payments that
may represent undisclosed legal matters).

f.

Taxes (for tax return).

g.

Repairs and maintenance (look for capitalizable items).

h.

Supplies (look for capitalizable items).

i.

Travel, conference, spousal travel, and entertainment ex
penses (look for adequate documentation and abuse).

j.

Property tax expense (for unrecorded property).

k.

Other miscellaneous expenses.

Practice Tip
An analysis of trial balance expense accounts can prove to be a valuable tool for both the audit and any tax
engagements you have with the client. At tax time, it's beneficial to have the details of expenses required to
prepare the client's tax return. It will save you time (and money) to prepare these schedules during the audit.
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Calculate gross profit percentages by product line (or other
method as deemed appropriate). Compare percentages to the
expected percentages and investigate significant deviations from
the expected percentages.

--------------

-------------

Calculate individual expense categories as a percentage of total
expenses. Compare to expected percentages. Investigate any
significant deviations from expected percentages.

-------------

------------

Trace totals from the cash disbursements journal to the general ledger control account for accounts payable, cash, and
such other accounts as payroll expense, rent expense, insuranee expense, interest expense, etc.

-------------

-------------

b.

Select a sample of individual expenses from the cash disbursements journal for detailed testing. Trace selected expenses to supporting documentation, such as vendor
invoices, canceled checks, or other subsidiary records. Determine that expenses are recorded in the proper amount and
in the proper period.

-------------

-------------

c.

Test the arithmetic accuracy of the footings and crossfootings
of the journals.

-------------

-------------

Scan source journals for the period for large or unusual transactions and determine that they are properly recorded.

-------------

-------------

Bad debt expense (allowance for doubtful accounts—trade
receivables).

-------------

-------------

b.

Insurance expense (prepaid insurance and accrued premiurns for workmen's compensation).

-------------

-------------

c.

Property taxes (prepaid and/or accrued property taxes).

-------------

-------------

d.

Depreciation expense (property and equipment and accumulated depreciation).

-------------

-------------

e.

Amortization costs (intangible assets).

-------------

-------------

f.

Interest expense (notes payable, long-term debt, capitalized
leases).

--------------

-------------

Provision for income taxes (liability for income taxes currently payable, deferred income taxes).

-------------

-------------

Loss on sale or disposition of property and equipment (property and equipment).

--------------

-------------

Other expenses, as deemed appropriate.

-------------

-------------

--------------

-------------

Obj.

3.

4.

C.

Obtain the cash disbursements journal and for a selected period(s):

a.

ABCF
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Ref.

Detailed Tests

1.

ABD
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10-01

2.
3.

Determine that the following expense accounts have been traced
to the analysis working papers for examination of the related
asset and liability balances:

a.

g.
h.

i.

4.

Determine that advertising costs are accounted for in accordance
with SOP 93-7, Reporting on Advertising Costs.

AICPA Audit and Accounting Manual

AAM §5400.160

5514

Audit Approach and Programs

50

Done
By

Obj.
5.

D.

ABF

Consider whether the classification of expenses is in conformity
with generally accepted accounting principles consistently ap
plied.

Compute the following as a percentage of total revenues and com
pare to prior year's percentages or expected percentages. Investi
gate any significant deviations from the expected percentages.

a.

Payroll (direct and indirect labor, officers' salaries)

b.

Benefits

c.

Commissions

ABF

2.

Compute average compensation and fringes divided by number
of full-time equivalents (FTEs) and compare to prior years and
peer group statistics.

ABF

3.

Calculate and investigate total payroll and benefits costs divided
by average assets, compare to prior year's ratio or expected ratio,
and correlate results to other analytical procedures. Investigate
significant or unexpected results.

ABF

4.

Compute payroll tax expense as a percentage of total wages
and salaries and compare to prior year's percentage or ex
pected percentage. Investigate significant deviations from ex
pected percentages.

ABF

5.

Reconcile gross wages on payroll tax returns to general ledger.

ABF

6.

Review payroll tax returns to determine that they are being
properly filed; and tax liabilities are paid timely.

7.

E.

W/P
Ref.

Payroll

1.

ABF

Date

10-01

If analytical procedures are not deemed sufficient, select a sam
ple of payroll transactions for detailed testing as follows:

a.

Trace selected employee to personnel records, to verify ex
istence of employee, pay rate, legal status, etc.

b.

Recalculate gross and net pay for propriety.

c.

Trace pay amount into proper recording into subledgers and
general ledger.

Additional Procedures (if any)
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F.

Date

W/P
Ref.

Section Completion

1.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level of risk
for operating and other expenses, determine whether additional
procedures need to be performed to obtain sufficient evidence
regarding the financial statement assertions for operating and
other expenses.

2.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.

Done by
Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.

.170

Done
By

Obj.

Date

W/P
Ref.

XVI. Contingencies, Commitments, and Litigation

Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:

A. Contingencies exist—Identify the existence of any contingencies
arising from litigation, claims, and assessments; when the under
lying cause occurred; the likelihood of an unfavorable outcome,
and the amount or range of possible loss. (Assertions 1, 2, 3, and
4)
B.

Proper recording and disclosure—The financial statements in
clude proper accruals and/or disclosure of the contingencies.
(Assertion 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e., [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.

Procedures:
A.

Preliminary Procedures

1.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:

a.

Preliminary analytical review

b.

Assessment of risk of material misstatement

c.

Other planning documents and risk assessments
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Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

Note: Use the assessed levels of inherent risk and control risk to
determine the nature, timing, and extent of the substantive proce
dures to be performed. Listed below are examples of substantive
procedures that an auditor may decide to perform, based on the
assessment of risk. An auditor should select which procedures below
need to be performed and should add additional procedures to those
listed below, as necessary.

B.

Contingencies

AB

1.

If it appears the client may have engaged in any questionable or
illegal acts or irregularities, obtain an understanding of the na
ture of the act, the circumstances in which it occurred, and
sufficient other information to evaluate the effect on the financial
statements. Procedures are to include inquiry of management at
a level above those involved, if possible.

AB

2.

If management does not provide satisfactory information that
there has been no illegal acts or irregularities, consult with the
client's legal counsel or other specialists about the application of
relevant laws and regulations. Arrangements for such consult
ation with client's legal counsel should be made by the client.

AB

3.

Review minutes of directors' meetings and discuss all pertinent
items with management. Make excerpts and agree to applicable
working papers.

AB

4.

Inquire of management as to the existence, amount, and accrual of
contingencies, with respect to such matters as: (If none, so indicate.)

AB

5.

a.

Litigation in process or threatened.

b.

Receivables or other assets sold or assigned with recourse.

c.

Discounted receivables.

d.

Debt guarantees of others.

e.

Accommodation endorsements.

f.

Potential tax assessments (property, sales, etc.).

g.

Additional federal or state income taxes.

h.

Governmental laws, regulations, or determinations with ad
verse effect (wage-hour, safety, etc.).

i.

Pension plans.

j.

Revenue subject to renegotiation.

k.

Self-insurance.

I.

Product warranties.

Review legal fees for the period for indication of possible contin
gent liabilities.
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AB

6.

Obtain from management a description and evaluation of litiga
tion, claims, and assessments that existed at the balance-sheet
date to the date the information is furnished, including an iden
tification of those matters referred to legal counsel.

AB

7.

Examine documents in the client's possession concerning litiga
tion, claims, and assessments, including correspondence and
invoices from lawyers.

AB

8.

Obtain assurance from management, ordinarily in writing, that
it has disclosed all unasserted claims that the lawyer has advised
them are probable of assertion and must be disclosed in accord
ance with FASB Statement No. 5 (AC C59). With the client's
permission, inform the lawyer that the client has given the firm
this assurance.

AB

9.

Have the client prepare a letter to its lawyer(s) to respond directly
to us, as of the balance-sheet date, his or her summary and
opinion as to the outcome of (a) all claims and lawsuits, threat
ened or pending, (b) tax assessments, proposed or made, (c)
unbilled legal fees if any, (d) any other contingent liabilities of
which the lawyer(s) have knowledge.

List of All Lawyer Letters Requested

W/P
Ref.

Received

10. Evaluate responses from lawyers and document conclusions:

AB

a.

If a response date is earlier than 2 weeks prior to date of
auditors' report, obtain a written or oral update.

b.

If update not obtained, document why. (If lawyer does not
report any matters to us and management represents to us
there are no litigation or unasserted claims, it may not be
necessary to obtain an update.)

c.

Cross-reference all recorded reported liabilities to current
working papers.

d.

Document your conclusion(s) as to the effect(s) on the finan
cial statements and our report of matters included in the
attorney letter(s).

11. Consider the adequacy of financial statement disclosure for con
tingencies.

B

C.
AB

Date Requested

Date

9-03

Commitments and Guarantees

1.

Inquire of appropriate officials as to the existence and amount of
commitments, and determine that such commitments are ac
counted for and disclosed of as appropriate. Consider such matters
as: (If none, so indicate.)
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Unfilled purchase commitments in excess of normal requirements or at prices materially in excess of prevailing market
prices.

____

—

—

Contractual obligations for purchase or sale of property,
plant, and equipment or other investments.

____

—

—

c.

Unused letters of credit.

____

—

—

d.

Long-term leases.

____

—

—

e.

Assets pledged as collateral for loans or deposits.

____

—

—

f.

Cumulative preferred stock dividends in arrears.

____

—

—

g.

Mergers or acquisitions pending.

____

—

—

h.

Capital stock repurchase agreements.

____

—

—

i.

Futures contracts.

____

—

—

j.

Other.

____

—

—

Obj.

a.

b.

2.

Determine that guarantees have been identified, accounted for,
and disclosed in accordance with GAAP, including FASB State
ment Nos. 5, 57,107, and FASB Interpretation No. 45.

D.

Additional Procedures (if any)

E.

Section Completion
1.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level of risk
for contingencies, commitments, and litigation, determine
whether additional procedures need to be performed to obtain
sufficient evidence regarding the financial statement assertions
regarding those areas.

2.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.

Done by

Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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Date
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XVII. Subsequent Events
Financial Statement Assertions:

1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:

A. Existence of subsequent event—Any events or transactions oc
curring after the balance-sheet date, but before issuance of the
financial statements and auditor's report (subsequent events)
which require adjustment or disclosure in the financial state
ments. (Assertions 1, 2, 3, and 4)
B.

Proper recognition—The financial statements have been ad
justed for changes in estimates resulting from evidence provided
by subsequent events. (Assertions 1, 2, 3, and 4)

C. Proper disclosure—The financial statements include adequate
disclosure of evidence provided by subsequent events which
should not result in adjustment of the financial statements but
should be disclosed. (Assertion 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e., [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.

Procedures:

A.

ABC

Substantive Test Procedures
1.

Perform at or near the completion of field work the following
auditing procedures with respect to the period after the balance-
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Date
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sheet date for the purpose of identifying subsequent events that
may require adjustment or disclosure in the financial statements:

ABC

2.

a.

Read the latest available interim financial statements; com
pare them with the financial statements being reported
upon; and make any other comparisons considered appro
priate in the circumstances. (Inquire of officers and other
executives having responsibility for financial and accounting
matters as to whether the interim statements have been
prepared on the same basis as that used for the statements
under audit.)

b.

Read the available minutes of the stockholders, directors,
and appropriate committees to the date of the auditor's
report. As to meetings for which minutes are not available,
obtain written information regarding matters dealt with at
such meetings. Indicate minutes read, persons questioned,
and any significant information found.

c.

Scan the general ledger and journals for the period from the
balance-sheet date to the date of the auditor's report and
inquire into and investigate any large, unusual amounts or
transactions. This test may be limited to the areas not covered
in audit procedures applied in other programs, such as in the
search for unrecorded liabilities.

Asof the date of the auditor's report, inquire of and discuss with
officers and other executives having responsibility for financial
and accounting matters as to:

a.

The client's operations and management.

b.

Changes in accounting/financial policies.

c.

New borrowings or other financing.

d.

Substantial contingent liabilities or commitments.

e.

Whether there has been any significant change in assets or
liabilities.

f.

The current status of items in the financial statements being
reported on that were accounted for on the basis of tentative,
preliminary, or inconclusive data.

g.

Unusual adjustments made during the subsequent period.

h.

Commitments or plans for major purchases of capital addi
tions or materials, and consideration of possible losses due
to price trends.

i.

Events occurring that have caused a decline in the value of
any assets or have made any significant portion of fixed
assets inoperable or obsolete.

j.

Settlement of any liabilities for less than face value.
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k.

Liabilities in dispute or being contested.

/.

Litigation, claims, and assessments.

Date

10-01

W/P
Ref.

m. Recent profit trends, losses of significant customers, unusual
losses, substantial increases in costs, etc.
n.

Examinations or audits instituted by regulatory agencies.

o.

Employee benefit plans/pension plans.

p.

Potential losses on marketable securities, carrying amounts
of equity investments, loans, or other assets not already
considered.

q.

Regulatory commissions, governmental body requirements,
or laws that could adversely affect the client.

r.

Related-party transactions.

s.

Expiration or cancellation of significant insurance coverage.

t.

Whether any other unusual events or transactions occurred
since the balance-sheet date.

A

3.

Assemble pertinent findings resulting from response of client's
legal counsel and other auditing procedures concerning litiga
tion, claims, and assessments.

ABC

4.

Obtain a letter of representation, dated as of the date of the
auditor's report, from appropriate officials, generally the chief
executive officer and chief financial officer in accordance with
SAS No. 85 (AU section 333), as amended.

ABC

5.

Make such additional inquiries or perform such procedures
deemed necessary and appropriate to dispose of questions that
arise in carrying out the foregoing procedures, inquiries, and
discussions.

C

6.

Consider adjustment of year-end financial statements or disclo
sure of any items resulting from the above procedures.

C

7.

Consider the possible effects on financial statements and disclo
sures of any matters causing substantial doubt about the entity's
ability to continue as a going concern for a reasonable period of
time.

B.

____ _______

Section Completion
1.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.

Done by

Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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XVIII. Related Parties
Financial Statement Assertions:

1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:

A. To identify related parties and related-party transactions. (Asser
tions 1 and 2)
B.

To determine the substance of such transactions is reflected in
the accounts. (Assertions 2, 3, and 4)

C. To obtain all information necessary for footnote and/or report
disclosure. (Assertions 2 and 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, the audit procedure only secondarily
accomplishes the objective.

Procedures:
A. Preliminary Procedures
1.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:

a.

Preliminary analytical review

b.

Assessment of risk of material misstatement

c.

Other planning documents and risk assessments

2.

Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

3.

Evaluate the company's procedures used to identify, authorize,
account for and disclose related party transactions.
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Note: Use the assessed levels of inherent risk and control risk to
determine the nature, timing, and extent of the substantive proce
dures to be performed. Listed below are examples of substantive
procedures that an auditor may decide to perform, based on the
assessment of risk. An auditor should select which procedures below
need to be performed and should add additional procedures to those
listed below, as necessary.
B.

Substantive Test Procedures

ABC

1.

Obtain from appropriate management representatives a list of all
known related parties and any transactions with those parties
during the period, including the affiliations of directors and
officers, with other entities. The list of transactions should in
clude significant related party transactions that were not recog
nized for accounting purposes.

A

2.

Obtain names of stockholders and directors for evidence of
related-party transactions.

3.

Review the list of related parties for completeness by performing
the following procedures:

A

•

Review the company's income tax returns and SEC and other
regulatory filings for related party information and for the
involvement of officers and directors in other businesses.

A

•

Review "conflict-of-interests" statements obtained by the
company from management.

A

•

Determine the names of all pension and other trusts estab
lished for the benefit of employees and the names of their
officers and trustees.

A

•

Review stockholder listings of closely-held companies to
identify major stockholders.

A

•

Review prior year working papers for the names of known
related parties.

A

•

Inquire of predecessor or principal auditors or auditors of
related entities concerning their knowledge of existing rela
tionships and the extent of management involvement in
material transactions.

A

•

Inquire of the principal auditors regarding their knowledge
of any plans of the parent, which may affect the subsidiary's
assets or liabilities.

A

•

Review material investment and sales transactions during
the audit period to determine whether the nature and extent
of such transactions create related parties.

A

•

Review board of directors and other committee minutes for
indications of related parties.
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4. In determining the scope of procedures the auditors should
perform with respect to possible related party transactions, the
auditors should perform the following:
Obtain an understanding of management responsibilities
and the relationships of each component of the total entity.

AB

•

AB

•

Consider controls over management activities.

AB

•

Consider the business purpose served by the various com
ponents of the entity. (The auditors should be particularly
alert to a business or organizational structure that appears to
be designed to obscure related party transactions.)

AB

If the audit procedures reveal the existence of previously
undisclosed related parties or related party transactions,
consider their effect on the fraud assessment and the possible
need to perform additional procedures.

A

5.

Distribute the list of all related parties and all known related
party transactions to all engagement personnel, participating
offices, other auditors and predecessor auditors and inquire
whether any of them are aware of additional related parties or
related party transactions.

6. The following procedures should be performed in identifying
related party transactions:

ABC

•

Review the minutes of all meetings of the board of directors
and other committees for information about material trans
actions authorized or discussed at their meetings.

ABC

•

Review proxy and other material filed with the SEC and
comparable filings with other regulatory agencies for infor
mation about material agencies for information about mate
rial transactions with related parties.

ABC

•

Review the extent and nature of business transacted with
major customers, suppliers, borrowers and lenders for indi
cations of previously undisclosed relationships by determin
ing who the principals are and whether the entity and the
transaction have economic substance.

AB

•

Consider whether transactions are occurring, but are not
recorded, such as receiving or providing accounting, man
agement, or other services at no charge or a major stock
holder absorbing corporate expenses.

A

•

Review accounting records and manual journal entries for
large, unusual, or nonrecurring transactions or balances,
paying particular attention to transactions at or near the end
of the reporting period.

A

•

Review correspondence and invoices from all law firms that
have performed work for the company for indications of the
existence of related parties or related party transactions.

A

•

Review confirmations of compensating balances arrange
ments for indications that balances are or were maintained
for or by related parties.
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•

For significant loans (receivable and payable), review for
unusual interest rates and terms.

AB

•

Review confirmations of loans receivable and payable for
indications of guarantees. If guarantees are indicated, deter
mine their nature and the relationship of the guarantor with
the company.

A

•

Consider whether the performance of detailed tests of trans
actions and balances in other areas of the audit indicated the
possibility that related party transactions may exist.

A

•

If the company does not have adequate controls and proc
esses in place to identify related party transactions and the
auditor has not otherwise been satisfied as to the extent of
related party transactions, obtain a related party confirma
tion letter from all directors, principal officers and major
stockholders. (See example related party confirmation letter
in AAM section 7200.28)

ABC

7.

Consider the effect, if any, of the related party transactions on the
tax provision. Notify the tax engagement team of all related party
transactions for purposes of their review of taxes under FASB
Statement No. 109, Accounting for Income Taxes, and the prepara
tion of tax returns.

ABC

8.

Document the identification and testing of all related parties and
related party transactions in the workpapers.

ABC

9.

Obtain written representations from management regarding the
completeness of information provided regarding related parties
and related party transactions and the adequacy of related party
disclosures in the financial statements.

Date

9-04

W/P
Ref.

Reporting Considerations
ABC

1.

If representations are made by management in their financial
statement disclosures about transactions with related parties, the
representations should not imply that the related party transac
tions were consummated on terms equivalent to those that pre
vail in arm's-length transactions unless such representations can
be substantiated. If such representations do imply this and the
engagement team believes that the representation is unsubstan
tiated by management, it should, depending on materiality,
express a qualified or adverse opinion because of a departure
from generally accepted accounting principles.

ABC

2.

If the auditor is unable to obtain sufficient appropriate audit
assurance concerning related parties and transactions with such
parties, a report modification may be necessary.

ABC

3.

When there are significant transactions with related parties, in
certain circumstances, the auditor may wish to emphasize a
matter by adding an explanatory paragraph (for example, in cases
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where the entity is dependent upon few customers, the entity is
heavily dependent upon parent financing, or the entity had a
significant sale to a related party).
D.

Additional Procedures (if any)

E.

Section Completion

1.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.
Done by
Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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XIX. Risks and Uncertainties
Financial Statement Assertion:
1.

Presentation and disclosure.

Objective:
A. GAAP conformity—To determine that disclosure of certain sig
nificant estimates and certain concentrations is in conformity
with GAAP consistently applied. (Assertion 1)

Note: The letter preceding the above audit objective serves as an
identification code. This code is presented in the objective column
when the audit step accomplishes the specific objective. If the letter
appears in brackets, the audit procedure only secondarily accom
plishes the objective.

Procedures:

A.

Substantive Test Procedures

A

1.

Obtain or prepare a listing of any estimates used in determining
the carrying values of assets and liabilities and gain and loss
contingencies that are sensitive to change. Using information
obtained in other audit areas and through inquiries of manage
ment, determine that the listing is complete and accurate.

A

2.

Consider whether it is at least reasonably possible that a material
change in the estimate will occur in the near term.

A

3.

If such a situation is identified, review support for the calculation

of the effect of the change.
A

4.

Obtain or prepare a listing of the following types of concentra
tions, if any, that existed at the balance-sheet date and that make
the entity vulnerable to risk of near-term severe impact (severe
impact is a higher threshold than materiality, but less than cata
strophic). Using information obtained in other audit areas and
through inquiries of management, determine that the listing is
complete and accurate:

a. Volume of business transacted with a particular customer,
supplier, or lender
AAM §5400.200
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b.

Revenues from particular products or services

c.

Available sources of supply of materials, labor or services,
or of licenses or other rights used in operations

d.

Market or geographic area in which the entity conducts its
operations

A

5.

Determine whether it is at least reasonably possible that an event
will occur in the near term that would cause the severe impact.

A

6.

Determine whether disclosures required by SOP 94-6 are com
pletely and accurately included in the financial statements.

B.

Date

W/P
Ref.

Section Completion
1.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.

Done by

Reviewed by

[The next page is 5551.]
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Suggested Supplemental Reference
Materials for Use With Illustrative
Audit Program for Corporations
.01

Suggested Supplemental Reference Materials

The following publications are useful in helping to determine the nature, timing, and extent of audit
procedures. To order AICPA products, call 1-888-777-7077.
•

Audit and Accounting Guides (AICPA)

Each guide describes relevant matters, conditions, and procedures unique to a particular industry, and
illustrates treatments of financial statements and reports to caution auditors and accountants about unusual
problems.
•

Audit Risk Alerts (AICPA)
Audit Risk Alerts complement the guidance provided in many of the Audit and Accounting Guides by
describing current economic, regulatory, and professional developments that can have a significant impact on
engagements.

•

Professional Standards (AICPA)
The publication features the outstanding pronouncements on professional standards issued by the AICPA,
including standards for audits, compilations, and reviews.

•

Accounting Standards—Original Pronouncements (FASB)
This publication contains the original text of accounting standards pronouncements with superseded sections
and amendments clearly noted.

•

Accounting Standards—Current Text (FASB)
This publication is organized as follows: General Standards—generally applicable to all enterprises; Industry
Standards—applicable to enterprises operating in specific industries. It includes comprehensive summaries of
each subject, plus applicable standards, illustrations and examples.

•

Financial Statement Preparation Manual (AICPA)

This publication provides sample statements and checklists for a variety of business enterprises and govern
mental units.
•

Disclosure Checklist series (AICPA) (individual paperback versions of sections of the Financial

Statement Preparation Manual)
The practice aids are invaluable to anyone who prepares financial statements and reports. The material has been
updated to reflect AICPA, FASB, and GASB pronouncements and interpretations as well as SEC regulations.
•

Auditing Estimates and Other Soft Accounting Information (AICPA)
This practice guide provides nonauthoritative guidance for handling the audit problems related to the audit of
soft accounting information, including how SAS No. 57, Auditing Accounting Estimates, may be applied
by practicing auditors.
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Accounting Trends & Techniques (AICPA)

This publication contains reporting methods, based on a cumulative survey; significant accounting presenta
tions, discussions and trends. By following the lead of these industry front-runners, you can apply the latest
techniques and improve your own reporting performance.
•

Fraud Detection in a GAAS Audit (Revised edition) (AICPA)

This practice aid provides CPAs with the most recent information related to complying with SAS No. 99,
Consideration of Fraud in a Financial Statement Audit.
•

Technical Practice Aids (AICPA)
This publication contains all outstanding AICPA Statements of Position and Practice Bulletins and offers
carefully thought-out responses to selected inquiries received by the AICPA Technical Hotline and AICPA
Technical and Industry Committees.

•

Auditing Practice Releases (AICPA)
These publications are intended to provide practitioners with non-authoritative practical assistance concerning
auditing procedures. Topics include: Confirmation of accounts receivable and audits of inventories.

•

Audits of Futures Commission Merchants, Introducing Brokers, and Commodity Pools (AICPA)

By focusing on unique reporting and auditing matters of commodity entities, this publication gives you
nonauthoritative practical guidance on reporting on and auditing these financial statements.
•

Audit Implications of Electronic Document Management and The Information Technology Age::
Evidential Matter (AICPA)

These two Auditing Procedures Studies contain helpful and valuable guidance about the implications of
electronic evidence on an audit.
•

Standard Confirmation Forms (AICPA)
This form may be used to request a full report on credit balance, liabilities and contingent liabilities. It may also
be used for a confirmation of bank balance only.

•

EITF Abstracts—A Summary of Proceedings of the FASB Emerging Issues Task Force

•

Accountants' Handbook by Carmichael, Lilien & Mellman (Wiley)

•

Montgomery's Auditing by O'Reilly, Hirsch, Defliese, and Jaenicke (Wiley)

•

Handbook of Modern Accounting by Davidson & Weil (McGraw-Hill)

•

Kohler's Dictionary for Accountants by Coopers & Ijiri (Prentice-Hall)
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AAM Section 6100
Audit Documentation—General
.01 Audit documentation1 is the principal record of auditing procedures applied, evidence obtained, and
conclusions reached by the auditor in the engagement. SAS No. 96, Audit Documentation (AU section 339A),
provides authoritative guidance on the functions and nature, general content, and ownership and confiden
tiality of audit documentation.

.02 Other SASs contain specific documentation requirements and can be found in Appendix A of SAS No. 96
(AU section 339A.15). Additionally, specific documentation requirements may be included in other standards (for exam
ple, government auditing standards), laws, and regulations applicable to the engagement. Furthermore, SAS No.
99, Consideration of Fraud in a Financial Statement Audit, paragraph 83 (AU section 316.83), includes documentation
requirements regarding the auditor's consideration of fraud and SAS No. 100, Interim Financial Information,
paragraph 51 (AU section 722.51), includes documentation requirements the auditor should be aware of.
.03 The auditor should prepare and maintain audit documentation, the form and content of which should
be designed to meet the circumstances of the engagement. Audit documentation serves mainly to provide
the principal support for the auditor's report, including the representation regarding observation of the
standards of fieldwork, which is implicit in the reference in the report to generally accepted auditing
standards, and aid the auditor in the conduct and supervision of the audit.
.04 SAS No. 96 (AU section 339A) provides authoritative guidance on audit documentation.12 SAS No.
96 supersedes SAS No. 41, Working Papers, and amends the following Statements:

•

SAS No. 47, Audit Risk and Materiality in Conducting an Audit (AU section 312)

•

SAS No. 56, Analytical Procedures (AU section 329)

•

SAS No. 59, The Auditor's Consideration of an Entity's Ability to Continue as a Going Concern (AU section 341)

General Discussion
.05

These sections present points of view on the organization and preparation of audit documentation.

1 Audit documentation also may be referred to as working papers.

2 In December 2005, the AICPA's Auditing Standards Board issued SAS No. 103, Audit Documentation, which supersedes SAS No. 96.
Among other things, the SAS:
• Requires the auditor to prepare audit documentation in connection with each engagement in sufficient detail to provide an
experienced auditor with no previous connection to the audit a clear understanding of the work performed (including the
nature, timing, extent and results of audit procedures performed), the audit evidence obtained and its source, and the con
clusions reached.
• Provides enhanced guidance on matters that should be documented, including guidance on documentation that should be
retained.
• States that oral explanations on their own do not represent sufficient support for the work the auditor performed or conclusions
the auditor reached, but may be used by the auditor to clarify or explain information contained in the audit documentation.
• Requires the auditor to document audit evidence that is identified as being contradictory or inconsistent with the final con
clusions, and how the auditor addressed the contradiction or inconsistency.
• Requires that the auditor assemble the audit documentation to form the final audit engagement file within 60 days following
the report release date. After this date, the SAS requires the auditor not to delete or discard existing audit documentation, and
appropriately document any subsequent additions.
• Specifies a minimum file retention period of five years from the report release date.
SAS No. 103 is effective for audits of financial statements for periods ending on or after December 15, 2006. Earlier application is
permitted.
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.06 Proper planning is important in the design of specific audit documentation if they are to serve the
objective of aiding the auditor in the conduct of his work. For example, a well-planned working paper may
be designed to provide information that will be needed later in the preparation of tax returns and other
required reports, such as those to regulatory bodies, and may therefore eliminate the need for examining the
same documents twice to obtain necessary information. The quality, type, and content of the audit documen
tation are matters of the auditor's professional judgment. The individual preferences of auditors and firms
may be informal common practices or expressed as part of a firm's formal written policies and procedures.
A firm should consider the nature of its practice and the services commonly provided to its clients, as well
as professional standards in developing its procedures and policies on audit documentation. Those proce
dures and policies should permit the flexibility necessary to meet the needs of individual engagements.

[The next page is 6201.]
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AAM Section 6200

Basic Elements of Format
.01

Audit documentation formats generally include at least the following for identification purposes:

•

A title or heading comprised of (a) the name of the client, (b) a caption that briefly describes the paper's
contents, (c) the nature of the engagement, and (d) the applicable period or closing date covered by
the engagement.

•

The initials or names of the auditors who performed and reviewed the work presented in the paper
and the date the paper was completed.

. 02 In instances when audit documentation requires more than one page, some auditors present the
heading on only the lead page, fasten or staple all the applicable pages together as a unit and number each
page, for example, 1 of 5, 2 of 5, and so forth. Many auditors index each working paper in some organized
pre-established manner. This provides for ease in cross-referencing to other relevant papers, for more
organized indexing and filing, and for a form of control over the audit documentation. (See AAM section
6400.)
. 03 Some auditors purchase standard analysis paper that includes preprinted blocks for the initials or
signature of the preparer and reviewer, and the dates on which the paper was prepared and reviewed. Others
design their own signature and reference blocks and have them imprinted on all of their analysis paper and
lined pads. These signature blocks may include captions such as the following:
—

prepared by client and tested by

—

prepared by

—

date prepared

—

date tested

—

reviewed by

—

date reviewed

—

source

—

audit documentation reference

—

footed by

—

extensions checked by

. 04 Some auditors prefer to identify client preparation of schedules and analysis by notations or codes,
such as "PBC," for prepared by client, rather than use a detailed signature and reference block.

[The next page is 6301.]
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AAM Section 6300
*

Content of Audit Documentation
.01 The content of audit documentation varies with the circumstances and needs of the auditors on
individual engagements. Some firms, however, include various general and specific instructions on audit
documentation content in their policies concerning the working papers.
.02 Audit documentation should be sufficient to show that standards of fieldwork have been observed
as follows:

a.

The work has been adequately planned and supervised.

b. A sufficient understanding of internal control has been obtained to plan the audit and to determine
the nature, timing, and extent of tests to be performed.

c. Sufficient competent evidential matter has been obtained through the auditing procedures applied
to afford a reasonable basis for an opinion.

.0 3 Examples of audit documentation are audit programs, analyses, memoranda, letters of confirmation
and representation, abstracts or copies of entity documents, and schedules or commentaries prepared or
obtained by the auditor. Audit documentation may be in paper form, electronic form or other media.
.0 4 The audit documentation should be sufficient to (a) enable members of the engagement team with
supervision and review responsibilities to understand the nature, timing, extent and results of auditing
procedures performed, and the evidence obtained; (b) indicate the engagement team member(s) who
performed and reviewed the work; and (c) show that the accounting records agree or reconcile with the
financial statements or other information being reported on.

.0 5 In determining the nature and extent of the documentation for a particular audit area or auditing
procedure, the auditor should consider the following factors:
•

Risk of material misstatement associated with the assertion, or account or class of transactions

•

Extent of judgment involved in performing the work and evaluating the results.

In December 2005, the AICPA's Auditing Standards Board issued SAS No. 103, Audit Documentation, which supersedes SAS No. 96.
Among other things, the SAS:
• Requires the auditor to prepare audit documentation in connection with each engagement in sufficient detail to provide an
experienced auditor with no previous connection to the audit a clear understanding of the work performed (including the
nature, timing, extent and results of audit procedures performed), the audit evidence obtained and its source, and the con
clusions reached.
• Provides enhanced guidance on matters that should be documented, including guidance on documentation that should be
retained.
• States that oral explanations on their own do no represent sufficient support for the work the auditor performed or conclusions
the auditor reached, but may be used by the auditor to clarify or explain information contained in the audit documentation.
• Requires the auditor to document audit evidence that is identified as being contradictory or inconsistent with the final con
clusions, and how the auditor addressed the contradiction or inconsistency.
• Requires that the auditor assemble the audit documentation to form the final audit engagement file within 60 days following
the report release date. After this date, the SAS requires the auditor not to delete or discard existing audit documentation, and
appropriately document any subsequent additions.
•
Specifies a minimum file retention period of five years from the report release date.
SAS No. 103 is effective for audits of financial statements for periods ending on or after December 15, 2006. Earlier application is
permitted.
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• The need to document a conclusion or the basis for a conclusion not readily determinable from the
documentation of the work performed

General Considerations
06

.
•

The following are some general considerations on audit documentation content that may be helpful.

Audit documentation should be sufficiently intelligible, clear and neat so that another auditor who
has had no previous connection to the audit can review the workpapers and understand:

— The nature, timing, and extent of auditing procedures performed to comply with SASs and
applicable legal and regulatory requirements;

— The results of the audit procedures performed and the audit evidence obtained;
— The conclusions reached on significant matters, and

— That the accounting records agree or reconcile with the audited financial statements or other
audited information.
•

The content of an individual working paper or group of related papers should include identification
of the (1) source of the information presented (e.g., fixed assets ledger, cash disbursements journal),
(2) the nature and extent of the work done and conclusions reached (by symbols and legend, narrative,
or a combination of both), and (3) appropriate cross-references to other working papers.

•

Before completion of the engagement, all questions or exceptions in the working papers should be
resolved. If for some reason the auditor must leave the assignment without resolving all items, he
should provide an open items listing on a separate temporary paper for the in-charge auditor's
attention. An unresolved exception or incomplete explanation in the working papers may be
construed by some as indication of an inadequate audit.

•

Information and comments in the audit documentation generally represent statements of fact and
professional conclusions. Accordingly, language should be clear and free from such vague judg
mental adjectives as "good" or "bad." Conclusions should be supported by documented facts,
especially if they concern the adequacy of the client's records.

•

Working papers should be viewed as an integrated presentation of information. The auditor should
cross-reference working papers to call attention to interaccount relationships and to reference a paper
to other working papers summarizing or detailing related information.

•

The preparer should view the working papers as if he were the in-charge auditor. All inferences and
conclusions should be supported in the working papers and no misleading or irrelevant statements
should be made.

•

It is preferable to have negative figures in audit documentation indicated by parentheses instead of
red figures to preserve their identity if the papers are photocopied or microfilmed.

Specific Considerations
.07 Audit documentation should include abstracts or copies of significant contracts or agreements that
were examined to evaluate the account for significant transactions. Additionally, audit documentation of
tests of operating effectiveness of controls and substantive tests of details that involve inspection of
documents or confirmation should include an identification of the items tested.
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Furthermore, the auditor should document audit findings or issues that in his or her judgment are
significant, actions taken to address them (including additional evidence obtained), and the basis for the final
conclusions reached. Significant audit findings or issues include the following:
.08

•

Matters that are both (a) significant and (b) involve issues regarding the appropriate selection,
application and consistency of accounting principles with regard to the financial statements, includ
ing related disclosures. These matters often relate to accounting for complex or unusual transactions.
In addition, these matters may refer to estimates and uncertainties, and if applicable the related
management assumptions.

•

Results of auditing procedures that indicate that the financial statements or disclosures could be
materially misstated or auditing procedures need to be significantly modified.

•

Circumstances that cause significant difficulty in applying auditing procedures that the auditor
considered necessary.

•

Other findings that could result in modification of the auditor's report.

.09 SAS No. 96 (AU section 339) amends SAS No. 59, The Auditors' Consideration of an Entity's Ability to
Continue as a Going Concern (AU section 341). The amendment adds a requirement for the auditor to
document:

•

The conditions or events that led him or her to believe that there is substantial doubt about the entity's
ability to continue as a going concern.

•

The work performed in connection with the auditors evaluation of management's plans

•

The auditor's conclusion as to whether substantial doubt about the entity's ability to continue as a
going concern for a reasonable period of time remains or is alleviated

•

The consideration and effect of that conclusion on the financial statements, disclosures, and the audit
report.

Timesaving Considerations
. 10 There are a number of ways to save time and avoid unnecessary detail in audit documentation
preparation. The following examples may be helpful.

•

Whenever possible, have the client's employees prepare schedules and analyses. (This, of course,
presupposes that the client has the necessary personnel to prepare the materials.)

•

Use of a detailed audit program may eliminate the need for lengthy comments in the audit documen
tation on the scope of audit procedures. (However, some believe that such comments are still
necessary when a detailed program is used; this is a matter of individual firm judgment.)

•

Analyze asset (or liability) accounts and their related expense or income accounts on the same
working paper. Examples include property, plant, and equipment, accumulated depreciation and
related depreciation expense; notes receivable, accrued interest receivable and interest income; notes
payable, accrued or prepaid interest, and interest expense; and accrued taxes and related provisions
for tax expense.

•

Avoid unnecessary computations. For example, if only the totals are meaningful and can be tested
by a single independent computation, check the total and avoid unnecessary checking of details.

•

Consider using carryforward analyses for accounts that tend to remain constant each year or vary
only in accordance with a constant predetermined formula. Examples may include long-term assets
and related depreciation or amortization such as plant, equipment, and intangibles, long-term debt
with predetermined payment schedules, and capital stock.
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Consider using adding machine tapes instead of writing separate lists. Enter names or explanations
on the tapes, when appropriate.

• Use symbols (tick marks) whenever possible, especially when the same symbol applies to several
working papers.

Symbols (Tick Marks)
.

11

When using symbols, it should be helpful to consider the following basic concepts:

•

Symbols are merely a shorthand means of explaining a work step performed on a particular item of
data. Symbols serve as means of conserving time and space and, if properly used, may ease review
of the audit documentation.

•

For a working paper to be clear to a reviewer or other reader, each symbol must be clearly explained.
The explanation may be located on the same page as the items subjected to the work step, or on a
separate legend that is clearly cross-referenced to and from the page that presents the applicable
items.

•

Symbols should be kept simple, distinctive and clear so they can be quickly written by the preparer
and easily identified by a reviewer.

. 12 Applying these basic concepts is not that simple. Various auditors have conflicting notions about
symbols. For example, some believe a set of standardized symbols can expedite preparation and review.
Others believe that a set of standardized symbols is impractical because it lacks flexibility. Because it is
generally agreed that symbols are an effective timesaver, it is desirable for firms to establish and communicate
a policy on their use to maximize their potential effectiveness.
. 13 Commonly used symbols, as noted, should be simple and distinctive, not elaborate hieroglyphics.
The most common are variations on a simple checkmark—for example, a checkmark with a slash, a
checkmark with a circle at the end, a double checkmark, and any one of these within a circle. This abbreviated
listing alone provides eight distinctive tick marks. Symbols may also include circled letters or numbers.

[The next page is 6401.]
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Organization and Filing (Indexing)
.01 Some auditors organize their audit documentation during the course of an engagement into general
categories such as the following:

•

Planning and administration.

•

Internal control understanding and assessment of control risk.

•

Substantive test audit documentation arranged in order of the balance sheet and income statement
classifications.

•

Trial balances, consolidating working papers, journal entries (adjustments, reclassifications, elimina
tions for consolidation), and potential entries.

•

Draft reports, financial statements, and notes.

•

Programs, checklists, and questionnaires (some keep these as separate units, others interfile them
among working papers by statement classifications).

•

General matters such as current minutes, contracts, and articles of incorporation that may apply to
future engagements as well as current work.

Under this approach, actual indexing and filing would be deferred until the conclusion of the engagement.

Predetermined Indexing
. 02 Other practitioners and firms may use a predetermined indexing approach so that working papers
can be indexed while the field work is still in progress. This offers the following advantages:

•

Better control over audit documentation during the performance of field work.

•

Constant arrangement of audit documentation in logical order to aid in review.

•

Less time required in assembling and binding them into indexed files.

•

Quicker access to specific audit documentation after it is filed.

.03 Predetermined indexing involves establishing a standard code for each section of the audit documen
tation, using letters and numbers, or numbers only. For example—

Two Possible
Alternatives
Working trial balance—assets..........................................................................

T/B-l

Working trial balance—liabilities....................................................................

B/S-A
B/S-L

Working trial balance—income & expense....................................................
Cash summary schedule....................................................................................

P/L
A

T/B-3

Receivables summary schedule.......................................................................

B

20

Inventory summary schedule..........................................................................

C

30
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.04 Predetermined indexing requires recognition of the need for flexibility to meet unanticipated audit
documentation needs or specialized industry requirements and it requires care to avoid undue complexity.
Excessively complex references may obstruct rather than ease audit documentation preparation, cross
referencing and filing. Accordingly, it is helpful to develop an organizational plan adaptable to each section
of the audit documentation. For example, some accountants classify working papers as lead schedules,
primary detail, and secondary detail which might result in the following classification scheme for the above
examples for cash:

Using Letters and
Numbers

Lead schedule.................................................................................
Primary detail schedules.............................................................
Secondary detail schedules..........................................................

Using Only
Numbers

(A)
(A-l) (A-2) etc.
(A-l-1) (A-l-2) (A-l-3)
(A-2-1) (A-2-2) (A-2-3)

(10)
(10-1) (10-2) etc.
(10-1-1) (10-1-2)
(10-2-1) (10-2-2)

.05 Predetermined (standardized) indexing systems may be printed on separate pages for reference
during the performance of field work and insertion in the front of audit documentation binders or files when
the work is completed. Some firms have their uniform indexing systems printed directly on their file or binder
covers.

.06 A well-organized indexing system need not be too complex. On a fairly small engagement, the
indexing system may be a lead schedule divider tab between each major group of accounts with the name
of the account on it (e.g., cash or accounts receivable) with the related workpapers filed behind the lead
schedule without being individually indexed. At the completion of the engagement, the pages can be
consecutively numbered within each account group (e.g., 1 of 10, 2 of 10, etc.), since there typically are not
numerous or complex layers of supporting schedules, extensive cross-referencing can be avoided.
.07 On large engagements, particularly those with detailed charts of accounts, firms may consider it
necessary to develop more complex indexing systems. In one such system, standard index number series are
assigned as follows:

Current audit documentation................................................................................
Permanent file..........................................................................................................

1000—7000
7100—9999

.08 In this system, each index number consists of four digits, with the addition decimals if necessary.
Numbers ending with double zero are reserved for lead schedules whose total agrees with a line item on the
working trial balance (index 1400). Single zeros are used for specific types of accounts (such as 2010, petty
cash funds).
.09 Certain index numbers can be permanently assigned to each major financial statement classification.
For instance, index 2000 may be assigned to cash. If various bank accounts exist, the cash schedules are
assigned index numbers 2002, 2003, etc. Documentation such as supporting confirmations and lists of
outstanding checks would be assigned index numbers commencing with 2001.1, 2001.2, etc. As for the
permanent audit documentation file, index 9300, for example, may be assigned to internal control. Accord
ingly, flowcharts and related questionnaires would be assigned index numbers in that series.

Current and Permanent Files
.10 Audit documentation files are generally classified as current files and permanent (continuing) files.
Current files contain information that is pertinent to a single engagement. Permanent files include informa
tion relevant to several recurring engagements. Some firms have their binder or file covers preprinted as
current or permanent accompanied by pertinent portions of their uniform audit documentation indexes.
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.11 A common challenge to many auditors is to keep the permanent file complete and current, and free
from outdated or irrelevant materials that belong in an inactive file of superseded materials.

.12 Some auditors who have confronted one too many unwieldy permanent files believe all audit
documentation should be classified as current with certain materials designated as matters of continuing
interest to be carried forward each year until they become outdated. Under this approach, a firm may preprint
its complete index on one type of file or binder cover and provide space to indicate whether specific contents
are continuing or carryforward in nature.
.13 The permanent files should be reviewed and updated, as needed, annually. Examples of documents
that may be found in permanent files are listed in AAM section 6400.15.

Practice Tip
The audit documentation files should contain copies of final executed documents. Any drafts or unsigned
versions of documents should be replaced with final versions.

Audit Documentation Retention1
.14 Determining the proper periods for retaining records is a major decision for practitioners. Records
should be preserved for only as long as they serve a useful purpose or until all legal requirements are met.
Record retention periods vary among firms; however, retention periods should generally correspond with
the longest statute of limitations prevailing in each state for breach of contract, breach of fiduciary duty, and
professional liability claims.
.15 Audit documentation may be retained permanently or for periods corresponding with the longest
state statute of limitations, as noted above. Generally, certain audited financial statement work-paper data,
such as accounts receivable confirmations are destroyed after ten years. Examples of audit documentation
that should be retained permanently include auditor's reports, reports filed with the SEC, tax returns for
current clients, and audit documentation for current clients. Some firms divide the retention period into two
parts, records are first filed in the office and later placed in storage (e.g., three years in the office and then
permanently in storage). Other records, such as audit documentation files for former clients, may be retained
for three years in the office, seven years in storage and then destroyed after the retention period. No material
should be destroyed without the specific approval of the engagement partner. An annual schedule should
be established for reviewing and purging firm data. Since there is substantial variation in the retention
periods used by firms, each firm should carefully consider its requirements and consult with legal counsel
before adopting a retention period.
.16 For further guidance on record retention, see the AICPA Management of an Accounting Practice
Handbook.

Ownership and Confidentiality of Audit Documentation
.17 Audit documentation is the property of the auditor, and some states recognize this right of ownership
in their statutes.
1 In December 2005, the AICPA's Auditing Standards Board issued SAS No. 103, Audit Documentation, which supersedes SAS No. 96,
Audit Documentation. SAS No. 103 states that the auditor should adopt reasonable procedures to retain and access audit documentation
for a period of time sufficient to meet the needs of his or her practice and to satisfy any applicable legal or regulatory requirements for
records retention. Such retention period, however, should not be shorter than five years from the report release date. Statutes,
regulations, or the audit firm's quality control policies may specify a longer retention period. SAS No. 103 is effective for audits of
financial statements for periods ending on or after December 15, 2006. Earlier application is permitted.
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.18 The auditor has an ethical and in some situations a legal obligation to maintain the confidentiality of
client information. Because audit documentation contains confidential client information, the auditor should
adopt reasonable procedures to maintain the confidentiality of that information.
.19 The auditor should adopt reasonable procedures to prevent unauthorized access to the audit
documentation.
.20 Certain audit documentation may sometimes serve as a useful reference source for the client, but it
should not be regarded as part of, or a substitute for, the client's accounting records.

Index Topics
.21 The following is a list of topics to consider in developing a standard index for audit documentation.
This list is detailed, but is by no means all-inclusive. For example, specialized industries such as life insurance
and banking need other specialized topics. Several of the topics may be eliminated, condensed or expanded,
depending on the auditor's needs and preferences. Topics that some auditors prefer to include in both the
permanent and current files or only in the permanent files are followed by the letter (P).
Planning and administration
•

Time & budget data

•

General correspondence & memos

•

Planning memos—current

•

Planning notes & confirm copies for use in next engagement

•

Engagement letters

•

Schedules & analyses to be prepared by client

•

Minutes

•

Checklist of an administrative nature if required by firm policy

Audit or work program (Note 1)
Matters of continuing concern
•

Client's industry—background (P)

•

Description & brief history of client (P)

•

Data & ratio analysis of client's operations (P)

•

Client's facilities (P)

•

Articles of incorporation (P)

•

Bylaws (P)

•

Current contracts & agreements (P)

— Debt agreements (P)
— Leases (P)
— Labor contracts (P)
— Agreements with officers & key people (P)

— Pension plans (P)
AAM §6400.18
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—

Profit-sharing plans (P)

—

Stock warrants (P)

—

Stock options (P)

—

Other agreements (P)

•

Client's accounting policies & procedures (P)

•

Carryforward analyses (Note 2)

6405

Internal control
•

Internal control questionnaire, narratives, flowcharts, etc. (Note 3)

•

Initial assessment of control risk memos

•

Tests of controls

Reports, financial statements and footnotes, trial balances, and assembly sheets

•

Reports & financial statements (including letter, if any, on reportable conditions in internal control)

•

Consolidating working papers

•

Consolidation eliminating entries

•

Trial balance

•

Adjusting journal entries

•

Reclassification journal entries

•

Recap of possible adjusting entries

•

Assembly sheets supporting footnote disclosures (if the information is not included elsewhere in the
audit documentation)

•

Disclosure checklists (if required by firm policy)

•

Supporting schedules (if required for reports to regulatory bodies or other reports)

•

Tax return information & work sheets (Note 4)

Assets
•

Cash

•

Marketable securities (and related income)

•

Notes receivable (and related interest)

•

Accounts receivable

—

Summary and analyses

—

Confirmation procedures (Notes 2 and 5)

•

Allowance for doubtful accounts & notes (Note 2)

•

Inventories
—

Summary and analyses

—

Price tests, cost & market

—

Obsolescence review
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•

Prepaid expenses

•

Other current assets

•

Investments

•

Property, plant & equipment, and accumulated depreciation, depletion & amortization (Note 2)

•

Intangible assets, deferred charges & amortization (Note 2)

•

Other assets

•

Intercompany accounts

9-06

Liabilities
•

Notes payable (and related interest)

•

Accounts payable

•

Accrued liabilities other than income taxes

•

Accrued income taxes (current & deferred), related provisions & credits (Note 2)

— Federal
— State & local
•

Other current liabilities

•

Long-term debt (including current maturities and capitalized leases) (Note 2)

•

Other long-term liabilities

•

Deferred income (Note 2)

Commitments and contingencies
•

Attorneys' letters

•

Abstracts of commitments & contingencies noted during review of minutes, contracts & agreements,
confirmation responses, etc.

•

Subsequent events review

•

Management representation letter

Equity (capital accounts) (Note 2)

•

Capital stock

•

Additional paid-in capital

•

Treasury stock

•

Retained earnings

•

Partnership capital

Revenue and expenses
•

Operating revenues

AAM §6400.21
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•

Cost of sales

•

Selling, general & administrative

•

Other operating expenses

•

Other income

•

Other expense

•

Extraordinary & unusual items

•

Secondary schedules

6407

— Maintenance & repairs
— Taxes other than income taxes

— Rents
—

Royalties

—

Advertising costs

—

Legal fees

—

Interest expense recap

Notes to User:
1.

Alternate practices of filing audit programs include:
(a)

Putting the program in a binder that is separate and distinct from the current and permanent
files.

(b)

Putting the signed off program in the current file.

(c)

Keeping a master copy of the program in the permanent file with the signed off copies dispersed
among the related audit documentation segments in the current file.

2.

Certain classifications may lend themselves to carry-forward audit documentation. Examples include
allowances for doubtful accounts, brief summaries of confirmation response statistics, accumulated
depreciation and amortization, deferred income taxes and open tax positions, long-term debt, and
capital accounts.

3.

Internal control questionnaires may be filed as separate binders or as part of current of permanent
files.

4.

Some firms and practitioners keep tax return preparation working papers in files that are completely
separate from other types of engagement working papers.

5.

For situations involving voluminous confirmation responses or bulk inventory listings, the bulk
materials may be filed in separate binders that are cross referenced to the pertinent audit documen
tation (for example: accounts receivable, accounts payable, and inventory).

[The next page is 7001.]
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AAM Section 7000

Correspondence, Confirmations
& Representations
These samples are presented for illustrative purposes only. They are intended as
mere conveniences for users of this Manual who may want points of departure
when designing their own formats to meet their individual needs. These
illustrations are neither all inclusive nor are they prescribed minimums. Auditors
and accountants are to rely on professional standards and their individual
professional judgment in determining what may be needed in the circumstances.
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AAM Section 7100

Control of Confirmations
and Correspondence
.01 Generally, clients prepare correspondence and confirmation requests on their own letterhead and submit
to the auditor the signed originals and copies. The auditor may obtain one or more copies to serve as file copies
for the current audit documentation, second requests and manuscript copies for the next engagement.
.02 There are two types of confirmation requests: the positive form and the negative form. Some positive
forms request the respondent to indicate whether he or she agrees with the information stated on the request.
Other positive forms, referred to as blank forms, do not state the amount (or other information) on the
confirmation request, but request the recipient to fill in the balance or furnish other information.
.03 The negative form requests the recipient to respond only of he or she disagrees with the information
stated on the request. Negative confirmation requests may be used to reduce audit risk to an acceptable level
when (a) the combined assessed level of inherent and control risk is low, (b) a large number of small balances
is involved, and (c) the auditor has no reason to believe that the recipients of the requests are unlikely to give
them consideration.

.04 The confirmation requests should be reviewed to the extent the auditor considers necessary. For example,
the auditor may perform the following for accounts receivable confirmation requests before they are mailed:

•

Compare the names and addresses to the client's records.

•

Compare balances per confirmation requests to the subsidiary ledger.

.05 The requests would then be stuffed in envelopes and submitted to the post office under the auditor's
control.

.06 The auditor controls the mailings and receipt of responses so that the confirmation process is
independent of the client.

.07 Mailing envelopes have the auditor's office or post office box number as the return address so that
undeliverable letters are returned to the auditor and not to the client. For mailings, the auditor may provide
the envelopes or affix a label on the client's envelope that covers the client's return address and replaces it
with the auditor's address.
.08 Reply envelopes addressed to the auditor are enclosed with the request letter. Reply envelopes
generally have prepaid postage to encourage responses. Some auditors also use codes on the reply envelopes
so that responses may be sorted by engagement before the mail is opened. This feature may be particularly
useful when there are several engagements that involve voluminous mailings.
.09 If the client objects to use of the auditor's name and address, some auditors suggest that a post office box
in the client's name be used, with the returns to be opened under the auditor's control for the confirmation process,
and that the post office be instructed that after the box is closed subsequent mail be forwarded to the auditor.

[The next page is 7201.]
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Requests for Confirmations and Related Materials

AAM Section 7200

Requests for Confirmations and
Related Materials
Wording of Confirmation Request Forms
.01 Forms and correspondence used for confirmation requests should state clearly that the client is
requesting that a reply be sent to the CPA. Forms and correspondence used for information requests for
engagements other than audits should not refer to "an audit." They should also use the term "accountant(s)"
rather than "auditors." Suggested wording follows:
Please send the following information to our certified public accountants (name and address
of accountants) who are performing accounting services for the company.

.02 The samples of correspondence in this section include language that refers to auditors and an audit
of the client's financial statements on the assumption that an audit is being performed. This language needs
to be modified if services other than an audit are being performed.
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Request for Bank Cutoff Statement
[Prepared on Client's Letterhead]

[Date]
Financial Institution Official
First United Bank
Anytown, USA 00000
In connection with an audit of the financial statements of (name of client) as of (balance-sheet date) and for the
(period) then ended, we request that you send the following information directly to our auditors (name and
address of auditors) as of close of business (balance-sheet date):

1. The information requested on the enclosed standard form(s) to confirm account balance information
with your financial institution.
2. For the account numbers listed below, statement(s) of our account(s) and the related paid checks for
the period from (balance-sheet date) to (two weeks subsequent to the balance-sheet date) inclusive.

Account Name

Account Number

Sincerely,

[Name of Customer]

By:________________________________

Notes: (A) This letter should be addressed to a financial institution official who is responsible for the
financial institution's relationship with the client or is knowledgeable about the transactions or
arrangements. Some financial institutions centralize this function by assigning responsibility for
responding to confirmation requests to a separate function. Independent auditors should ascer
tain the appropriate recipient.
(B) The request should be sent at least ten days prior to the audit date so the bank will be able to
provide the information requested and to render the cutoff statements as requested. If the request
does not reach the bank before the cutoff date, the cutoff statement will include transactions after
that date.

(C) The letter may also include requests for:
•

Confirmation of all securities or other items held for the clients account as of the closing date
for collection or safekeeping, or as agent or trustee (a listing should be provided including
titles and account numbers).

•

Confirmation of the list of authorized signers for the above accounts. (This may have been
previously requested at a preliminary date in connection with assessment of control risk.)
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.04
STANDARD FORM TO CONFIRM ACCOUNT
BALANCE INFORMATION WITH FINANCIAL INSTITUTIONS
CUSTOMER NAME

Financial

[

]

[

]

Institution's
Name and

Address

1.

At the close of business on the date listed above, our records indicated the following deposit balance(s):
ACCOUNT NAME

2.

We have provided to our accountants the following information as of the close
of business on_____________ , 20_____ , regarding our deposit and loan
balances. Please confirm the accuracy of the information, noting any exceptions
to the information provided. If the balances have been left blank, please complete
this form by furnishing the balance in the appropriate space below.
*
Although we
do not request nor expect you to conduct a comprehensive, detailed search of
your records, if during the process of completing this confirmation additional
information about other deposit and loan accounts we may have with you comes
to your attention, please include such information below. Please use the enclosed
envelope to return the form directly to our accountants.

ACCOUNT NO.

*
BALANCE

INTEREST RATE

We were directly liable to the financial institution for loans at the close of business on the date listed above as follows:
ACCOUNT NO./
DESCRIPTION

*
BALANCE

DATE DUE

INTEREST RATE

DATE THROUGH WHICH
INTEREST IS PAID

DESCRIPTION OF COLLATERAL

(Date)

(Customer's Authorized Signature)

The information presented above by the customer is in agreement with our records. Although we have not conducted a comprehen
sive, detailed search of our records, no other deposit or loan accounts have come to our attention except as noted below.

(Financial Institution Authorized Signature)

(Date)

(Title)

EXCEPTIONS AND/OR COMMENTS

Please return this form directly to our accountants:
[

Ordinarily, balances are intentionally left blank if they are not
available at the time the form is prepared.

r

Approved 1990 by American Bankers Association, American Institute of Certified Public Accountants, and

]

]

D451 5951

Bank Administration Institute. Additional forms available from: AICPA—Order Department, P.O. Box 1003, NY, NY 10108-1003
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9-00

Request for Confirmation of Petty Cash Fund and Advances to Employees
[Prepared on Client's Letterhead]

[Date]

[Name]
[Address]
Our auditors, (name and address of auditors) are conducting an audit of our financial statements. Accordingly,
please confirm directly to our auditors the balance of the petty cash fund (or amount of advances) in your
possession as of December 31, 20XX which was shown by our records as $.
Please indicate in the space provided below whether the amount above agrees with your records. If not,
please send the auditors any information you have that will help them reconcile the difference.

After signing and dating your reply, please return it directly to the auditors. A stamped, addressed enveloped
is enclosed for your convenience.
Very truly yours,

[Client's Authorized Signature]

The foregoing information is in agreement with my records as of December 31, 20XX with the following
exceptions (if any):

Date: Signed:
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Securities and Cash in Custodian or Trust Accounts

[Prepared on Client's Letterhead]
[Date]

[Name of Custodian or Trustee]
[Address]
Our auditors, (name and address of auditors) are conducting an audit of our financial statements. Accordingly,
please confirm directly to our auditors the enclosed list of securities owned at (date) and the amount of
principal and income of cash held by you at that date for each of the following accounts [Notes (B) & (C)]:
(If a list is not obtained from the client, the auditor should complete the following for each account:

Account No. [Note (A)]

Amount Held

1.

_________________________

_________________________

2.

_________________________

_________________________

Name of Account

3.

)

Please also indicate to the auditors whether to your knowledge any of the securities are pledged or otherwise
encumbered.
Please mail your reply directly to the auditors. A stamped, addressed envelope is enclosed for your
convenience.

Very truly yours,

[Client's Authorized Signature]

Notes: (A) Use the custodian or trustee's account number.

(B)

This letter may be expanded, if necessary, to request cutoff statements of activity (principal and
interest) in the accounts.

(C)

Sometimes this request is combined with a request for cutoff bank statements and the standard
form to confirm account balance information with financial institutions. However, it may be more
practical to send separate letters because a bank's commercial banking and trust departments are
usually separate operations.
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Securities Held by Brokers

[Prepared on Client's Letterhead]

[Date]

[Broker's Name]
[Address]
In connection with the audit of our financial statements, please send directly to our auditors (name and address
of auditors), a statement of our account(s) with you as of (date), indicating the following information:
1.

Securities held by you for our account.

2.

Securities out for transfer to our name.

3.

Any amounts payable to or due from us.

Please mail your reply directly to the auditors. A stamped, addressed envelope is enclosed for your
convenience.

Very truly yours,
[Client's Authorized Signature]

Notes: (A) The request should be sent so it reaches the broker sufficiently in advance of the listing date for
the broker to respond in a practical manner.
(B)

It may be helpful to include the account number(s) used by the broker for the client's account(s).
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Sample Receipts for Return of Cash or Securities Counted by Auditor's Representative, and Cutoff
Bank Statements Received Directly by the Auditors

Cash Count

The above detailed items were counted in my presence and returned to me intact by (individual's name),
representative of (auditor's firm name).
(Date and Time)

Custodian:

(Custodian's Signature)
Securities Count

Received intact from (individual's name), representative of (auditor's firm name), the securities listed above
contained in Box
of the (name of bank or custodian) which were counted by him or her in my presence
(or presented to him or her for count).

Date and Time:

Signed:

Title:__________
Cutoff Bank Statement(s)
Received intact from (individual's name), representative of (auditor's firm name), the cutoff bank statements
and related paid checks for the period from
to(periods indicated) for the accounts
listed below:

Date and Time:________________________

Signed:__________________________________________

Title:_____________________________________________

Notes: (A) Receipt(s) should be written and signed in ink.

(B) For counts of petty cash funds, the receipt may be written directly on the bottom of the petty
cash-count working paper. For security counts and returns of cutoff bank statements, the receipt
may be prepared as a separate working paper.
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Accounts Receivable—Positive
[Prepared on Client's Letterhead]

[Customer Name]
[Address]

In connection with the audit of our financial statements, please confirm directly to our auditors (name and
address of auditors) the amount of your indebtedness to us which according to our records as of (date) amounted
to $.
If the amount shown is in agreement with your records. Please check "A" below.
If the amount is not in agreement with your records, please check and complete "B" below.

After checking the appropriate response, please sign and date your reply and mail it directly to our auditors
in the enclosed envelope. DO NOT SEND ANY PAYMENTS to our auditors.

Very truly yours,
[Client's Authorized Signature]

A

The balance above agrees with my records.

B

My records show a balance of $

The difference may be due to the following:

[Signed, by]

[Date]
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Requests for Confirmations and Related Materials

Accounts Receivable—Negative

[May be a sticker or stamp used on client's statements to customers]

PLEASE CHECK THIS STATEMENT
If this statement is not correct please write promptly (using the enclosed envelope), giving
details of any differences, directly to our auditors,
[Name of auditors]

[Address of auditors]

who are now conducting an audit of our financial statements.

If you do not write to our auditors, they will consider this statement to be correct.
Remittances should NOT be sent to the auditors.

Notes: (A) A negative confirmation may also be requested in letter form using similar wording.
(B) The auditor should consider sending confirmation requests at the time of the client's regular
monthly billings. Coordination of confirmation procedures with the client's routine preparation
and mailing of statements may offer efficiency to both the auditor and client.

(C) Negative confirmation requests may be used as substantive procedure to reduce audit risk only
when three conditions exist: (1) the combined assessed level of inherent and control risk is low,
(2) a large number of small balances is involved, and (3) the auditor has no reason to believe that
the recipients of the request are unlikely to give them consideration.
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Notes Receivable
[Prepared on Client's Letterhead]

[Date]
[Name]
[Address]

Our auditors (name and address of auditors) are performing an audit of our financial statements. Accordingly,
please confirm directly to our auditors the amount of your indebtedness due us as of (date), which our records
show as follows:
Type of indebtedness_______________________________________________________________
Initial date of indebtedness_______________________________________________________________
Original amount of indebtedness_______________________________________________________________
Unpaid principal_______________________________________________________________
Interest rate_______________________________________________________________
Interest paid to_______________________________________________________________
Periodic payments required-----------------------------------------------------------------------------------------------Description of collateral------------------------------------------------------------------------------------------------

If the above information is in agreement with your records, please so indicate by signing in the place provided
below and return the copy of this letter directly to our auditors in the enclosed envelope.
If the above is not in agreement with your records, please so note in the space provided the particulars shown
in your records and any information which may help reconcile the difference from our records. Payments
should not be sent to the auditors.

Very truly yours,
[Client's Authorized Signature]
The above information is correct as of (date) with the following exceptions (if any):

Date: Signed:
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Inventories Held by Warehouses or Others When Listing Is Not Provided by Client
[Prepared on Client's Letterhead]

[Date]

[Name of Warehouse]
[Address]
Our auditors (name and address of auditors) are conducting an audit of our financial statements. Accordingly,
please send directly to our auditors the following information about merchandise held in your custody for
our account at (date):
1.

Quantities on hand; for each lot please indicate the following:

a.

Lot number (list each lot separately)

b.

Date received

c.

Kind of merchandise

d.

Unit of measure or package

(1)

Number of units

(2)

Kind of units (box, can, crate, quart, pound, dozen, etc.)

2.

A statement about how you determined the above requested quantities; specify whether they were
determined by physical count, weight or measure, or if they represent your book record.

3.

A list of negotiable or nonnegotiable warehouse receipts issued, if any, and whether or not such
receipts have, to your knowledge, been assigned or pledged.

4.

Statement of any known liens against this merchandise.

5.

Amount of unpaid charges, if any, as of (date).

Please mail your reply directly to the auditors. A stamped, addressed envelope is enclosed for your
convenience.

Very truly yours,
[Client's Authorized Signature]
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Inventories Held by Warehouses or Others When Listing Is Provided by Client
[Prepared on Client's Letterhead]

[Date]
[Name of Warehouse]
[Address]

Our auditors (name and address of auditors) are conducting an audit of our financial statements. Accordingly,
please confirm directly to our auditors the following information about the merchandise held by you for our
account as of (date):
1. The correctness of the quantities shown on the enclosed listing of such merchandise prepared from
our records (a second copy is enclosed for your files). If the enclosed listing differs from the quantities
you held for us as of (date), please include details of the specific differences in your response to our
auditors.

2. Your statement on how you determined the correctness of the quantities you are confirming; please
specify whether determined by physical count, weight or measure, or whether the quantities are from
your records.
3. A list of negotiable or nonnegotiable warehouse receipts issued, if any, and whether or not such
receipts have, to your knowledge, been assigned or pledged.
4. Statement of any known liens against these goods.
5. Amount of any unpaid charges as of (date).

Please mail your reply directly to (name and address of auditors). A stamped, addressed envelope is enclosed
for your convenience.
Very truly yours,

[Client's Authorized Signature]
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.14
STANDARD CONFIRMATION INQUIRY
FOR LIFE INSURANCE POLICIES

LIFE INSURANCE STANDARD CONFIRMATION INQUIRY

RETURN

[

Developed by American Institute of
Certified Public Accountants
Life Office Management Association
and Million Dollar Round Table
]

Date:

TO:

Your completion of the following report will be sincerely
appreciated. IF THE ANSWER TO ANY ITEM IS “NONE,”
PLEASE SO STATE. Use the enclosed envelope to return the
original directly to our accountant (see name to left).

REPORT

I

]

[

]

FROM

Yours truly,
(Name of owner as shown on policy contract)

By________________________________________________
Authorized Signature

INSURANCE
COMPANY

Information requested as of:__________________
]

I

(Date)

Policy #1
Additional forms available from

Policy #2

Policy #3

A. Policy Number

AICPA-ORDER
PO BOX 0946

NYC, NY 10108-0946

B. Insured-Name(s)
C. Beneficiaries as Shown on Policies
(If Verification Requested in Item 11)

1 Face Amount of Basic Policy
2 Values Shown as of (Insert Date If Other Than Date Requested)

3 Premiums, Including Prepaid Premiums, Are Paid to (Insert Date)
4 Policy Surrender Value (Excluding Dividends, Additions &
Indebtedness Adjustments)
5 Surrender Value of All Dividend Credits, Including
Accumulations & Additions

6 Termination Dividend Currently Available on Surrender
7 Other Surrender
Values Available
to Policy
Owner

a. Prepaid Premium Value

b. Premium Deposit Funds
c. Other

8 Outstanding Policy Loans, Excluding Accrued Interest
9 If Any Policy Loans
Exist, Complete
Either “a” or “b”

a. Interest Accrued on Loans

b1. Loan Interest is Paid to (Enter Date)
b2. Interest Rate is (Enter Rate)

NOTE: PLEASE ANSWER ANY ITEM(s) 10 -12 INDICATED BY A (/).
□ 10 Is There an Assignee of Record? (Enter Yes or No)

□ 11 Is Beneficiary of Record as Shown in Item C. Above?
(Enter Yes or No
*)

*

*

*

□ 12 Is the Name of Policy Owner (Subject to Any Assignment) as Shown on Top of Form: □ Yes □ No
If No, Enter Name of Policy Owner of Record:

* If Answer to Item 11 is “No.” Please Give Name of Beneficiary
or Date of Last Beneficiary Change:

Yours truly, (Insurance Company)

ORIGINAL
To be mailed to accountant

AICPA Audit and Accounting Manual
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STANDARD CONFIRMATION INQUIRY
FOR LIFE INSURANCE POLICIES

LIFE INSURANCE STANDARD CONFIRMATION INQUIRY

RETURN

[

Developed by American Institute of
Certified Public Accountants
Life Office Management Association
and Million Dollar Round Table
]

Date:

TO:

Your completion of the following report will be sincerely
appreciated. IF THE ANSWER TO ANY ITEM IS “NONE,”
PLEASE SO STATE. Use the enclosed envelope to return the
original directly to our accountant (see name to left).

REPORT

[

]

[

]

FROM

Yours truly,
(Name of owner as shown on policy contract)

By________________________________________________
Authorized Signature

INSURANCE
COMPANY

Information requested as of: __________________
[

(Date)

]

Policy #2

Policy #1
Additional forms available from

Policy #3

A. Policy Number

AICPA-ORDER
PO BOX 0946

NYC, NY 10108-0946

B. Insured-Name(s)

C. Beneficiaries as Shown on Policies
(If Verification Requested in Item 11)

1 Face Amount of Basic Policy

2 Values Shown as of (Insert Date If Other Than Date Requested)
3 Premiums, Including Prepaid Premiums, Are Paid to (Insert Date)

4 Policy Surrender Value (Excluding Dividends, Additions &
Indebtedness Adjustments)
5 Surrender Value of All Dividend Credits, Including
Accumulations & Additions
6 Termination Dividend Currently Available on Surrender

7 Other Surrender
Values Available
to Policy
Owner

a. Prepaid Premium Value

b. Premium Deposit Funds
c. Other

8 Outstanding Policy Loans, Excluding Accrued Interest
9 If Any Policy Loans
Exist, Complete
Either “a” or “b”

a. Interest Accrued on Loans

b1. Loan Interest is Paid to (Enter Date)
b2. Interest Rate is (Enter Rate)

NOTE: PLEASE ANSWER ANY ITEM(s) 10-12 INDICATED BY A (/).
□ 10 Is There an Assignee of Record? (Enter Yes or No)
□ 11 Is Beneficiary of Record as Shown in Item C. Above?
(Enter Yes or No
*)

*

*

□ 12 Is the Name of Policy Owner (Subject to Any Assignment) as Shown on Top of Form: □ Yes □ No
If No, Enter Name of Policy Owner of Record:

* If Answer to Item 11 is “No.” Please Give Name of Beneficiary
or Date of Last Beneficiary Change:

Yours truly, (Insurance Company)

DUPLICATE

Date

AAM §7200.14
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Pension Plan Actuarial Information

FASB Statement No. 132R, Employers' Disclosures about Pensions and Other Postretirement Benefits—an amend
ment of FASB Statements No. 87, 88, and 106 (AC P16 and P40), provides reduced disclosure requirements for
nonpublic companies. Part C of this letter assumes companies have elected the reduced disclosures allowed
by that statement. Paragraph 8 of FASB Statement No. 132 describes the reduced disclosure requirements.
For companies not electing the reduced disclosures, information required for disclosure can be obtained from
Parts B and D of the letter.
[Prepared on Client's Letterhead]

[Date]

[Name of Actuary]
[Address]
In connection with the audit of our financial statements for the period ending (balance-sheet date) by our
independent auditors (name and address of auditors), please furnish them the information described below as
it pertains to the XYZ Pension Plan, which is a defined benefit plan. For your convenience in response to
those requests, you may supply pertinent sections, properly signed and dated, of your actuarial report, or
pension expense report, if they are available and if they contain the requested information.

A. Please provide a brief description of the following:
1. The employee group covered.

2. The benefit provisions of the plan used in the calculation of the net periodic pension cost for the
period and of the accumulated benefit obligation and the projected benefit obligation at the end of
the period. Please identify any such benefit provisions that had not taken effect in the year. Please
also provide the date of the most recent plan amendment included in your calculation. Please identify
any participants or benefits excluded from the calculations, such as benefits guaranteed under an
insurance or annuity contract.
3. The percentages of the plan's assets that are invested in debt securities, equity securities, real estate,
and any additional classifications of investment. Please identify the target compositions, if any, for
the aforementioned classifications of investment groups.
4. A narrative description of the plan's investment policies and strategies, and the basis used to
determine the expected long-term rate of return on plan assets.

5. The method and the amortization period, if any, used for the following:
a.

Calculation of a market-related value of plan assets, if different from the fair value.

b.

Amortization of any transition asset or obligation.

c.

Amortization of unrecognized prior service cost.

d.

Amortization of unrecognized net gain or loss.

6. Any substantive commitments for benefits that exceed the benefits defined by the written plan that
are included in the calculations.
7. Determination of the value of any insurance or annuity contracts included in the assets.
8. Nature and effect of significant plan amendments and other significant matters affecting compara
bility of net periodic pension cost, funded status, and other information for the current period with
that for the prior period.

9. The following information relating to the employee census data used in calculating the benefit
obligations and pension cost:
a.

The source and nature of the data is
was collected is.

b.

The following information concerning participants:

AICPA Audit and Accounting Manual
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Compensation
(if applicable)

Currently receiving payments
Active with vested benefits
Terminated with deferred vested benefits
Active without vested benefits
Other (describe)

Note: If information is not available for all the above categories, please indicate the categories that have been grouped
and describe any group or groups of participants excluded from the above information.
c.

Information for the following individuals contained in the census:
Participant's
Name or Number

Date Hired
Age or
or Years
Birth Date ________________
Sex
Salar
y
of Service
_______________

___

____ ______________

Note to Auditor: The auditor should select information from employer records to compare with the census data used
by the actuary. In addition, the auditor may wish to have the actuary select certain census data from his/her files to
compare with the employer's records.
B.

Please provide the following information on the net periodic pension cost for the period ending on

1.
2.
3.
4.

5.
6.

Service *cost
Interest cost
*
Expected return on assets
*
Other components'
a. Amortization of unrecognized net loss or (gain) from earlier periods
b. Amortization of unrecognized prior service cost
c. Amortization of the remaining unrecognized net obligation or
(asset) existing at the date of the initial application of FASB
Statement No. 87—transition obligation or (asset)
d. Amount of loss (or gain) recognized due to a settlement or curtailment.
e. Net total of components
(a + b + c + d)

Net periodic pension cost:
(1 + 2 - 3 + 4e)

$

__________

$

$

The above measurement of the net periodic pension cost is based on the following assumptions:
Weighted-average discount rate
Weighted-average rate of compensation increase
Weighted-average expected long-term rate of return on plan assets

%
%
%

Please describe the basis on which the above rates were selected and whether the basis is consistent
with the prior period.
Please briefly describe the other assumptions used in the above measurement.
This information (or parts thereof) is required for disclosure by companies that do not elect the reduced disclosures permitted by
FASB Statement No. 132R. In addition, the information may be needed for any company to determine that the accounting for the plan
is in accordance with FASB Statement No. 87, Employers' Accounting for Pensions, and FASB Statement No. 88, Employers' Accounting for
Settlements and Curtailments of Defined Benefit Pension Plans and for Termination Benefits.

AAM §7200.15
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The calculations of the items shown in Bl and B5 are based on the following:

Asset information at
Census data
Measurement date (must not be more than three months before the end of the
last fiscal year)

Please describe any adjustments made to project the census data forward to the measurement date
or to project the results calculated at an earlier date to those shown in Bl to B5.
C.

Please provide the following information for disclosure in the financial statements for the period ending

Estimated

1.

Projected Benefit Obligation

2.

Fair Value of Plan Assets

3.

Funded Status of the Plan (2-1)

4.

Employer Contributions to the Plan

5.

Participant Contributions to the Plan

6.

Benefits Paid

7.

(Accrued) or prepaid pension cost in the company financial statements

8.

The amount of any intangible asset recognized in accordance with
paragraph 37 of FASB Statement No. 87, as amended.

9.

The amount of accumulated other comprehensive income recognized in
accordance with paragraph 37 of FASB Statement No. 87, as amended.

10.

The amount included in other comprehensive income for the period arising
from a change in the minimum pension liability recognized in accordance
with paragraph 37 of FASB Statement No. 87, as amended.

11.

The above amount of the projected benefit obligation is measured based on the
following assumptions:

$

Weighted-average discount rate

%

Weighted-average rate of compensation increase

%

Please provide a brief description of the other assumptions used in the measurement.

12.

The calculation of the items shown in Cl to C1O is based on the following:

Asset information at
Census data at

Measurement date (must be not more than three months before the current fiscal
year end)
Please describe any adjustments made to project the census data forward to the measurement date
or to project the results calculated at an earlier date to those shown in Cl to C10.

13.

Please describe any significant events noted subsequent to the current year's measurement date and
as of the date of your reply to this request and the effects of those events, such as a large plant closing,
which could materially affect the amounts shown in Cl to C1O.

14.

Please describe any significant transactions between the employer or related parties and the plan
during the period, including, if applicable, the amounts and types of securities of the employer and
related parties included in plan assets and the amount of future annual benefits covered by insurance
contracts issued by the employer or related parties.

AICPA Audit and Accounting Manual
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D. Please provide an analysis for the period showing beginning amounts, additions, reductions, and end
ing amounts of the:*

E.

1.

Projected benefit obligation,

2.

Fair value of plan assets,

3.

Unrecognized prior service cost,

4.

Unrecognized net loss (gain),

5.

Net transition obligation (asset), and

6.

Accumulated benefit obligation (ending amount only).

Please provide our independent auditors with descriptions and the amounts of gains or losses from
combinations, divestitures, settlements, curtailments or termination benefits during the year, such as:
1.

Purchases of annuity contracts,

2.

Lump-sum cash payments to plan participants,

3. Other irrevocable actions that relieved the company or the plan of primary responsibility for a
pension obligation, and eliminates significant risks related to the obligation and assets,

4.

Any events that significantly reduced the expected years of future service of employees,

5. Any events that eliminated for a significant number of employees the accrual of defined benefits for
some or all of their future service, or
6.
F.

Any special or contractual termination benefits offered to employees.

Please provide the amounts of anticipated cash payments for benefits for each of the next five years, as
well as the expected aggregate amount of benefit payments for the subsequent five-year period (years
six through ten).

G. Was all of the information above determined in accordance with FASB Statement Nos. 87, 88, and 89
(including the FASB's Guides to Implementation of Statements 87 and 88 and the American Academy
of Actuaries', "An Actuary's Guide to Compliance with Statement of Financial Accounting Standards
No. 87") to the best of your knowledge? If not, please describe any differences.

H. Describe the nature of your relationship, if any, with the plan or the plan sponsor that may impair or
appear to impair the objectivity of your work.
Please mail your response directly to [Audit Firm's Name and Address] in the enclosed return envelope as soon
as possible, but no later than [Date].

Very truly yours,

[Client's Authorized Signature]

This information (or parts thereof) is required for disclosure by companies that do not elect the reduced disclosures permitted by
FASB Statement No. 132R. In addition, the information may be needed for any company to determine that the accounting for the plan
is in accordance with FASB Statement No. 87, Employers' Accounting for Pensions, and FASB Statement No. 88, Employers' Accounting for
Settlements and Curtailments of Defined Benefit Pension Plans and for Termination Benefits.
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Pension Plan Assets Held by Trustee
[Prepared on Client's Letterhead]
[Date]

[Name of Trustee or Custodian]
[Address]
Our auditors (name and address of auditor) are conducting an audit of our financial statements. Accordingly,
please provide our auditors directly with a listing of the assets including market values as of (date) for our
employees' pension trust (title and trustee's account number).
Please also provide the auditors with the following information about our employees' pension trust for the
period from (beginning of period) to (end of period) [see note below]:
1.

Contributions by the Company during the above period.

2.

Contributions by employees during the above period.

3.

Payments to beneficiaries during the above period.

4.

Any unpaid fees due for services rendered to (balance-sheet date).

Please send your reply directly to our auditors. A stamped, addressed envelope is enclosed for your
convenience.

Very truly yours,

[Client's Authorized Signature]

Note:

A listing of the assets might not be requested if one had already been received by the client. In that
case, the auditor might want the trustee to confirm the total market value per the listing.
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9-00

.17 Notes Payable
[Prepared on Client's Letterhead]

[Date]
[Name]
[Address]

Our auditors (name and address of auditors) are conducting an audit of our financial statements.

Accordingly, please confirm directly to them the following information relating to our note(s) payable to
you, as of (date):

Date of note
Original amount

$

Unpaid principal

Balance

$

Periodic payments required

$

Payment periods

Maturity date
Interest rate

%

Date to which interest has been paid
Amount and description of collateral

Description of terms, e.g., demand provisions, prepayment penalties, etc.

Any other direct or contingent liabilities to you ("None" or description)
If the above information is in agreement with your records at that date, please so indicate by signing in the
place provided below and return the copy of this letter directly to our auditors in the enclosed envelope.
If the above is not in agreement with your records, please note in the space provided the particulars shown
in your records and any information which may help reconcile the difference from our records.

Very truly yours,
[Client's Authorized Signature]

The above information is correct as of (date) with the following exceptions (if any):

Date:

Signature:

Title:________________
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Mortgage Debt
[Prepared on Client's Letterhead]
[Date]

[Name of Creditor or Trustee]
[Address]
Our auditors (name and address of auditors) are conducting an audit of our financial statements. Accordingly,
please confirm directly to our auditors the following information about our mortgage indebtedness to you
as of (date):

1.

Original amount

2.

Date of note

3.

Unpaid principal balance

4.

Interest rate

5.

Terms for payment of principal

6.

Date to which interest has been paid

7.

Nature of mortgage and description or address of property mortgaged

8.

Amounts on deposit with you in escrow for:

9.

$

$
%

a.

Insurance

$

b.

Real estate taxes

$

Amounts paid during the period (dates from and to) for:

a.

Insurance

$

b.

Taxes

$

10.

Amounts on deposit with you for the “reserve for repairs"

11.

The nature of defaults, if any

12.

Description of terms, e.g., prepayment penalties, demand provisions, etc.

$

A return envelope is enclosed for your reply.

Very truly yours,

[Client's Authorized Signature]

Note:

Many of the items requested will vary with the circumstance of the particular mortgage or other debt
involved. The above sample assumes the indenture involves an escrow arrangement for insurance
and real estate taxes and a deposit account for repairs.
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Accounts Payable
[Prepared on Client's Letterhead]

[Date]
[Name]
[Address]

In connection with the audit of our financial statements, please confirm directly to our auditors (name and
address of auditors), the amount of our liability to you as of (date). Please attach a statement of our account
due. If no balance is due, please attach a statement of our account showing payments made.

Please mail your reply directly to (name of auditors). A stamped, addressed envelope is enclosed for your
convenience.
Very truly yours,
[Client's Authorized Signature]

Our records indicate that a balance of $was from (name of client) at (date).

Date:Signature:
Title:

AAM §7200.19
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Obligation to Lessor
[Prepared on Client's Letterhead]
[Date]

[Name of Lessor]
[Address]
Our auditors (name and address of auditors) are conducting an audit of our financial statements as of (balancesheet date) and for the (time period) then ended. In connection with this audit, please provide directly to our
auditors the following information as of (balance-sheet date) regarding the lease dated (date lease was executed)
of (brief identification of property under lease) which we are leasing from you:

1.

Inception and expiration dates for the lease period, from

2.

Amount of monthly rent

3.

Renewal options (if any):

4.

a.

Dates of renewal period, from

b.

Amount of monthly rent for renewal

to

to

Purchase options (if any):

a.

Amount of purchase price

b.

Inception and expiration dates of option, from

c.

Percent of monthly rent (if any) applicable towards purchase price

to

5.

Dates and descriptions of amendments or supplementary understandings, if any, to the lease
mentioned above.

6.

The amount of outstanding delinquent payments, if any.

7.

A statement that there are no defaults, or the nature of defaults, if any.

A return envelope is enclosed for your reply.

Very truly yours,
[Client's Authorized Signature]

Note:

The content of this type of letter will vary based on the auditor's professional judgment in the
circumstances. To provide additional illustrative language, the above letter is not made parallel with
the illustration at AAM section 7200.23.
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Property Out on Lease

[Prepared on Client's Letterhead]
[Date]
[Name of Lessee]
[Address]

Our auditors (name and address of auditors) are conducting an audit of our financial statements as of (balancesheet date) and for the (time period) then ended. In connection with this audit, please confirm directly to our
auditors the following information regarding the lease dated (execution date of lease) of (brief identification of
property under lease) which you are leasing from us:

1.

Inception and expiration dates of lease period from

2.

Amount of monthly rent

3.

Total rent payments made

4.

Date of last payment

to

A return envelope is enclosed for your reply.

[Client's Authorized Signature]

Notes: (A) If the leased property is of a mobile or portable nature such as a bulldozer or television camera,
the confirmation may also include a request for specific serial numbers of significant equipment.
(B)

In certain circumstances, the auditor may wish to consider confirming additional information
such as renewal options, purchase options, and amendments or supplementary understandings.
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Register—Capital Stock

[Prepared on Client's Letterhead]
[Date]
[Name of Registrar]
[Address]

Our auditors (name and address of auditors) are conducting an audit of our financial statements. Accordingly,
please confirm directly to our auditors the following information as of the close of business (balance-sheet
date) about each class of our preferred and common stock:
1.

Authorized number of shares

2.

Issued number of shares

3.

Outstanding number of shares

Please also indicate the amount of any unpaid registrar fees due you as of (balance-sheet date).
A return envelope is enclosed for your convenience.

Very truly yours,
[Client's Authorized Signature]

The above information agrees with our records at (balance-sheet date) with the following exceptions:

Signed: Date:

[Name and Title]

Notes: (A) It may be helpful to include the registrar's account number for the client's account to receive a
timely response.
(B)

Some auditors prefer that the confirmation request include identification of each class of stock.

(C)

The above illustration assumes the client has a separate transfer agent (see AAM section 7200.25).
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Transfer Agent—Capital Stock
[Prepared on Client's Letterhead]

[Date]
[Name of Transfer Agent]
[Address]

Our auditors (name and address of auditors) are conducting an audit of our financial statements. Accordingly,
please confirm directly to our auditors the following information as of (balance-sheet date) about each class of
our preferred and common stock:

1.

Authorized number of shares

2.

Number of shares issued and outstanding

3.

Number of outstanding shares registered in the name of our Company

Please also indicate the amount of any unpaid transfer agent fees due you as of (balance-sheet date).

A return envelope is enclosed for your convenience.

Very truly yours,
[Authorized Signature for Client]

The above information agrees with our records at (balance-sheet date) with the following exceptions:

Signed: Date:
[Name and Title]

Notes: (A) It may be helpful to include the transfer agent's account number for the client's account to receive
a timely response.

(B)

Some auditors prefer that the confirmation request include identification of each class of stock.

(C)

Depending on the auditor's judgment in the circumstances the confirmation request may also
include inquiries about such matters as (i) the number of shares issued to each of specifically
mentioned officers and directors, (ii) specified information about shareholders owning more than
a stated percent of the total outstanding shares, and (iii) amounts deposited during the year for
the payment of dividends.
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Request for Confirmation of Money Market Fund
[Prepared on Client's Letterhead]

[Date]
[Name]
[Address]

Our auditors, (name and address of auditors') are conducting an audit of our financial statements. Accordingly,
please confirm directly to our auditors the balance of our money market fund account(s) as of (date).
Please indicate in the space provided below the account number(s) and balance(s) of our account(s) per your
records.

Please sign and date your reply and return it directly to the auditors. A stamped, self-addressed envelope is
enclosed for your convenience.

Very truly yours,
[Client's Authorized Signature]

Account No.

Date:

AICPA Audit and Accounting Manual
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Confirmation of Contingent Liabilities

[Date]

Financial Institution Official+
First United Bank
Anytown, USA 00000
In connection with an audit of the financial statements of (name of customer) as of (balance-sheet date) and for
the (period) then ended, we have advised our independent auditors of the information listed below, which
we believe is a complete and accurate description of our contingent liabilities, including oral and written
guarantees, with your financial institution. Although we do not request nor expect you to conduct a
comprehensive, detailed search of your records, if during the process of completing this confirmation
additional information about other contingent liabilities, including oral and written guarantees, from your
financial institution comes to your attention, please include such information below.
Name of Maker

Date of Note

Due Date

Current Balance

Interest Rate

Date Through
Which
Interest is Paid

Description
of Collateral

Description of
Purpose of Note

Information related to oral and written guarantees is as follows:

Please confirm whether the information about contingent liabilities presented above is correct by signing
below and returning this directly to our independent auditors (name and address of CPA firm).

Sincerely,
[Name of Customer]

By:______________________________________
[Authorized Signature]

+ This letter should be addressed to a financial institution official who is responsible for the financial institution's relationship with
the client or is knowledgeable about the transactions or arrangements. Some official institutions centralize this function by assigning
responsibility for responding to confirmation requests to a separate function. Independent auditors should ascertain the appropriate
recipient.
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Dear CPA Firm:

The above information listing contingent liabilities, including oral and written guarantees, agrees with the
records of this financial institution.+ Although we have not conducted a comprehensive, detailed search of
our records, no information about other contingent liabilities, including oral and written guarantees, came
to our attention. [Note exceptions below or in an attached letter.]

[Name of Financial Institution]

By:
[Officer]

____________________________
[Date]

[Title]

+ If applicable, comments similar to the following may be added to the confirmation reply by the financial institution: This
confirmation does not relate to arrangements, if any, with other branches or affiliates of this financial institution. Information should be
sought separately from such branches or affiliates with which any such arrangements might exist.
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Confirmation of Compensating Balances

[Date]
Financial Institution Official
First United Bank
Anytown, USA 00000

Dear Financial Institution Official:
In connection with an audit of the financial statements of (name of customer) as of (balance-sheet date) and for
the (period) then ended, we have advised our independent auditors that as of the close of business on
(balance-sheet date) there (were) (were not) compensating balance arrangements as described in our agreement
dated (date). Although we do not request nor expect you to conduct a comprehensive, detailed search of your
records, if during the process of completing this confirmation additional information about other compen
sating balance arrangements between (name of customer) and your financial institution comes to your
attention, please include such information below. Withdrawal by (name of customer) of the compensating
balance (was) (was not) legally restricted at (date). The terms of the compensating arrangements at (date)
were:

EXAMPLES:
1.

The Company has been expected to maintain an average compensating balance of 20 percent of its
average loan understanding, as determined from the financial institution's ledger records adjusted
for estimated average uncollected funds.

2.

The Company has been expected to maintain an average compensating balance of $100,000 during
the year, as determined from the financial institution's ledger records without adjustment for
uncollected funds.

3.

The Company has been expected to maintain a compensating balance, as determined from the
financial institution's ledger records without adjustment for uncollected funds, of 15 percent of its
outstanding loans plus 10 percent of its unused line of credit.

4.

The Company has been expected to maintain as a compensating balance noninterest bearing time
deposits of 10 percent of its outstanding loans.

In determining compliance with compensating balance arrangements, the Company uses a factor for
uncollected funds of____ (business) (calendar) days.1
There (were the following) (were no) changes in the compensating balance arrangements during the (period)
and subsequently through the date of this letter.

The Company (was) (was not) in compliance with the compensating balance arrangements during the (period)
and subsequently through the date of this letter.
There (were the following) (were no) sanctions (applied or imminent) by the financial institution because of
noncompliance with compensating balance arrangements.1
2
1 This letter should be addressed to a financial institution official who is responsible for the financial. institution's relationship with
the client or is knowledgeable about the compensating balance arrangements. Some financial institutions centralize this function by
assigning responsibility for responding to confirmation requests to a separate function. Independent auditors should ascertain the
appropriate recipient.
1 Not applicable if compensating balances are based on the financial institution's ledger records without adjustment for uncollected
funds. If some other method is used for determining collected funds for compensating balance purposes, the method used should be
described.
2 Applicable only if the financial institution has applied sanctions during the (period) or notified the Company that sanctions may be
applied. Indicate details.
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During the (period), and subsequently through the date of this letter, (no) (the following) compensating
balances were maintained by the Company at the financial institution on behalf of an affiliate, director, officer,
or any other third party and (no) (the following) third party maintained compensating balances at the bank
on behalf of the Company. (Withdrawal of such compensating balances (was) (was not) legally restricted.)

Please confirm whether the information about compensating balances presented above is correct by signing
below, and returning this letter directly to our independent auditors (name and address of CPA Firm).

Sincerely,
[Name of Customer]

By:--------------------------------------------------------[Authorized Signature]

Dear CPA Firm:

The above information regarding the compensating balance arrangements with this financial institution
agrees with the records of this financial institution.+ Although we have not conducted a comprehensive,
detailed search of our records, no information about other compensating balance arrangements, came to our
attention. [Note exceptions below or in an attached letter.]

[Name of Financial Institution]

[Officer]

By:
[Date]

---------------------

[Title]

* If applicable, comments similar to the following may be added to the confirmation reply by the financial institution: This
confirmation does not relate to arrangements, if any, with other branches or affiliates of this financial institution. Information should be
sought separately from such branches or affiliates with which any such arrangements might exist.
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Confirmation of Lines of Credit

[Date]
Financial Institution Official
*
First United Bank
Anytown, USA 00000

Dear Financial Institution Official:

In connection with an audit of the financial statements of (name of client) as of (balance-sheet date) and for the
(period) then ended, we have advised our independent auditors of the information listed below, which we
believe is a complete and accurate description of our line of credit from your financial institution as of the
close of business on (balance-sheet date). Although we do not request nor expect you to conduct a comprehen
sive, detailed search of your records, if during the process of completing this confirmation additional
information about other lines of credit from your financial institution comes to your attention, please include
such information below.
The Company has available at the financial institution a line of credit totaling $(amount). The current terms
of the line of credit are contained in the letter dated (date). The related debt outstanding at the close of business
on (date) was $(amount).

The amount of unused line of credit, subject to the terms of the related letter, at (date) was $(amount).
Interest rate at the close of business on (date) was%.

Compensating balance arrangements are_____________________________________________________________

This line of credit supports commercial paper (or other borrowing arrangements) as described below:

* This letter should be addressed to a financial institution official who is responsible for the financial institution's relationship with
the client or is knowledgeable about the lines of credit. Some financial institutions centralize this function by assigning responsibility
for responding to confirmation requests to a separate function. Independent auditors should ascertain the appropriate recipient.
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Please confirm whether the information about lines of credit presented above is correct by signing below
and returning this letter directly to our independent auditors {name and address of CPA Firm).

Sincerely,
[Name of Client]

By:--------------------------------------------------------[Authorized Signature]

Dear CPA Firm:

The above information regarding the line of credit arrangements agrees with the records of this financial
institution.+ Although we have not conducted a comprehensive, detailed search of our records, no informa
tion about other lines of credit came to our attention. [Note exceptions below or in an attached letter.]

[Name of Financial Institution]
[Officer]

By:
[Date]

-------------------

[Title]

+ If applicable, comments similar to the following may be added to the confirmation reply by the financial institution: This
confirmation does not relate to arrangements, if any, with other branches or affiliates of this financial institution. Information should be
sought separately from such branches or affiliates with which any such arrangements might exist.
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Related-Party Confirmation

In certain situations, the auditor may want to confirm the existence of related parties with directors, principal
officers, major shareholders, or others. For example, a company does not have adequate controls and
processes in place to identify related party transactions and the auditor has not otherwise been satisfied as
to the extent of related party transactions. The following is an illustrative related party confirmation letter
that an auditor may use when the auditor is not otherwise satisfied as to the extent of related party
transactions.
[Date]
[Name of Director, Principal Officer or Major Stockholder]
[Address]

Dear [Name]:
In connection with an audit of our financial statements, please furnish answers to the attached questionnaire,
sign your name, and return the questionnaire in the enclosed stamped addressd envelope directly to our
auditors (name and address of auditors). The questionnaire is designed to provide the auditors with information
about the interests of officers, directors, and other related parties in transactions with the Company.
Please answer all questions. If the answer to any question is "yes," please explain. Certain terms used in the
questions are defined at the end of the questionnaire. Please read the definitions carefully before answering
the questions. Thank you for your cooperation.

Sincerely,

[Client's Authorized Signature]

[Title]
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[Client Name]
Related-Party Questionnaire
Please answer all questions. If the answer to any question is "Yes," explain. Certain terms used in the
questions are defined at the end of the questionnaire. Please read the definitions carefully before answering
the questions.

1. Have you or any related-party of yours had any interest, direct or indirect, in any sales, purchases,
transfers, leasing arrangements or guarantees or other transactions since (beginning of period of audit)
to which the Company (or specify any pension, retirement, savings, or similar plan provided by the
client) was, or is to be, a party?
2. Do you or any related-party of yours have any interest, direct or indirect, in any pending or
incomplete sales, purchases, transfers, leasing arrangements, guarantees or other transactions to
which the Company (or specify any pension, retirement, savings, or similar plan provided by the
client) is, or is to be, a party?
3. Have you or any related-party of yours been indebted to the Company (or specify any pension,
retirement, savings, or similar plan provided by the client) at any time since (beginning of period of
audit)? Please exclude amounts due for purchases on usual trade terms and for ordinary travel and
expense advances.

The answers to the foregoing questions are correct to the best of my knowledge and belief.

[Date]

[Signature]

See definitions which follow.
Definitions

Company: Parent company, any subsidiary or investee for which investments are accounted for by the
equity method.

Related Party: Any (1) party (other than the Company) of which you are an officer, director, or partner
or are, directly or indirectly, the beneficial owner of 10 percent or more of the voting interests; (2) trust or
other estate in which you have a substantial beneficial ownership or for which you serve as a trustee or in a
similar fiduciary capacity; (3) any member of your immediate family; and (4) other party with which you
may deal if you (or the other party) control or can significantly influence the other to an extent that either of
you might be prevented from fully pursuing your own separate interests.
Control: Possession, direct or indirect, of the power to direct or cause the direction of the management
and policies of a party, whether through ownership, by contract, or otherwise.

Party: An individual, a corporation, a partnership, an association, a joint-stock company, a business
trust, or an unincorporated organization.

Beneficial Owner: Party who enjoys, or has the right to secure, benefits substantially equivalent to those
of the ownership of securities, even though the securities are not registered in the party's name. Examples
of beneficial ownership include securities held for the party's benefit in the name of others, such as nominees,
custodians, brokers, trustees, executors and other fiduciaries; a partnership of which the person is a partner;
and a corporation for which the party owns substantially all of the stock. Shares (1) held (individually or in
a fiduciary capacity) by the party's spouse, the party's or his or her spouse's minor children, or a relative of
the party or his or her spouse who shares the same home with the party; or (2) as to which the party can vest
or revest title in himself or herself at once or at some future time are also considered as being beneficially
owned.
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Safe Deposit Box Access Confirmation
[Date]

Our auditors,[name and address of auditors], are conducting an audit of our
financial statements. Accordingly, please confirm there has been no access to our safe deposit box number
between
and
o'clock.

Please indicate in the space below if the above is in agreement with your records. If it is not, please furnish
the auditors any details concerning access to our safe deposit box during the period indicated.

After signing and dating your reply, please mail it directly to our auditors in the enclosed envelope.
Very truly yours,

[Client's Authorized Signature]
According to our records, there has been no access to the above described safe deposit box during the pe
riod specified, except as follows:____________________________________________________________________

Signed:Date:
[Name and Title]
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Insurance In Force Confirmation Request
[Date]

Our auditors,[name and address of auditors], are conducting an audit of our financial statements.
In that connection, please confirm the details of our insurance coverage in force at[balance-sheet
date] as described below:
Policy number

---------------------

--------------------

---------------------

--------------------

Insurance company

Type of coverage

Amount of coverage
Co-insurance, if any
Term of policy

______________

Gross premium

Amount of unpaid premiums
Loss payees, if other than us

Claims pending at[date]
Please compare this information with your records and inform our auditors, in the space, if it is, or is not, in
agreement with your records. After signing and dating your reply, please mail it directly to our auditors in
the enclosed envelope.

Very truly yours,

[Client's Authorized Signature]
The above information agrees with our records at [balance-sheet date] with the
following exceptions:

Signed:Date:

[Name and Title]

[The next page is 7301.]
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.01

Illustrative Inquiry Letter to Legal CounselB

[Prepared on Client's Letterhead (see Note C)]
[Date (see Note D)]
[Name of Lawyer]
[Address of Lawyer]

:

Dear

In connection with an audit of our financial statements at (balance-sheet date) and for the (period) then ended,
management of the Company has prepared, and furnished to our auditors (name and address of auditors), a
description and evaluation of certain contingencies, including those set forth below involving matters with
respect to which you have been engaged and to which you have devoted substantive attention on behalf of
the Company in the form of legal consultation or representation. These contingencies are regarded by
management of the Company as material for this purpose (management may indicate a materiality limit if
an understanding has been reached with the auditor). Your response should include matters that existed at
(balance-sheet date) and during the period from that date to the date of your response.

Pending or Threatened Litigation

(excluding unasserted claims)

[Ordinarily the information would include the following: (1) the nature of the litigation, (2)
the progress of the case to date, (3) how management is responding or intends to respond
to the litigation (for example, to contest the case vigorously or to seek an out-of-court
settlement), and (4) an evaluation of the likelihood of an unfavorable outcome and an
estimate, if one can be made, of the amount or range of potential loss.]
Please furnish to our auditors such explanation, if any, that you consider necessary to supplement the
foregoing information, including an explanation of those matters as to which your views may differ from
those stated and an identification of the omission of any pending or threatened litigation, claims, and
assessments or a statement that the list of such matters is complete.

Unasserted Claims and Assessments

(considered by management to be probable of assertion, and that, if asserted, would have at least a reasonable
possibility of an unfavorable outcome)
[Ordinarily management's information would include the following: (1) the nature of the
matter, (2) how management intends to respond if the claim is asserted, and (3) an evaluation
of the likelihood of an unfavorable outcome and an estimate, if one can be made, of the
amount or range of potential loss.]
Please furnish to our auditors such explanation, if any, that you consider necessary to supplement the
foregoing information, including an explanation of those matters as to which your views may differ from
those stated.

We understand that whenever, in the course of performing legal services for us with respect to a matter
recognized to involve an unasserted possible claim or assessment that may call for financial statement disAICPA Audit and Accounting Manual
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closure, if you have formed a professional conclusion that we should disclose or consider disclosure
concerning such possible claim or assessment, as a matter of professional responsibility to us, you will so
advise us and will consult with us concerning the question of such disclosure and the applicable requirements
of Statement of Financial Accounting Standards No. 5. Please specifically confirm to our auditors that our
understanding is correct.
Please specifically identify the nature of and reasons for any limitation on your response.

[The auditor may request the client to inquire about additional matters, for example, unpaid
or unbilled charges or specified information on certain contractually assumed obligations
of the company, such as guarantees of indebtedness of others.]

Very truly yours,
[Authorized Signature for Client]

Notes: (A) If a client has not needed to retain legal counsel, the auditor may express an unqualified opinion
on the financial statements even though he has not obtained a letter from legal counsel of the
Company. In these circumstances, the auditor should obtain written representation from the
Company that legal counsel has not been retained for matters concerning business operations
that may involve current or prospective litigation.
(B) Extracted from the Appendix to Statement on Auditing Standards No. 12, Inquiry of a Client's
Lawyer Concerning Litigation, Claims, and Assessments [AU section 337A]. [See Note D.]

(C) Auditors should carefully consider the provisions of SAS No. 12 [AU section 337] in drafting this
letter.

(D) Sending of this letter should be timed so that the lawyer's response is dated as close to the
auditor's opinion date as practicable. However, the auditor and client should consider early
mailing of a draft inquiry as a convenience for the lawyer in preparing a timely response to the
formal inquiry letter.
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Illustrative Inquiry Letter to Legal Counsel If Management Has Not Provided Details About
Pending or Threatened Litigation

[Prepared on Client's Letterhead]

[Date]

[Name of Lawyer]
[Address of Lawyer]
In connection with an audit of our financial statements at [balance-sheet date) and for the (period) then ended,
please furnish to our auditors (name and address of auditors), the information requested below for which you
have been engaged to provide legal consultation or representation.
Pending or Threatened Litigation, Claims and Assessments

(excluding unasserted claims and assessments)
Please furnish a list of all pending or threatened litigation, claims, and assessments your firm is handling on
our behalf including the following:

1. The nature of the litigation (including the amount of monetary or other damages sought).
2. The progress of the case to date.
3. How management is responding or intends to respond to the litigation (e.g., to contest the case
vigorously or to seek an out-of-court settlement).

4. An evaluation of the likelihood of an unfavorable outcome and an estimate, if one can be made, of
the amount or range of potential loss.
Unasserted Claims and Assessments
We understand that whenever, in the course of performing legal services for us with respect to a matter
recognized to involve an unasserted possible claim or assessment that may call for financial statement
disclosure, if you have formed a professional conclusion that we should disclose or consider disclosing
concerning such possible claim or assessment, you will so advise us and will consult with us concerning the
question of such disclosure and the applicable requirements of Statement of Financial Accounting Standards
No. 5, as a matter of professional responsibility to us. Please specifically confirm to our auditors that our
understanding is correct.
We have represented to our auditors that there are no unasserted claims which are not specifically identified
in this letter that you advised us are probable of assertion and must be disclosed in accordance with Statement
of Financial Accounting Standards No. 5.
(If unasserted claims exist, management's listed information should include the following: (1) the nature of
the matter; (2) how management intends to respond if the claim is asserted; and (3) an evaluation of the
likelihood of an unfavorable outcome and an estimate, if one can be made, of the amount or range of potential
loss.)
Please furnish our auditors any explanation you consider necessary to supplement the foregoing informa
tion, including an explanation of these matters as to which your views may differ from those stated.

Please specifically identify the nature of and reasons for any limitation on your response.
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[The auditor may request the client to inquire about additional matters, for example, unpaid or unbilled
charges or specified information on certain contractually assumed obligations of the organization, such as
guarantees of indebtedness of others.]

Very truly yours,

[Authorized Signature for Client]

Notes: (A) Auditors should carefully consider the provisions of SAS No. 12, Inquiry of a Client's Lawyer
Concerning Litigation, Claims, and Assessments [AU section 337] in drafting this letter.
(B) Sending of this letter should be timed so that the lawyer's response is dated as close to the
auditor's opinion date as practicable. However, the auditor and client should consider early
mailing of a draft inquiry as a convenience for the lawyer in preparing a timely response to the
formal inquiry letter.

(C) If a client has not needed to retain legal counsel, an unqualified opinion may be expressed on the
financial statements even though a letter from legal counsel has not been obtained. In these
circumstances, a written representation should be obtained from the Company that legal counsel
has not been retained for matters concerning its operations that involve current or prospective
litigation.

AAM §7300.02

Copyright © 1998, American Institute of Certified Public Accountants, Inc.

35

.03

7305

Inquiries to Legal Counsel

6-97

Improving Inquiry Techniques

If inquiries to legal counsel are not sufficiently detailed or specific, deficiencies in attorneys' responses may
result. A conference between the auditor and the attorney may be necessary to clarify the attorney's written
response and SAS No. 12, Inquiry of a Client's Lawyer Concerning Litigation, Claims, and Assessments, paragraph
10 [AU section 337.10] provides for such a conference. However, to improve the auditor's ability to receive
all of the information necessary to complete his/her audit, he/she may wish to consider the following matters
in an inquiry to legal counsel:

a. A request that the attorney specify the effective date of his/her response if it is other than the date
of the reply.
b.

A request that the attorney mail the response so that it will be received by a certain date.

c.

A request that the nature of any litigation specifically identify (i) the proceedings, (ii) the claim(s)
asserted, (iii) the amount of monetary damages sought, or if no amounts are indicated in preliminary
case filings, a statement to that effect, and (iv) the objectives sought by the plaintiff, if any, other than
monetary or other damages, such as performance or discontinued performance of certain actions.

d. A request that the attorney avoid such vague phrases as "meritorious defenses," "without substantial
merit," and "reasonable chance" in expressing an opinion on the outcome of litigation.
e.

If an opinion cannot be expressed on the outcome of litigation, a request that the attorney so state
together with his/her reasons for that position.

f.

A request that the attorney specify to what extent potential damages are covered by insurance. (It
may be possible to obtain the opinion of the insurer's counsel regarding the applicability of insurance
coverage.)

g. A request that the attorney provide a summary of material litigation, claims, and assessments settled
during the period.
h. A statement that confirmation of the understanding regarding disclosure of unasserted claims and
assessments is an integral part of the audit inquiry and that failure to so confirm will require a
follow-up contact.
i.

A statement that the attorney's response will not be quoted or referred to in the financial statements
without first consulting with him/her.

[The next page is 7401.]
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AAM Section 7400

Management Representations and
Representation Letters
.01 Statement on Auditing Standards (SAS) No. 85, Management Representations, as amended by SAS Nos.
89 and 99 (AU section 333), requires an auditor to obtain written representations from management for all
financial statements and periods covered by the auditor's report. The specific written representations
obtained by the auditor will depend on the circumstances of the engagement and the nature and basis of
presentation of the financial statements.
.02 Written representations from management ordinarily confirm representations explicitly or im
plicitly given to the auditor, indicate and document the continuing appropriateness of such repre
sentations, and reduce the possibility of misunderstanding concerning the matters that are the subject
of the representations. Such representations from management are part of the evidential matter the
independent auditor obtains, but they are not a substitute for the application of those auditing proce
dures necessary to afford a reasonable basis for an opinion regarding the financial statements under
audit.

Specific Representations
.03 In connection with an audit of financial statements presented in accordance with generally accepted
accounting principles, specific representations should relate to the following matters:

Financial Statements

a. Management's acknowledgment of its responsibility for the fair presentation in the financial state
ments of financial position, results of operations, and cash flows in conformity with generally
accepted accounting principles.
b. Management's belief that the financial statements are fairly presented in conformity with generally
accepted accounting principles.

Completeness of Information
c.

Availability of all financial records and related data.

d. Completeness and availability of all minutes of meetings of stockholders, directors, and committees
of directors.

e.

Communications from regulatory agencies concerning noncompliance with or deficiencies in finan
cial reporting practices.

f.

Absence of unrecorded transactions.

Recognition, Measurement, and Disclosure

g. Management's belief that the effects of any uncorrected financial statement misstatements aggre
gated by the auditor during the current engagement and pertaining to the latest period presented are
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immaterial, both individually and in the aggregate, to the financial statements taken as a whole.
*
(A
summary of such items should be included in or attached to the letter.)1
h. Management's acknowledgement of its responsibility for the design and implementation of pro
grams and controls to prevent and detect fraud.

i.

Knowledge of fraud or suspected fraud affecting the entity involving (1) management, (2) employees
who have significant roles in internal control, or (3) others where the fraud could have a material
effect on the financial statements.
Knowledge of any allegations of fraud or suspected fraud affecting the entity received in communi
cations from employees, former employees, analysts, regulators, short sellers, or others.

k.

Plans or intentions that may affect the carrying value or classification of assets or liabilities.

I.

Information concerning related-party transactions and amounts receivable from or payable to related
parties.

m. Guarantees, whether written or oral, under which the entity is contingently liable.
n. Significant estimates and material concentrations known to management that are required to be
disclosed in accordance with the AICPA's Statement of Position 94-6, Disclosure of Certain Significant
Risks and Uncertainties.

o. Violations or possible violations of laws or regulations whose effects should be considered for
disclosure in the financial statements or as a basis for recording a loss contingency.

p. Unasserted claims or assessments that the entity's lawyer has advised are probable of assertion and
must be disclosed in accordance with Financial Accounting Standards Board (FASB) Statement No.
5, Accounting for Contingencies (AC C59).+

q. Other liabilities and gain or loss contingencies that are required to be accrued or disclosed by FASB
Statement No. 5.
r.

Satisfactory title to assets, liens or encumbrances on assets, and assets pledged as collateral.

s.

Compliance with aspects of contractual agreements that may affect the financial statements.

Subsequent Events
t.

Information concerning subsequent events.

The representation letter ordinarily should be tailored to include additional appropriate representations from
management concerning matters specific to the entity's business or industry.

Materiality Considerations
.0 4 Management's representations may be limited to matters that are considered either individually or
collectively material to the financial statements, provided management and the auditor have reached an
If management believes that certain of the identified items are not misstatements, management's belief may be acknowledged by
adding to the representation, for example,
"We do not agree that items XX and XX constitute misstatements because [description of reasons].”

+ SAS No. 47 states that the auditor may designate an amount below which misstatements need not be accumulated. Similarly, the
summary of uncorrected misstatements included in or attached to the representation letter need not include such misstatements. The
summary should include sufficient information to provide management with an understanding of the nature, amount, and effect of the
uncorrected misstatements. Similar items may be aggregated.

t If the entity has not consulted a lawyer regarding litigation, claims, and assessments, the auditor normally would rely on the review
of internally available information and obtain a written representation by management regarding the lack of litigation, claims, and
assessments; see Auditing Interpretation No. 6, Client Has Not Consulted a Lawyer (AU section 9337.15-17).
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understanding on materiality for this purpose. Materiality may be different for different representations. A
discussion of materiality may be included explicitly in the representation letter, in either qualitative or
quantitative terms. Materiality considerations would not apply to those representations that are not directly
related to amounts included in the financial statements.

Addressing and Dating
.0 5 The written representations should be addressed to the auditor. Because the auditor is concerned with
events occurring through the date of his or her report that may require adjustment to or disclosure in the financial
statements, the representations should be made as of a date no earlier than the date of the auditor's report.

Management's Signatures
.0 6 The letter should be signed by those members of management with overall responsibility for financial and
operating matters whom the auditor believes are responsible for and knowledgeable about, directly or through
others in the organization, the matters covered by the representations. Such members of management normally
include the chief executive officer and chief financial officer or others with equivalent positions in the entity.

Scope Limitations
.0 7 Management's refusal to furnish written representations constitutes a limitation on the scope of the audit
sufficient to preclude an unqualified opinion and is ordinarily sufficient to cause an auditor to disclaim an opinion
or withdraw from the engagement. However, based on the nature of the representations not obtained or the
circumstances of the refusal, the auditor may conclude that a qualified opinion is appropriate. Further, the auditor
should consider the effects of the refusal on his or her ability to rely on other management representations.

Illustrative Representation Letter—Audit of Financial Statements
.0 8 The following letter, which relates to an audit of financial statements prepared in conformity with generally
accepted accounting principles, is presented for illustrative purposes only. The introductory paragraph should
specify the financial statements and periods covered by the auditor's report, for example, "balance sheets of XYZ
Company as of December 31,20X1 and 20X0, and the related statements of income and retained earnings and cash
flows for the years then ended." The written representations to be obtained should be based on the circumstances
of the engagement and the nature and basis of presentation of the financial statements being audited.
.09 If matters exist that should be disclosed to the auditor, they should be indicated by modifying the
related representation. For example, if an event subsequent to the date of the balance sheet has been disclosed
in the financial statements, the final paragraph could be modified as follows: "To the best of our knowledge
and belief, except as discussed in Note X to the financial statements, no events have occurred..." In appropriate
circumstances, item 9 could be modified as follows: "The company has no plans or intentions that may
materially affect the carrying value or classification of assets and liabilities, except for its plans to dispose of
segment A, as disclosed in Note X to the financial statements, which are discussed in the minutes of the
December 7, 20X1, meeting of the board of directors." Similarly, if management has received a communica
tion regarding an allegation of fraud or suspected fraud, item 8 could be modified as follows: "Except for
the allocations discussed in the minutes of the December 7, 20X1, meeting of the board of directors (or
disclosed to you at our meeting on October 15,20X1), we have no knowledge of any allegations of fraud or
suspected fraud affecting the company received in communications from employees, former employees,
analysts, regulators, short sellers, or others."

.10 The qualitative discussion of materiality used in the illustrative letter is adapted from FASB Statement
of Financial Accounting Concepts No. 2, Qualitative Characteristics of Accounting Information.
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.1 1 Certain terms are used in the illustrative letter that are described elsewhere in authoritative literature.
Examples are fraud, in SAS No. 99, Consideration of Fraud in a Financial Statement Audit (AU section 316), and
related parties, in SAS No. 45, Related Parties, footnote 1 (AU section 334). To avoid misunderstanding
concerning the meaning of such terms, the auditor may wish to furnish those definitions to management or
request that the definitions be included in the written representations.

.1 2 The illustrative letter assumes that management and the auditor have reached an understanding on
the limits of materiality for purposes of the written representations. However, it should be noted that a
materiality limit would not apply for certain representations, as explained in paragraph 8 of SAS No. 85.
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Illustrative Representation Letter
[Prepared on Client's Letterhead]

[Date]

To [Independent Auditor]
We are providing this letter in connection with your audit(s) of the [identification of financial statements] of
[name of entity] as of [dates] and for the [periods] for the purpose of expressing an opinion as to whether the
(consolidated) financial statements present fairly, in all material respects, the financial position, results of
operations, and cash flows of [name of entity] in conformity with accounting principles generally accepted in
the United States of America. We confirm that we are responsible for the fair presentation in the (consoli
dated) financial statements of financial position, results of operations, and cash flows in conformity with
generally accepted accounting principles.

Certain representations in this letter are described as being limited to matters that are material. Items are
considered material, regardless of size, if they involve an omission or misstatement of accounting information
that, in the light of surrounding circumstances, makes it probable that the judgment of a reasonable person
relying on the information would be changed or influenced by the omission or misstatement.
We confirm, to the best of our knowledge and belief, (as of [date of auditor's report],) the following repre
sentations made to you during your audit(s):

1. The financial statements referred to above are fairly presented in conformity with accounting
principles generally accepted the United States of America.
2. We have made available to you all—

a.

Financial records and related data.

b.

Minutes of the meetings of stockholders, directors, and committees of directors, or summaries
of actions of recent meetings for which minutes have not yet been prepared.

3. There have been no communications from regulatory agencies concerning noncompliance with or
deficiencies in financial reporting practices.

4. There are no material transactions that have not been properly recorded in the accounting records
underlying the financial statements.
5. We believe that the effects of the uncorrected financial statement misstatements summarized in the
accompanying schedule are immaterial, both individually and in the aggregate, to the financial
statements taken as a whole.
6. We acknowledge our responsibility for the design and implementation of programs and controls to
prevent and detect fraud.
7. We have no knowledge of any fraud or suspected fraud affecting the entity involving—

a.

Management,

b.

Employees who have significant roles in internal control, or

c.

Others where the fraud could have a material effect on the financial statements.

8. We have no knowledge of any allegations of fraud or suspected fraud affecting the entity received
in communications from employees, former employees, analysts, regulators, short sellers, or others.

9. The company has no plans or intentions that may materially affect the carrying value or classification
of assets and liabilities.
10. The following have been properly recorded or disclosed in the financial statements—

a.

Related-party transactions, including sales, purchases, loans, transfers, leasing arrangements,
and guarantees, and amounts receivable from or payable to related parties.
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Guarantees, whether written or oral, under which the company is contingently liable.
Significant estimates and material concentrations known to management that are required to be
disclosed in accordance with the AICPA's Statement of Position 94-6, Disclosure of Certain
Significant Risks and Uncertainties. (Significant estimates are estimates at the balance sheet date
that could change materially within the next year. Concentrations refer to volumes of business,
revenues, available sources of supply, or markets or geographic areas for which events could
occur that would significantly disrupt normal finances within the next year.)

11. There are no—

a.

Violations or possible violations of laws or regulations whose effects should be considered for
disclosure in the financial statements or as a basis for recording a loss contingency.

b.

Unasserted claims or assessments that our lawyer has advised us are probable of assertion and
must be disclosed in accordance with Financial Accounting Standards Board (FASB) Statement
No. 5, Accounting for Contingencies.1

c.

Other liabilities or gain or loss contingencies that are required to be accrued or disclosed by FASB
Statement No. 5.

12. The company has satisfactory title to all owned assets, and there are no liens or encumbrances on
such assets nor has any asset been pledged as collateral.
13. The company has complied with all aspects of contractual agreements that would have a material
effect on the financial statements in the event of noncompliance.
[Add additional representations that are unique to the entity's business or industry. (See paragraph 7 and
Appendix B, "Additional Illustrative Representations," of SAS No. 85).]

[Add any representations related to new accounting or auditing standards that are being implemented for the
first time.]
To the best of our knowledge and belief, no events have occurred subsequent to the balance-sheet date and
through the date of this letter that would require adjustment to or disclosure in the aforementioned financial
statements.
[Name of Chief Executive
Officer and Title]
[Name of Chief Financial
Officer and Title]

Notes:

Depending on the nature, materiality, and complexity of fair values, management repre
sentations about fair value measurements and disclosures contained in the financial statements
also may include representations about:
•

The appropriateness of the measurement methods, including related assumptions used by
management in determining the fair value and the consistency in application of the methods.

•

The completeness and adequacy of disclosures related to fair values.

•

Whether subsequent events require adjustments to the fair value measurements and disclo
sures included in the financial statements.

In the circumstances discussed in footnote 7 of SAS No. 85, this representation might be worded as follows:
We are not aware of any pending or threatened litigation, claims, or assessments or unasserted claims or assessments that
are required to be accrued or disclosed in the financial statements in accordance with FASB Statement No. 5, Account
ing for Contingencies, and we have not consulted a lawyer concerning litigation, claims, or assessments.
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[Source: SAS No. 101, paragraph 49 (AU section 328.49)]

See Appendix C, of SAS No. 100, Interim Financial Information, for Illustrative Management
Representation Letters for a Review of Interim Financial Information.

[Source: SAS No. 100, Appendix C (AU section 722.56)]
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Illustrative Representation Letter—Audit of Personal Financial Statements

[Date]
[To the Independent Auditor]

We are providing this letter in connection with your audit of the statement of financial condition of James
and Jane Person as of [date] and the related statement of changes in net worth for the [period] then ended for
the purpose of expressing an opinion as to whether the financial statements present fairly, in all material
respects, the financial condition and changes in the net worth, of James and Jane Person in conformity with
generally accepted accounting principles. We confirm that we are responsible for the fair presentation in the
statement of financial condition and changes in net worth in conformity with generally accepted accounting
principles.

Certain representations in this letter are described as being limited to matters that are material. Items
are considered material, regardless of size, if they involve an omission or misstatement of accounting
information that, in the light of surrounding circumstances, makes it probable that the judgment of a
reasonable person relying on the information would be changed or influenced by the omission or
misstatement.
We confirm, to the best of our knowledge and belief, [as of (date of auditor's report),] the following repre
sentations made to you during your audit.

1. The financial statements referred to above are fairly presented in conformity with generally accepted
accounting principles.

2. We have made available to you all financial records and related data.
3. There are no material transactions that have not been properly recorded in the accounting records
underlying the financial statements.

4. We believe that the effects of the uncorrected financial statement misstatements summarized in the
accompanying schedule are immaterial, both individually and in the aggregate, to the financial
statements taken as a whole.
5. We acknowledge our responsibility for the design and implementation of programs and controls to
prevent and detect fraud.
6. We have no knowledge of any fraud or suspected fraud affecting the entity involving—

a.

Us.

b.

Others where the fraud could have a material effect on the financial statements.

7. We have no knowledge of any allegations of fraud or suspected fraud affecting us received in
communications from analysts, regulators, short sellers, or others.
8. We have no plans or intentions that may materially affect the carrying value or classification of assets
and liabilities.

9. The following have been properly recorded or disclosed in the financial statements:

a.

Related-party transactions, including sales, purchases, loans, transfers, leasing arrangements,
and guarantees, and amounts receivable from or payable to related parties.

b.

Guarantees, whether written or oral, under which we are contingently liable.

c.

Significant estimates and material concentrations known to us that are required to be disclosed
in accordance with the AICPA's Statement of Position 94-6, Disclosure of Certain Significant Risks
and Uncertainties. [Significant estimates are estimates at the balance sheet date that could change
materially within the next year. Concentrations refer to volumes of business, revenues, available sources
of supply, or markets or geographic areas for which events could occur that would significantly disrupt
normal finances within the next year.]
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10. There are no—

a.

Violations or possible violations of laws or regulations whose effects should be considered for
disclosure in the financial statements or as a basis for recording a loss contingency.

b.

Unasserted claims or assessments that our lawyer has advised us are probable of assertion and
must be disclosed in accordance with Financial Accounting Standards Board (FASB) Statement
No. 5, Accounting for Contingencies.1

c.

Other liabilities or gain or loss contingencies that are required to be accrued or disclosed by FASB
Statement No. 5.

11. We have satisfactory title to all owned assets, and there are no liens or encumbrances on such assets
nor has any asset been pledged as collateral.
12. We have complied with all aspects of contractual agreements that would have a material effect on
the financial statements in the event of noncompliance.

To the best of our knowledge and belief, no events have occurred subsequent to the statement of financial
condition date and through the date of this letter that would require adjustment to or disclosure in the
aforementioned financial statements.

(James Person)

(Jane Person)

1 Footnote 7 of SAS No. 85, Management Representations, states that if a lawyer has not been consulted regarding litigation, claims, and
assessments, the auditor normally would rely on the review of internally available information and obtain a written representation by
management regarding the lack of litigation, claims, and assessments. In the circumstances discussed in footnote 7 to SAS No. 85, this
representation might be worded as follows:
We are not aware of any pending or threatened litigation, claims, or assessments or unasserted claims or assessments
that are required to be accrued or disclosed in the financial statements in accordance with Financial Accounting Stand
ards Board Statement No. 5, Accounting for Contingencies, and we have not consulted a lawyer concerning litigation,
claims, or assessments.
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Illustrative Representation Letter to Other Accountants
[Firm's Letterhead]

[Date]

In connection with the report you have been requested to reissue on the financial statements of
[client's name] for the year ended
[date], which statements are to be included
comparatively with similar statements for the year ended[date], we make the following repre
sentations.
We have audited (or reviewed or compiled) the balance sheet of[client's name]
as of[balance-sheet date] and the related statements of earnings, retained earnings, and cash flows for
the year then ended. Our procedures in connection with the engagement did not disclose any events or
transactions subsequent to[predecessor's balance-sheet date] which, in our opinion, would have a
material effect upon the financial statements, or which would require mention in the notes to the financial
statements of[client's name] for the year then ended.

Should anything come to our attention prior to the date our report is issued which, in our judgment, would
have a material effect upon the financial statements covered by your report, we shall notify you promptly.

Very truly yours,

[Engagement Partner's Signature]

Note:

If any matters come to the firm's attention that may require revision of the previous financial
statements, they should be included in a separate paragraph after approval by the engagement
partner.
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Letter to Other Accountants Upon Whose Work We Plan to Rely
[Firm's Letterhead]

[Date]

We are auditing the financial statements of[client's name],
[parent
company]. The financial statements of[other accountants' client's name] that you
are auditing are to be included in the financial statements of[client's name]. We
will rely on your report on the financial statements in expressing an opinion on the (consolidated) financial
statements of[client's name] (and subsidiaries). In that connection, we will refer
to your report.
Please confirm to us that your firm is independent with respect to[client's name]
and[other accountant's client's name] within the meaning of Rule 101 of the Code
of Professional Conduct of the American Institute of Certified Public Accountants.

Please provide us promptly, in writing, with the following information in connection with your current
examination of the financial statements of[other accountant's client's name] with
respect to:
1. Related-party transactions or other matters that have come to your attention. We are aware of the
following related parties:[names of known related parties].

2. Any limitation on the scope of your examination that is related to the financial statements of
[client's name], or that limits your ability to respond to this inquiry.

Please update your letter to indicate any additional matters of the type designated above that have come to
your attention through the date of your report on the financial statements of
[other accountants' client's name].

Very truly yours,

[Engagement Partner's Signature]
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Illustrative Updating Management Representation Letter

The following letter is presented for illustrative purposes only. It may be used in the circumstances described
in paragraph 12 of SAS No. 85. Management need not repeat all of the representations made in the previous
representation letter.

If matters exist that should be disclosed to the auditor, they should be indicated by modifying the related
representation. For example, if an event subsequent to the date of the balance sheet has been disclosed in the
financial statements, the final paragraph could be modified as follows: "To the best of our knowledge and
belief, except as discussed in Note X to the financial statements, no events have occurred. . . ."

[Firm's Letterhead]
[Date]
To [Auditor]
In connection with your audit(s) of the [identification of financial statements] of [name of entity] as of [dates] and
for the [periods] for the purpose of expressing an opinion as to whether the (consolidated) financial statements
present fairly, in all material respects, the financial position, results of operations, and cash flows of [name of
entity] in conformity with generally accepted accounting principles, you were previously provided with a
representation letter under date of [date of previous representation letter]. No information has come to our
attention that would cause us to believe that any of those previous representations should be modified.

To the best of our knowledge and belief, no events have occurred subsequent to [date of latest balance sheet
reported on by the auditor] and through the date of this letter that would require adjustment to or disclosure
in the aforementioned financial statements.
[Name of Chief Executive
Officer and Title]
[Name of Chief Financial
Officer and Title]

[The next page is 7501.]
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Communication With Audit Committees
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Illustrative Communication With Audit Committees

*
Addressee:

Statement on Auditing Standards (SAS) No. 61, Communication With Audit Committees, as amended by SAS
No. 89, Audit Adjustments, and SAS No. 90, Audit Committee Communications, (AU section 380) issued by the
AICPA Auditing Standards Board requires the auditor to communicate certain matters to those responsible
for the oversight of the financial reporting process. The following comments regarding the scope and results
of our audit of (name of client) for the year ended December 31,20X2 will assist you in overseeing the financial
reporting and disclosure process for which management is responsible.
Scope of Audit

Our responsibility is to express an opinion on the financial statements based on our audit. This audit is to be
conducted in accordance with generally accepted auditing standards. Those standards require that we plan
and perform the audit to obtain reasonable assurance about whether the financial statements are free of
material misstatement. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statements presentation.

Results of Audit
This part of the letter would address the following:

1. Management's choice of significant accounting policies and their application. This includes methods
proposed for new transactions or events, significant unusual transactions, or controversial areas such
as equity investments, off-balance-sheet financing or revenue recognition;
2. Procedures used by management to determine accounting estimates and the data the auditor has
considered to determine the reasonableness of the estimates;*1
3. Adjustments arising from the audit that could, in his judgment, either individually or in the
aggregate, have a significant effect on the entity's financial reporting process.
4. Uncorrected misstatements aggregated by the auditor during the current engagement and pertaining
to the latest period presented that were determined by management to be immaterial, both individu
ally and in the aggregate, to the financial statements taken as a whole.
5. In connection with an SEC engagement, the auditor's judgments about the quality, not just the
acceptability, of the entity's accounting principles as applied in its financial reporting. (See SAS No.
90 (AU section 380.11) for further information.)
Audit Committee, or other formally designated oversight group which is equivalent to the audit committee such as a finance
committee or budget committee.

1 In January 2003, the Auditing Standards Board issued SAS No. 101, Auditing Fair Value Measurements and Disclosures (AU section
328), which states that certain accounting estimates are particularly sensitive because of their significance to the financial statements
and because of the possibility that future events affecting them may differ markedly from management's current judgments. According
to SAS No. 101, paragraph 50 (AU section 328.50), the auditor should determine that the audit committee is informed about the process
used by management in formulating particularly sensitive accounting estimates, including fair value estimates, and about the basis for
the auditor's conclusions regarding the reasonableness of those estimates.
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6. Other information presented by management that is included with the entity's audited financial
statements. The auditor should discuss the nature of his/her responsibility for such information with
the audit committee, including procedures performed, if any, and the results;

7. Nature of and circumstances surrounding any disagreements with management about the applica
tion of GAAP, the determination of accounting estimates, or scope of the audit that could be
significant to the entity's annual reporting;
8. Auditor's views about any accounting or auditing matters discussed by management with other
auditors (opinion shopping);

9. Major discussions by management with the auditor about the initial or continued retention of the
auditor; and
10. Any serious difficulties encountered in conducting the audit.
This report is intended solely for the information and use of the audit committee/ management and others
in the organization (or specified regulatory agency) and is not intended to be and should not be used by
anyone other than these specified parties.
[Signature]

[Date]
[Source: SAS No. 61, as amended by SAS Nos. 87, 89, and 90 (AU section 380)]

Note:

SAS No. 61 (AU section 380), is required to be followed for (1) entities that either have an audit
committee or that have otherwise formally designated oversight of the financial reporting process
to a group equivalent to an audit committee (such as a finance committee or budget committee) and
(2) all Securities and Exchange Commission (SEC) engagements.

Audit Committee, or other formally designated oversight group which is equivalent to the audit committee such as a finance
committee or budget committee.
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Report on Reportable Conditions2
[Date of Auditor's Report on the Financial Statements]

In planning and performing our audit of the financial statements of the(client's name) for
the year ended(financial statement date), we considered its internal control in order to
determine our auditing procedures for the purpose of expressing our opinion on the financial statements
and not to provide assurance on internal control. However, we noted the following matters involving internal
control and its operation that we consider to be reportable conditions under standards established by the
American Institute of Certified Public Accountants. Reportable conditions involve matters coming to our
attention relating to significant deficiencies in the design and operation of internal control that, in our
judgment, could adversely affect the entity's ability to record, process, summarize, and report financial data
consistent with the assertions of management in the financial statements.
Bank Reconciliations

Bank reconciliations have been prepared for the operating cash account, but they have not been in agreement
with the general ledger, often by as much as. At, the general ledger
balance varied from the bank reconciliation by $
In prior years, the bank reconciliations did not reconcile exactly to the general ledger; however, the variances
were not as significant as in 20XX. To maintain effective internal controls over cash, it is critical that bank
accounts be reconciled to the general ledger monthly with differences identified and resolved immediately.
At the present time, an adjusting journal entry should be made to bring the general ledger balance into
agreement with the reconciled balance.
Accounts Payable

A listing of accounts payable as of
could not be produced to support the general ledger
amount. We were able to reconcile accounts payable to the general ledger amount by reviewing computer
generated payable listings dated, along with examining unpaid invoices at the time of
our field work.

As indicated in previous letters to the Board, accounts payable has been an ongoing problem due to the fact
that the accounts payable listing is not reconciled to the general ledger monthly. Proper recording of accounts
payable is a key to maintaining adequate financial statements. Whether computer-generated or manually
2 In May 2006, the AICPA's Auditing Standards Board issued SAS No. 112, Communicating Internal Control Related Matters Identified in
an Audit, which supersedes SAS No. 60. SAS No. 112 requires the auditor to communicate, in writing, to management and those
charged with governance, significant deficiencies and material weaknesses identified in an audit. SAS No. 112 is effective for audits of
financial statements ending on or after December 15, 2006; earlier implementation is permitted. If applying SAS No. 112, the first
paragraph of this report should be replaced with the following:
In planning and performing our audit of the financial statements of the(client's name) as of and for the year
ended(financial statement date), in accordance with auditing standards generally accepted in the United
States of America, we considered (client's name) internal controls over financial reporting (internal control) as a basis for
designing our auditing procedures for the purpose of expressing our opinion on the financial statements, but not for
the purpose of expressing an opinion on the effectiveness of the Company's internal control. Accordingly, we do not
express an opinion on the effectiveness of the Company's internal control.
Our consideration on internal control was for the limited purpose described in the preceding paragraph and would not
necessarily identify all deficiencies in internal control that might be significant deficiencies or material weaknesses. How
ever, as discussed below, we identified certain deficiencies in internal control that we consider to be significant deficiencies.
A control deficiency exists when the design or operation of a control does not allow management or employees, in the
normal course of performing their assigned functions, to prevent or detect misstatements on a timely basis. A significant
deficiency is a control deficiency, or combination of control deficiencies, that adversely affects the entity's ability to initiate,
authorize, record, process, or report financial data reliably in accordance with generally accepted accounting principles such
that there is more than a remote likelihood that a misstatement of the entity's financial statements that is more than inconse
quential will not be prevented or detected by the entity's internal control.
We consider the following deficiencies to be significant deficiencies in internal control:
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prepared, a detailed accounts payable listing should be reconciled monthly to the general ledger balance. All
reconciliations should be reviewed and approved by someone other than the preparer, with the reviewer
being responsible for ensuring that all differences are resolved.

Property and Equipment
Documentation provided to support the changes in property and equipment was not in agreement with the
changes in the general ledger balances, for some categories, by as much as. Also, the computer-generated list of property and equipment was not in agreement with the total property and equipment recorded
in the general ledger; therefore, this listing was not a useful resource.

The property and equipment computer listing should be reviewed, revised, and reconciled to the general
ledger. Changes in property and equipment should be recorded timely and the detailed property and
equipment listing should be reconciled to the general ledger balances monthly.
The procedures for recording fixed asset additions and deletions should be reviewed to determine their
adequacy. Adjusting journal entries with regard to trade-ins, sales and other retirements of fixed assets
should be reviewed by the Treasurer or someone other than the person preparing the entry. Examples of
problems encountered include improper capitalization of assets when a like kind exchange or trade-in is
involved and improper recording of gain or loss on sale of assets.
An annual or biannual physical inventory of equipment is an effective management tool to help maintain
detail property and equipment records and strengthen controls of safeguarding equipment. The Board
should consider making a physical inventory a standard procedure.
This report is intended solely for the information and the use of the Board of Directors, management, and
others within the entity and is not intended to be and should not be used by anyone other than these specified
parties.

Very truly yours,

[Engagement Partner]
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Report on Reportable Conditions That Also Identifies a Material Weakness3
[Date of Auditor's Report on the Financial Statements]

In planning and performing our audit of the financial statements of the(client's name) for
the year ended(financial statement date), we considered its internal control in order to
determine our auditing procedures for the purpose of expressing our opinion on the financial statements
and not to provide assurance on internal control. However, we noted the following matters involving internal
control and its operation that we consider to be reportable conditions under standards established by the
American Institute of Certified Public Accountants. Reportable conditions involve matters coming to our
attention relating to significant deficiencies in the design and operation of internal control that, in our
judgment, could adversely affect the entity's ability to record, process, summarize, and report financial data
consistent with the assertions of management in the financial statements.
Accrued Vacation

Although accrued vacation has not been recorded on the financial statements, the amount of accrued vacation
must be considered in determining the fair presentation of the financial statements. The year end analysis of
accrued vacation had a balance significantly lower than the prior year's balance. The details of the analysis
were traced to the "attendance control cards." We found (1) the number of days earned on the listing did not
agree to that recorded in the cards, (2) individuals were reported in the cards with earned vacation but were
not on the listing, and (3) some of the cards appeared to not have been maintained.

Detailed records of vacation days earned and used by employees should be timely and accurately main
tained. At least annually, these days should be converted to dollar amounts. Management should review the
conversion and consider reporting this liability on the financial statements for complete recognition of
liabilities.
Discussions with the Office Manager revealed that not all employees are required to notify her when they
use vacation days. All employees should be required to inform the Office Manager of all vacation days taken.
Employees should also be asked to periodically review their vacation records with the Office Manager and
to indicate their agreement by signing the records.

Bad Debts

During 20XX, the Board approved the write-off of accounts receivable of about. The write-off was
charged to revenue rather than to bad-debt expense.
3 In May 2006, the AICPA's Auditing Standards Board issued SAS No. 112, Communicating Internal Control Related Matters Identified in
an Audit, which supersedes SAS No. 60. SAS No. 112 requires the auditor to communicate, in writing, to management and those
charged with governance, significant deficiencies and material weaknesses identified in an audit. SAS No. 112 is effective for audits of
financial statements ending on or after December 15, 2006; earlier implementation is permitted. If applying SAS No. 112, the first
paragraph of this report should be replaced with the following:
In planning and performing our audit of the financial statements of the(client's name) as of and for the year
ended(financial statement date), in accordance with auditing standards generally accepted in the United
States of America, we considered (client's name) internal controls over financial reporting (internal control) as a basis for
designing our auditing procedures for the purpose of expressing our opinion on the financial statements, but not for
the purpose of expressing an opinion on the effectiveness of the Company's internal control. Accordingly, we do not
express an opinion on the effectiveness of the Company's internal control.
Our consideration on internal control was for the limited purpose described in the preceding paragraph and would not
necessarily identify all deficiencies in internal control that might be significant deficiencies or material weaknesses. How
ever, as discussed below, we identified certain deficiencies in internal control that we consider to be significant deficiencies
and other deficiencies that we consider to be material weaknesses.
A control deficiency exists when the design or operation of a control does not allow management or employees, in the
normal course of performing their assigned functions, to prevent or detect misstatements on a timely basis. A significant
deficiency is a control deficiency, or combination of control deficiencies, that adversely affects the entity's ability to initiate,
authorize, record, process, or report financial data reliably in accordance with generally accepted accounting principles such
that there is more than a remote likelihood that a misstatement of the entity's financial statements that is more than inconse
quential will not be prevented or detected by the entity's internal control.
We consider the following deficiencies to be significant deficiencies in internal control:
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Procedures for recording bad debt write-offs should be reviewed for adequacy. All adjusting entries should
be reviewed by the Treasurer or a member of management other than the person preparing the journal entry.

A material weakness is a reportable condition in which the design or operation of one or more of the
internal control structure elements does not reduce to a relatively low level the risk that errors or
irregularities in amounts that would be material in relation to the financial statements being audited
may occur and not be detected within a timely period by employees in the normal course of performing
their assigned functions.
Our consideration of the internal control structure would not necessarily disclose all matters in the internal
control structure that might be reportable conditions and, accordingly, would not necessarily disclose all
reportable conditions that are also considered to be material weaknesses as defined above. However, we
believe that the following reportable condition is a material weakness.4
Blank Checks

Blank checks are maintained in an unlocked cabinet along with the check signing machine.
Blank checks and the check signing machine should be locked in separate locations so as to prevent the
embezzlement of funds.

This report is intended solely for the information and use of the Board of Directors, management, and others
within the entity and is not intended to be and should not be used by anyone other than these specified
parties.
Very truly yours,

[Engagement Partner]

[The next page is 7601.]

If applying SAS No. 112, this paragraph should be replaced with the following:
A material weakness is a significant deficiency, or combination of significant deficiencies, that results in more than a remote
likelihood that a material misstatement of the financial statements will not be prevented or detected by the entity's internal
control.
We believe that the following deficiency constitutes a material weakness:
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Illustrative Reliance Letter

Addressee:

The following is in response to your letter to our firm dated.
We performed an audit of ABC Company's balance sheet dated December 31, 20X0, and the related
statements of income, retained earnings, and cash flow for the year then ended. The financial statements
were audited as of the financial statement date and the audit procedures performed were completed on
March 28, 20X1 (audit report date). No additional audit procedures were performed subsequent to March 28,
20X1.

The audit was conducted in accordance with generally accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. However, a properly designed and executed audit may not detect a
material irregularity. For example, generally accepted auditing standards do not require that an auditor
authenticate documents, nor is an auditor trained to do so. Also audit procedures that are effective for
detecting a misstatement that is unintentional may not be effective for a misstatement that is intentional and
is concealed through collusion between client personnel and third parties or among management or
employees of the client.
We understand that you intend to rely on the report and associated statements in connection with (describe
as precisely as possible the transaction in connection with which the third party intends to rely on the report and
statements). It should be noted that the audit procedures performed in order to render an opinion on the
financial statements of ABC Company may not be adequate or appropriate for this purpose. Because of the
limitations inherent in the audit process we may not have detected all material misstatements. Accordingly,
our audit was not intended for your benefit and should not be taken to supplant the inquiries and procedures
that you should take to satisfy yourself as to ABC Company's credit-worthiness. We recommend that you
perform your own due diligence investigation which should include but not be limited to the following steps
(itemize). We emphasize that this list of procedures may not be all inclusive and that we cannot provide any
assurance that the procedures we have mentioned will be sufficient for your purposes.

[Signature]

[Date]

[The next page is 7701.]
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Illustrative Proposal Letter
[Date]

We appreciate this opportunity to present a proposal for (nature of services) and a brief description of our firm
and services.

Our firm was formed in 20___ . We have
partners and
staff and support personnel working with
clients in accounting and auditing, taxation, and various consulting services. Although we serve all size
clients, our clientele consists primarily of small and medium-size businesses such as yours.
Our professional objectives are to provide the highest quality services on a timely basis. As a member of the
AICPA Division for Firm's Private Companies Practice Section, our accounting and auditing practice has
been subjected to a review by another firm of CPAs. We received an unqualified opinion as a result of that
review. We extend our client relationships to include ongoing contact and services to achieve our services
objectives.
We have extensive experience in the
industry. This experience and related understanding of
your industry's operations permit us to design, perform, and complete engagements for your company
effectively and at a reasonable cost.

Our services include the following:
•

Accounting, Auditing, and Attestation Services
Our accounting, auditing, and attestation services include annual or special audits, compilations and
reviews of financial statements, and the examination and review of financial and other information under
the attestation standards. We accompany our report on audited financial statements with a reportable
conditions letter and a management letter that include suggestions to correct internal control weaknesses
and recommendations for operational efficiencies. Our purpose in making these suggestions is to help
you accomplish your operational objectives. These suggestions often result in cost savings.

•

Tax Services
We offer diversified tax services, including assistance in all phases of federal, state, and local income
taxes; estate, inheritance, and gift taxes; and payroll and other taxes. These services include tax return
preparation, tax research, and representation of clients at administrative proceedings before the
various taxing authorities. The objectives of our tax services are to minimize taxes and potential
problems.

•

Consulting Services

Our consulting services are designed to assist clients in improving efficiency and profitability. Our
approach offers assistance in such areas as developing plans for problem identification or implement
ing more effective operating controls, evaluating information systems and installing or upgrading
data processing systems.
AICPA Audit and Accounting Manual
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, an audit partner, will be primarily responsible for your engagement.

As you requested, our proposal is for(state nature of services).
We estimate that our fees for the proposed services will be approximately $, plus out-of-pocket
expenses, billable as the work progresses. Our fees are based on time spent on the engagement. Should we
encounter any unforeseen circumstances requiring additional time, you will be notified promptly of the
situation.
Our fee estimate is based on the assumption that your personnel will prepare certain schedules and analyses
for us. We also anticipate their assistance in locating invoices and other documents for our examination.

Our firm is organized and staffed to help you satisfy our business needs. Please call
questions about this proposal.
Very truly yours,

with

[Firm Signature]

[The next page is 8001.]
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Alerts
The material included in this section is intended to provide CPAs with an overview of recent economic,
industry, regulatory, and professional developments that may affect audits and other engagements they
perform. The material in this section has not been approved, disapproved, or otherwise acted on by a
senior technical committee of the AICPA.
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Audit Risk Alert—2005/06
STRENGTHENING AUDIT INTEGRITY
SAFEGUARDING FINANCIAL REPORTING

NOTICE TO READERS
This Audit Risk Alert, prepared by the AICPA staff, is intended to help you identify the
significant business risks that may result in the material misstatement of your client's
financial statements. This Alert provides CPAs with an overview of recent economic, business,
regulatory, and professional developments that may affect the audits and other
engagements they perform.

This publication is an Other Auditing Publication as defined in AU section 150, Generally Accepted
Auditing Standards (AICPA, Professional Standards, vol. 1). Other Auditing Publications have
no authoritative status; however, they may help the auditor understand and apply SASs.
If an auditor applies the auditing guidance included in an Other Auditing Publication, he
or she should be satisfied that, in his or her judgment, it is both appropriate and relevant to
the circumstances of his or her audit. The auditing guidance in this document has been
reviewed by the AICPA Audit and Attest Standards staff and published by the AICPA and
is presumed to be appropriate. This document has not been approved, disapproved, or
otherwise acted on by a senior technical committee of the AICPA.

AICPA Staff
Written by Robert Durak, CPA
Senior Manager
Accounting and Auditing Publications

How This Alert Helps You
.01 This Audit Risk Alert helps you plan and perform your audits. The knowledge delivered by this Alert
assists you in achieving a more robust understanding of the business and economic environment in which
your clients operate. This Alert is an important tool in helping you identify the significant business risks that
may result in the material misstatement of your client's financial statements. Moreover, this Alert delivers
information about emerging practice issues and current accounting, auditing, and professional develop
ments.

.02 References to Professional Standards. When referring to the professional standards, this Alert cites
the applicable sections of the codification and not the numbered statements, as appropriate. For example,
Statement on Auditing Standards (SAS) No. 54 is referred to as AU section 317 of the AICPA Professional
Standards.
Help Desk—See the AICPA Audit Risk Alert Independence and Ethics Alert—2005/06
(product no. 022476kk) for a thorough discussion of recent developments and key issues in
the area of independence and ethics.

Help Desk—See the AICPA Audit Risk Alert SEC and PCAOB Developments—2005/106 (product
no. 022496) for a thorough discussion of recent Securities and Exchange Commission (SEC)
and Public Company Accounting Oversight Board (PCAOB) developments.
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AICPA Industry Audit Risk Alerts
.03 To help auditors understand the relevant industry, regulatory, and other external factors, as well as
business risks affecting their clients, the AICPA has developed industry-specific Audit Risk Alerts that can
be used in conjunction with this Alert. The current list of AICPA Alerts and product numbers is presented
below. To obtain these Alerts, call the AICPA at (888) 777-7077 or go online at www.cpa2biz.com.
1.

Auto Dealerships Industry Developments (product no. 022446kk)

2.

Construction Contractors Industry Developments (product no. 022316kk)

3.

Bank, Credit Union, and Other Depository and Lending Institution Industry Developments
(product no. 022296kk)

4.

Employee Benefit Plans Industry Developments (product no. 022415kk)

5.

Government Auditing Standards and Circular A-133 Audits (product no. 022454kk)

6.

Health Care Industry Developments (product no. 022346kk)

7.

High-Technology Industry Developments (product no. 022406kk)

8.

Independence and Ethics Alert (product no. 022476kk)

9.

Insurance Industry Developments (product no. 022356kk)

10.

Investment Companies Industry Developments (product no. 022366kk)

11.

Manufacturing Industry Developments (product no. 022376kk)

12.

Not-for-Profit Organizations Industry Developments (product no. 022425kk)

13.

Real Estate Industry Developments (product no. 022396kk)

14.

Securities Industry Developments (product no. 022386kk)

15.

State and Local Governmental Developments (product no. 022435kk)

In addition the AICPA publishes the Compilation and Review Alert—2005/06 (product no. 022306kk).

New Pronouncements and Other Guidance
Recent Auditing and Attestation Pronouncements and Related Guidance
.04 Presented below is a list of auditing, attestation, and related guidance issued since the publication of
last year's Alert. For information on auditing and attestation standards, quality control standards, and related
guidance that may have been issued subsequent to the writing of this Alert, please refer to the AICPA Web
site at www.aicpa.org/members/div/auditstd/technic.htm and the PCAOB Web site at www.pcaobus.org
(public company audits only).
.05 You may also look for announcements of newly issued standards in the CPA Letter, Journal of
Accountancy, and the quarterly electronic newsletter, In Our Opinion, issued by the AICPA's Auditing
Standards team and available at www.aicpa.org/members/div/auditstd/opinion/index.htm.
AAM §8010.03
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AICPA Auditing Inter
pretation No. 1 of AU
section 328, Auditing Fair
Value Measurements and
Disclosures

AICPA Auditing Inter
pretation No. 1 of AU
section 332, Auditing
Derivative Instruments,
Hedging Activities, and
Investments in Securities
(July 2005)

(Applicable to audits
conducted in accordance
with generally accepted
auditing standards
(GAAS))
AICPA Auditing Interpre
tation No. 1 of AU section
625, Reports on the
Application of Accounting
Principles

8017
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"Auditing Interests in Trusts Held by a Third-Party Trustee and
Reported at Fair Value"

"Auditing Investments in Securities Where a Readily Determinable
Fair Value Does Not Exist"

These Interpretations clarify that simply receiving a confirmation
from a third party (including a trustee) does not in and of itself
constitute adequate audit evidence with respect to the valuation
assertion of interests in trusts or investments in securities. The
Interpretations also reiterate the responsibility of management
to institute accounting and financial reporting processes for the
determination of fair value measurements. According to the
Interpretations, if the auditor is unable to audit the existence or
measurement of interests in investments in securities at the
financial statement date, the auditor should consider whether
that scope limitation requires the auditor to qualify his or her
opinion or disclaim an opinion.

"Requirement to Consult With the Continuing Accountant"
This Interpretation provides guidance on how an "advisory
accountant" can overcome the presumptive requirement to consult
with a continuing accountant.

(January 2005)

(Applicable to audits con
ducted in accordance
with GAAS)

AICPA Auditing Interpre
tation No. 12 of AU sec
tion 623, Special Reports

"Evaluation of the Appropriateness of Informative Disclosures in
Insurance Enterprises' Financial Statements Prepared on a
Statutory Basis"

(amended January 2005)

This Interpretation clarifies that financial statements prepared on a
statutory basis are financial statements prepared on a comprehensive
basis of accounting other than generally accepted accounting
principles (GAAP) and provides general guidance on disclosures
necessary for financial statements prepared on an other
comprehensive basis of accounting.

(Applicable to audits
conducted in accordance
with GAAS)

AICPA Auditing Inter
pretation No. 14 of AU
section 623, Special
Reports
(amended January 2005)

"Evaluating the Adequacy of Disclosure and Presentation in
Financial Statements Prepared in Conformity With an Other
Comprehensive Basis of Accounting (OCBOA)"
This Interpretation provides guidance on necessary disclosures for
financial statements prepared on an other comprehensive basis of
accounting.

(Applicable to audits con
ducted in accordance
with GAAS)

(continued)
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"Auditor Reports on Regulatory Accounting or Presentation When
the Regulated Entity Distributes the Financial Statements to Parties
Other Than the Regulatory Agency Either Voluntarily or Upon
Specific Request"

(January 2005)

(Applicable to audits con
ducted in accordance
with GAAS)

AICPA Attest Interpreta
tion No. 6 of AT section
101, Attest Engagements
(December 2004)

This Interpretation provides illustrative language for an auditor's
report prepared on a regulatory basis of accounting prescribed by
a regulatory agency, where the financial statements are not
prepared solely for filing with that agency.
"Reporting on Attestation Engagements Performed in Accordance
With Government Auditing Standards"

This Interpretation provides illustrative language for an attestation
report for engagements performed pursuant to generally accepted
government auditing standards.

(Applicable to audits con
ducted in accordance
with GAAS)

AICPA Technical Practice
Aid (TPA) section 9070.05

(August 2005)

"Consideration of Impact of Losses From Natural Disasters
Occurring After Completion of Audit Field Work and Signing of
the Auditor's Report But Before Issuance of the Auditor's Report
and Related Financial Statements"

(nonauthoritative)

AICPA TPA section
8345.01

"Audit Considerations When Client Evidence and Corroborating
Evidence in Support of the Financial Statements Has Been
Destroyed by Fire, Flood, or Natural Disaster"

(September 2005)

(nonauthoritative)

AICPA TPA section
8345.02

"Considerations When Audit Documentation Has Been Destroyed
by Fire, Flood, or Natural Disaster"

(September 2005)

(nonauthoritative)

AICPA Practice Alert
(PA) 2005-1

(September 2005)

Auditing Procedures With Respect to Variable Interest Entities
The purpose of this Practice Alert is to provide guidance to
auditors in planning and performing auditing procedures with
respect to variable interest entities.

(nonauthoritative)
PCAOB Staff Questions
and Answers
(Various dates)

(Applicable to audits con
ducted in accordance
with PCAOB standards)

AAM §8010.05

1. Auditing Internal Control over Financial Reporting. The PCAOB has
issued two sets of questions and answers in 2005 relating to the
issuance of PCAOB No. 2, An Audit of Internal Control Over
Financial Reporting Performed in Conjunction With an Audit of
Financial Statement: question 37, and questions 38 through 55.

2. Attest Engagements Regarding XBRE Financial Information Furnished
Under the XBRL Voluntary Financial Reporting Program on the
Edgar System.
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AICPA Audit and Ac
counting Practice Aid

(nonauthoritative)
AICPA Audit and Ac
counting Practice Aid

(nonauthoritative)

AICPA Audit and Ac
counting Practice Aid
(nonauthoritative)
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The Auditor's Guide to Understanding PCAOB Auditing Standard No. 2

This publication walks an auditor through all the key
requirements of PCAOB Auditing Standard No. 2 and provides
insight and analysis on what those requirements mean.

SAS No. 70 Reports and Employee Benefit Plans

This publication provides guidance on the use of Statement on
Auditing Standards (SAS) No. 70 reports in audits performed in
accordance with GAAS. In addition, this publication includes
checklists and forms to help implement the guidance.

Illustrative Disclosures on Derivative Loan Commitments
This Practice Aid provides illustrations of disclosures of derivative
loan commitments in accordance with the reporting and disclosure
guidance cited in SEC Staff Accounting Bulletin No. 105,
Application of Accounting Principles to Loan Commitments.

AICPA Audit and Ac
counting Practice Aid

Auditing Recipients of Federal Awards: Practical Guidance for Applying
OMB Circular A-133, third edition

(nonauthoritative)

This new edition covers the 2003 revision to Government Auditing
Standards. It includes a CD-ROM containing detailed programs
and checklists to assist in the audits of entities that receive federal
assistance.

Accounting Trends &
Techniques

Employee Benefit Plans

(nonauthoritative)

Accounting Trends &
Techniques
(nonauthoritative)
Guidance on Manage
ment Override of Internal
Controls

This publication provides extensive illustrative financial
statements and note disclosures for employee benefit plans.

Not-for-Profit Organizations
This publication provides extensive illustrative financial
statements and note disclosures for not-for-profit organizations.
Management Override of Internal Controls: The Achilles' Heel of Fraud
Prevention, The Audit Committee and Oversight of Financial Reporting

(nonauthoritative)

This guidance is available through the AICPA Audit Committee
Effectiveness Center at www.aicpa.org/audcommctr (go to
"Spotlight Area").

AICPA Toolkit

The AICPA Audit Committee Toolkit: Not-for-Profit Organizations

(nonauthoritative)

This toolkit provides a comprehensive set of best practices for
audit committees of not-for-profit organizations to help them carry
out their responsibilities effectively. The not-for-profit toolkit
covers governance topics ranging from increasing the usefulness of
the audit committee charter and hiring the chief audit executive to
conducting an executive session and evaluating independent
auditors. It is available through the AICPA Audit Committee
Effectiveness Center at www.aicpa.org/audcommctr/toolkitsnpo/
homepage.htm.

(continued)
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AICPA Toolkit

The AICPA Audit Committee Toolkit: Government Organizations

(nonauthoritative)

This toolkit covers a variety of governance topics, including
conducting an executive session, discussions to expect from the
independent auditor, peer review of CPA firms, evaluating
independent auditors, fraud, and internal controls. It is
available through the AICPA Audit Committee Effectiveness
Center at www.aicpa.org/audcommctr/toolkitsgovt/
homepage.htm.

Statutory Framework

A Statutory Framework for Reporting Significant Deficiencies in Internal
Control to Insurance Regulators

12-05

(May 2005)

(nonauthoritative)

This Framework provides auditors of insurance company
financial statements with an overview of recent regulatory
developments that may affect the engagements and audits they
perform.

.06 As necessary, auditors should obtain and understand the complete text of the applicable standards
and other guidance. You should visit the applicable Web site for complete information.

Auditing Standards Available on AICPA and PCAOB Web Sites
.07 The standards and interpretations promulgated by the AICPA Auditing Standards Board (ASB)
are available free of charge by visiting the AICPA Audit and Attest Standards Team's page at www.aicpa.
org/members/div/auditstd/Auth_Lit_for_NonIssuers.htm. Members and nonmembers alike can down
load the auditing, attestation, and quality control standards by either choosing a section of the codifica
tion or an individual statement number. You can also obtain copies of AICPA standards and other
guidance by contacting the AICPA at (888) 777-7077 or online at www.cpa2biz.com.
.08 Also, the PCAOB has published its interim standards for audits of public companies on its Web site
(www.pcaobus.org).

Recent Accounting Pronouncements and Related Guidance
.09 Presented below is a list of accounting pronouncements and other guidance issued since the publi
cation of last year's Alert. For information on accounting standards issued subsequent to the writing of this
Alert, please refer to the AICPA Web site at www.aicpa.org, and the Financial Accounting Standards Board
(FASB) Web site at www.fasb.org. You may also look for announcements of newly issued standards in the
CPA Letter and Journal of Accountancy.
FASB Statement of
Financial Accounting
Standards No. 152
(December 2004)

AAM §8010.06

Accounting for Real Estate Time-Sharing Transactions—an amendment
of FASB Statements No. 66 and 67
This Statement amends FASB Statement No. 66, Accounting for Sales
of Real Estate, to reference the financial accounting and reporting
guidance for real estate time-sharing transactions that is provided
in AICPA Statement of Position (SOP) 04-2, Accounting for Real
Estate Time-Sharing Transactions. This Statement also amends FASB
Statement No. 67, Accounting for Costs and Initial Rental Operations of
Real Estate Projects, to state that the guidance for (a) incidental
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operations and (b) costs incurred to sell real estate projects does not
apply to real estate time-sharing transactions. The accounting for
those operations and costs is subject to the guidance in SOP 04-2.
FASB Statement No. 153
(December 2004)

Exchanges of Nonmonetary Assets—an amendment of APB Opinion No. 29
This Statement amends Accounting Principles Board (APB)
Opinion No. 29, Accounting for Nonmonetary Transactions, to
eliminate the exception for nonmonetary exchanges of similar
productive assets, and replaces it with a general exception for
exchanges of nonmonetary assets that do not have commercial
substance. A nonmonetary exchange has commercial substance if the
future cash flows of the entity are expected to change significantly as
a result of the exchange.

FASB Statement
No. 123(R)
(December 2004)

Share-Based Payment
This Statement is a revision of FASB Statement No. 123, Accounting
for Stock-Based Compensation; it supersedes APB Opinion No. 25,
Accounting for Stock Issued to Employees, and its related
implementation guidance. This Statement focuses primarily on
accounting for transactions in which an entity obtains employee
services in share-based payment transactions. It establishes
standards for the accounting for transactions in which an entity
exchanges its equity instruments for goods or services. It also
addresses transactions in which an entity incurs liabilities in
exchange for goods or services that are based on the fair value of
the entity's equity instruments or that may be settled by the
issuance of those equity instruments.

FASB Statement No. 154
(May 2005)

Accounting Changes and Error Corrections—a replacement of APB
Opinion No. 20 and FASB Statement No. 3
This Statement replaces APB Opinion No. 20, Accounting Changes,
and FASB Statement No. 3, Reporting Accounting Changes in Interim
Financial Statements—an amendment of APB Opinion No. 3, and
changes the requirements for the accounting for and reporting of a
change in accounting principle. This Statement applies to all
voluntary changes in accounting principle. It also applies to
changes required by an accounting pronouncement in the unusual
instance that the pronouncement does not include specific
transition provisions.

FASB Interpretation
No. 47
(March 2005)

Accounting for Conditional Asset Retirement Obligations—an
interpretation of FASB Statement No. 143
This Interpretation clarifies that conditional asset retirement
obligations describes a legal obligation to perform an asset
retirement activity in which the timing and/or method of
settlement are conditional on a future event that may not be under
the entity's control.

FASB EITF Issues
(Various dates)

Go to www.fasb.org/eitf/ for a complete list of EITF Issues.

FASB Staff Positions
(Various dates)

Go to www.fasb.org/fasb_staff_positions/ for a complete list of
FASB Staff Positions (FSPs). Some of the recently issued FSPs
address issues relating to FASB Statements No. 143 and No. 150,
among others, as well as to FASB Interpretation No. 46(R).

(continued)
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AICPA Statement of
Position (SOP) 05-1

Accounting by Insurance Enterprises for Deferred Acquisition Costs in
Connection With Modifications or Exchanges of Insurance Contracts

AICPA TPA section
1200.06-15
(February 2005)
(Nonauthoritative)

"Accounting by Noninsurance Enterprises for Property and
Casualty Insurance Arrangements That Limit Insurance Risk"

AICPA TPA section
5400.05
(September 2005)
(Nonauthoritative)

"Accounting and Disclosures Guidance for Losses from Natural
Disasters—Nongovernmental Entities"

AICPA TPA section
6930.09
(August 2005)
(Nonauthoritative)

"Accounting and Disclosure Requirements for Single-Employer
Employee Benefit Plans Related to the Medicare Prescription Drug,
Improvement and Modernization Act of 2003"

AICPA TPA section
6930.10
(August 2005)
(Nonauthoritative)

"Accounting and Disclosure Requirements for Multiemployer
Employee Benefit Plans Related to the Medicare Prescription Drug,
Improvement and Modernization Act of 2003"

12-05

Recent FASB EITF Issues and FSPs
.10 The FASB is very active in issuing Emerging Issues Task Force (EITF) Issues and FASB Staff Positions
(FSPs). Auditors should visit the FASB Web site to stay abreast of these many issues and understand those
accounting requirements that may pertain to their client's financial statements. Listed below are selected
EITF Issues and FSPs that have been issued recently and may have a broad interest.

EITF
Issue or FSP

Title

EITF Issue No. 01-9

"Accounting for Consideration Given by a Vendor to a Customer
(including a reseller of the vendor's products)"

EITF Issue No. 03-1

"The Meaning of Other-Than-Temporary Impairment and its
Application to Certain Investments"

EITF Issue No. 03-13

"Applying the Conditions in Paragraph 42 of FASB Statement No.
144 in Determining Whether to Report Discontinued Operations"

EITF Issue No. 04-1

"Accounting for Preexisting Relationships between the Parties to a
Purchase Business Combination"

EITF Issue No. 04-5

"Investor's Accounting for an Investment in a Limited Partnership
When the Investor Is the Sole General Partner and the Limited
Partners Have Certain Rights"

EITF Issue No. 04-10

"Determining Whether to Aggregate Operating Segments That Do
Not Meet The Quantitative Thresholds"

EITF Issue No. 04-13

"Accounting for Purchases and Sales of Inventory with the Same
Counterparty"

FSP 150-5

"Issuer's Accounting under Statement 150 for Freestanding
Warrants and Other Similar Instruments on Shares that are
Redeemable"

AAM §8010.10
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EITF
Issue or FSP

Title

FSP FIN 46(R)-5

"Implicit Variable Interests under FASB Interpretation No. 46(R)"

FSP APB 18-1

"Accounting by an Investor for its Proportionate Share of
Accumulated Other Comprehensive Income of an Investee
Accounted for under the Equity Method in Accordance with APB
Opinion No. 18 upon a Loss of Significant Influence"

Recent AICPA Independence and Ethics Pronouncements
.11 The AICPA Independence and Ethics Alert—2005/06 (product no. 022476kk) contains a complete update
on new independence and ethics pronouncements. This Alert can be obtained by calling the AICPA at (888)
777-7077 or going online at www.cpa2biz.com. Readers should obtain that Alert to be aware of independence
and ethics matters that will affect their practice.

Recent SEC and PCAOB Developments
.12 The AICPA SEC and PCAOB Alert—2005/06 (product no. 022496kk) contains a complete update on
new SEC and PCAOB pronouncements and other issuances. This Alert can be obtained by calling the AICPA
at (888) 777-7077 or going online at www.cpa2biz.com. Readers should obtain that Alert to be aware of SEC
and PCAOB matters that may affect their engagements.

Understanding the Entity and Its Environment and Assessing Risks
.13 An auditor should obtain an understanding of relevant industry, regulatory, and other external
factors. These factors include:
•

Industry conditions;

• The regulatory environment encompassing, among other matters, relevant accounting pronounce
ments;
•

The legal and political environment; and

•

Other external factors, such as general economic conditions.

.14 The industry in which the entity operates may be subject to specific risks of material misstatement
arising from the nature of the business, the degree of regulation, or other external forces (for example,
political, economic, social, technical, and competitive).

.15 The auditor should obtain an understanding of the entity's objectives and strategies, and the related
business risks that may result in material misstatement of the financial statements. Business risks result from
significant conditions, events, circumstances, actions, or inactions that could adversely affect the entity's
ability to achieve its objectives and execute its strategies, or through the setting of inappropriate objectives
and strategies. An understanding of business risks increases the likelihood of identifying risks of material
misstatement. However, the auditor does not have a responsibility to identify or assess all business risks.
Most business risks will eventually have financial consequences and, therefore, an effect on the financial
statements. However, not all business risks give rise to risks of material misstatement.
.16 After gaining an understanding of the entity and its environment, the auditor needs to make risk
assessments at the financial statement and relevant assertion levels based on that understanding.
AICPA Audit and Accounting Manual
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.17 Presented in this Alert are current business, economic, regulatory, accounting, and auditing matters
that may affect your clients. Reading about these matters and properly addressing them as necessary will
help you gain a better understanding of your client's environment, will help you better assess risks of material
misstatement of the financial statements, and will ultimately strengthen the integrity of your audits.

Present Business and Economic Developments That May
Affect Your Audits
Rising Interest Rates, Rising Energy Costs, Rising Debt Levels, and a
Softening Housing Boom
.18 A number of serious threats to the economy and business environment exist. They include:

•

Rising interest rates. Remember that approximately half of all U.S. corporate debt outstanding has
floating interest rates. Moreover, trillions of dollars worth of derivatives exist, many of which are
based on interest rates.

•

Soaring gasoline prices, which threaten a key pillar of the U.S. economy—consumer spending.

•

Dangerously high and rising consumer debt levels.

•

A softening housing boom in some markets.

.19 Although the economy has been performing nicely, these threats could derail economic growth,
possibly affecting your client's business and therefore possibly affecting the risks on your audit.

Viability and Liquidity Risks
.20 You should be alert to economic and business conditions and events that, when considered in the
aggregate, indicate that there could be a substantial negative effect on your client's financial condition,
including a substantial doubt about your client's ability to continue as a going concern.

What Are Some
Auditing Considerations?

What Are the Risks or Issues?

• An entity's sensitivity to negative changes in
economic conditions can often result in
business failure.

• Be alert to (a) negative trends, such as recurring
operating losses or working capital deficiencies;
(b) financial difficulties, such as loan defaults
or denial of trade credit from suppliers;
(c) internal matters, such as substantial
dependence on the success of a particular product
line; or (d) external matters, such as legal
proceedings or loss of a principal supplier.
• Be alert to an excessive and unusual reliance
on external financing, rather than money
generated from the company's own operations.

• In circumstances described above, auditors may
have to consider whether, based on such
conditions and events, there is substantial
doubt about the entity's ability to continue as a
going concern.
• Follow the guidance contained in AU section
341, The Auditor's Consideration of an Entity's
Ability to Continue as a Going Concern (AICPA,
Professional Standards, vol. 1).

AAM §8010.17
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.21 Using Cash-Flow Analysis to Help Assess Going Concern. To fully understand a company's viability
as an ongoing concern, an auditor would do well to calculate a few simple ratios from data on the client's
cash-flow statement. When it comes to liquidity analysis, cash-flow information is more reliable than
balance sheet or income statement information. Balance sheet data is static—measuring a single point in
time—while the income statement contains many arbitrary noncash allocations. In contrast, the cash
flow statement records the changes in the other statements and nets out the bookkeeping artifice,
focusing on what shareholders and other interested parties really care about, that is, the cash available
for operations and investments.

.22 Numerous cash-flow ratios are available to help assess a client's solvency, liquidity, and the viability
of a client as a going concern. Presented below are two ratios that help spotlight a company's viability as a
going concern.
.23 Funds Flow Coverage (FFC) Ratio. The numerator of the FFC ratio consists of earnings before interest
and taxes plus depreciation and amortization (EBITDA). The denominator consists of interest plus tax-adjusted
debt repayment plus tax-adjusted preferred dividends. To adjust for taxes, divide by the complement of the
tax rate. All the figures in the denominator are unavoidable commitments.

.24 An auditor can use the FFC ratio as a tool to evaluate the risk that a company will default on its most
immediate financial commitments, that is, interest payments, short-term debt, and preferred dividends. If
the FFC ratio is at least 1.0, the company can meet its commitments—but just barely. If a company's FFC
ratio is less than 1.0, the company must raise additional funds to meet current operating commitments. To
avoid bankruptcy, it must keep raising fresh capital.
.25 Cash Interest Coverage Ratio. The numerator consists of cash flow from operations, plus interest
paid, plus taxes paid. The denominator includes all interest paid—short term and long term. The resultant
multiple indicates the company's ability to make the interest payments on its entire debt load. A highly
leveraged company will have a low multiple, and a company with a strong balance sheet will have a high
multiple. Any company with a cash interest multiple less than 1.0 runs the immediate risk of potential default.

Risks Attendant to Rising Interest Rates
.26

What Are the Risks or Issues?
• Entities that have issued floating rate debt
may see their profits squeezed and their
stock and corporate bond prices suffer as
interest rates rise.
• With a mountain of debt existing in the
business sector, rising interest rates can result
in losses on derivatives and securities holdings.
• Significant changes in and the volatility of
general interest rates increase the inherent risk
for the valuation of investments and
derivatives whose value is significantly
affected by interest rates. Remember that in
1994 rising interest rates wreaked havoc on
securities holdings and derivatives. History
can repeat itself very unexpectedly.

What Are Some
Auditing Considerations?
• Rising interest rates may threaten an entity's
financial stability and profitability, resulting
in an increase in pressure to commit
fraudulent financial reporting. If rising
interest rates are identified as a fraud risk
factor, the auditor will need to develop an
appropriate audit response and follow the
guidance in AU section 316, Consideration of
Fraud in a Financial Statement Audit (AICPA,
Professional Standards, vol. 1; and for audits
conducted in accordance with PCAOB
standards: AICPA, PCAOB Standards and
Related Rules).
• If rising interest rates threaten an entity's
financial stability and profitability to the
point where the auditor believes it represents
a condition that raises a question about the
(continued)
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What Are Some
Auditing Considerations?

What Are the Risks or Issues?
• Companies that rely heavily on profits from
their finance units could face reduced earnings
if interest rates continue to rise. That is because
of the narrowing gap between short- and long
term interest rates.

validity of the going concern assumption, the
auditor should follow the guidance contained
in AU section 341, The Auditor's Consideration of
an Entity's Ability to Continue as a Going Concern
(AICPA, Professional Standards, vol. 1).

• Auditors of companies that rely heavily on
profits from finance units may need to address
that fact in their audit planning and
procedures and apply the guidance described
above appropriately.
• Auditors should carefully understand and
follow the guidance in the AICPA Audit Guide
Auditing Derivative Instruments, Hedging
Activities, and Investments in Securities, as well
as the requirements of AU section 332,
Auditing Derivative Instruments, Hedging
Activities, and Investments in Securities (AICPA,
Professional Standards, vol. 1; and for audits
conducted in accordance with PCAOB
standards: AICPA, PCAOB Standards and
Related Rules).
• Auditors should determine that the method
specified by generally accepted accounting
principles (GAAP) to determine the value of
the investment or derivative is being
followed.
• Auditors should determine that the recorded
value of the investment or derivative utilizes
reasonable interest rates, in those cases in
which interest rates affect the valuation of the
investment or derivative.

Inventory Obsolescence
.27

What Are Some
___________ Auditing Considerations?

What Are the Risks or Issues?
• Harsher economic realities may contribute to a
reduction in sales of certain kinds of inventory.
• Slow-moving inventory raises the risk that the
inventory may become obsolete and not
properly stated at the lower of cost or market
value.

AAM §8010.27

• You may need to pay special attention to the risk
of excess or obsolete inventory if your client falls
into economic difficulties. Factors you may look
at in assessing inventory valuation include:
— Product sales trends and expected future
demand.
— Sales forecasts prepared by management as
compared with industry statistics.
— Inventory valuation ratios, such as gross
profit ratios, inventory turnover,
obsolescence allowances as a percentage of
inventory, and days' sales in inventory.
— Economic conditions in the areas where the
products are sold.
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What Are the Risks or Issues?

What Are Some
Auditing Considerations?
• You may want to consider the following steps
in identifying slow-moving, excess, defective,
and obsolete items included in inventory:
— Examine an analysis of inventory turnover.
— Review industry experience and trends.
— Analytically compare the relationship of
inventory balances to anticipated sales
volumes.
— Tour the facility where inventory is kept.
— Inquire of sales and other relevant personnel
concerning excess or obsolete items.
— Determine if material or unusual sales
cancellations and returns occur after year end.

• Accounting principles for the value of
inventory are set forth in Statements 5, 6, and 7
of Chapter 4 of Accounting Research Bulletin
(ARB) No. 43, Restatement and Revision of
Accounting Research Bulletins.
• SEC SAB No. 100, Restructuring and Impairment
Charges, provides guidance on how to account
for and classify write-downs of inventory. Also,
the SEC's Management's Discussion and
Analysis (MD&A) rules will often require
disclosure of what happened in the business that
resulted in the reduction in sales of inventories,
as well as the effect of those factors on trends in
operating results and liquidity.

Customers With High Levels of Debt and Collectibility of Receivables
.28

What Are the Risks or Issues?

What Are Some
Auditing Considerations?

• The current high debt levels of U.S. consumers
and the high levels of personal bankruptcies
pose a possible threat to receivable? balances at
many entities.

• Auditors may need to pay closer attention to
their client's customer base and more closely
evaluate the collectibility of a client's accounts
receivable.

• Harsher economic realities may contribute to a
deterioration in the collectibility of receivables.

• When auditing estimates, auditors should
apply the guidance in AU section 342, Auditing
Accounting Estimates (AICPA, Professional
Standards, vol. 1; and for audits conducted in
accordance with PCAOB standards: AICPA,
PCAOB Standards and Related Rules), which
provides guidance on obtaining and
evaluating sufficient competent evidential
matter to support significant accounting
estimates used in a client's financial statements.
(continued)
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What Are Some
___________ Auditing Considerations?

• Often, the large number of customer accounts
makes it difficult to determine the adequacy of
the allowance only by reference to individual
accounts. In such cases, a very useful tool in
evaluating the allowance for doubtful accounts
is the application of analytical procedures.
Auditors should follow the guidance in
AU section 329, Analytical Procedures
(AICPA, Professional Standards, vol. 1; and
for audits conducted in accordance with
PCAOB standards: AICPA, PCAOB Standards
and Related Rules'), when performing such work.
• When testing the reasonableness of the
allowance for doubtful accounts, the auditor
may want to also perform some of the
following procedures:
— Obtain publicly available information on
major customers to determine their ability
to honor outstanding obligations to the
company
— Investigate unusual credit limits or
nonstandard payment terms granted to
customers
— Test subsequent collections of receivables

• The following are examples of the ratios
auditors might use to evaluate collectibility of
accounts receivable:
— Accounts receivable turnover indicates how
well the company collects its receivables
and is computed as net credit sales divided
by average accounts receivable.
— Bad debts to net credit sales indicates
whether writeoffs are adequate. It is
computed as bad debt expense divided by
net credit sales.
— Allowance for doubtful accounts to accounts
receivable indicates whether the allowance
is adequate. It is computed as the
allowance for doubtful accounts divided
by accounts receivable.
• The auditor may also review revenue and
receivables transactions and fluctuations after
the balance-sheet date for items such as sales,
writeoffs, and collections subsequent to year end.
This may provide additional information about
the collectibility of the accounts receivable and
the reasonableness of the allowance account on
the balance sheet date.

AAM §8010.28

Copyright © 2005, American Institute of Certified Public Accountants, Inc.

69

8029

Audit Risk Alert—2005/06

12-05

Impairment and Recoverability Risks to Long-Lived Assets and Intangibles
.29

What Are the Risks or Issues?
If economic conditions deteriorate, entities
may need to make impairment and
recoverability assessments of long-lived assets,
business acquisitions, goodwill, and other
intangibles.

What Are Some
___________ Auditing Considerations?__________

• If economic conditions deteriorate for your
client, you may need to assess whether a risk
exists that may be impaired. You may also
need to assess whether the disposal of longlived assets is being properly accounted for.
FASB Statement No. 144, Accounting for the
Impairment or Disposal of Long-Lived Assets, and
FASB Statement No. 142, Goodwill and Other
Intangible Assets, provide the main accounting
requirements in this area.

Risk of Fraudulent Reporting and Improper Accounting Estimates
.30

What Are the Risks or Issues?

What Are Some
Auditing Considerations?

• A weakening economic and business
environment can generate increased pressure
on management at many companies. The stress
of achieving earnings goals and battling fierce
competition can motivate management to
fraudulently report financial results.
Consequently, an increased risk of fraudulent
financial reporting may exist at many entities.

• Auditors should have a solid understanding of
the requirements of AU section 316,
Consideration of Fraud in a Financial Statement
Audit (AICPA, Professional Standards, vol. 1;
and for audits conducted in accordance with
PCAOB standards: AICPA, PCAOB Standards
and Related Rules), and follow those
requirements in their audit engagements.

• Management's accounting estimates may
become overly optimistic.

• Factors that may heighten the risk of
fraudulent financial reporting during difficult
economic times may include the following:
— The entity is undercapitalized, is relying
heavily on bank loans and other credit,
and is in danger of violating loan
covenants.
— The entity appears to be dependent on an
initial public offering (IPO) for future
funding.
— The entity is having difficulty obtaining or
maintaining financing.
— The entity is exhibiting liquidity problems.
— The entity is changing significant
accounting policies and assumptions to
less conservative ones.
— The entity is generating profits but not
cash flow.
— Management's compensation is largely
tied to earnings or the appreciation of
stock options.
— There is a significant change in members of
senior management or the board of
directors.
(continued)
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What Are Some
Auditing Considerations?

• When auditing accounting estimates, auditors
should give close attention to the underlying
assumptions used by management. AU section
342, Auditing Accounting Estimates (AICPA,
Professional Standards, vol. 1; and for audits
conducted in accordance with PCAOB
standards: AICPA, PCAOB Standards and
Related Rules'), provides guidance on obtaining
and evaluating sufficient competent evidential
matter to support significant accounting
estimates used in a client's financial statements.
• As required by Item 303 of Regulation
S-K, SEC registrants should also disclose in
MD&A changes in accounting estimates that
have a material effect on the financial
condition or results of operations of the
company or trends in earnings, or would cause
reported financial information not to be
necessarily indicative of future operating
results or of future financial condition.

Hurricanes Katrina and Rita—Accounting and Auditing Considerations
.31 Hurricanes Katrina and Rita, which severely damaged the Gulf Coast region, present unique issues
to accountants and auditors. In addition, Katrina and Rita will likely cause disruption to the nation's
near-term economic growth, inasmuch as the hurricanes inflicted severe damage to key areas of the nation's
energy and shipping infrastructure. However, significant long-term economic effects are not expected.
Beyond the possible economic impact the hurricanes may have, accountants and auditors should be aware
of the issues and information presented below. Auditors working in the insurance industry may want to
obtain the AICPA Audit Risk Alert Insurance Industry Development—2005/06 (product no. 022356kk) for
guidance and information about the hurricanes' effect on the insurance industry.

Accounting Considerations
.32 As companies assess Katrina and Rita's financial impact on their operations, management will need
to properly report the impact in their financial statements. The following questions may arise for losses
incurred as a result of the hurricanes:

1. How should losses from a natural disaster of a type that is reasonably expected to re-occur be
classified in the statement of operations?
2. When should an asset impairment loss related to a natural disaster be recognized?
3. When should a liability for nonimpairment losses and costs related to a natural disaster be recog
nized?

4. What is the accounting for insurance recoveries to cover losses sustained in a natural disaster? Also,
what are the additional considerations related to business interruption insurance recoveries?
5. What are the required disclosures regarding the impact of a natural disaster?

.33 The AICPA has issued TPA section 5400.05, "Accounting and Disclosures Guidance for Losses from
Natural Disasters." This guidance answers the above questions and can be obtained at www.aicpa.org/
download/acctstd/Natural_disaster_TPA_5400.05.pdf.
AAM §8010.31

Copyright © 2005, American Institute of Certified Public Accountants, Inc.

69

12-05

Audit Risk Alert—2005/06

8031

.34 The guidance in TPA section 5400.05 states that a natural disaster of a type that is reasonably expected
to recur would not meet the conditions of classifying the losses as "extraordinary" in the income statement.
The magnitude of loss from a particular natural disaster does not cause that disaster to be unusual in nature
or unlikely to recur (the two conditions for an extraordinary item). As of the writing of this Alert, indications
are the FASB will conclude that losses from the hurricanes should not be classified as extraordinary. Readers
should keep alert to any statements from the FASB on this matter.

Auditing Considerations
. 35 The AICPA has issued the following TPAs in response to the hurricanes. These TPAs can be obtained
at www.aicpa.org/members/div/auditstd/Recently_Issued_Technical_Practice_Aids.asp. Auditors
whose clients are affected by the hurricanes or other natural disasters should follow the guidance in these
TPAs, as appropriate.
•

TPA section 9070.05, "Consideration of Impact of Losses From Natural Disasters Occurring After
Completion of Audit Field Work and Signing of the Auditor's Report But Before Issuance of the
Auditor's Report and Related Financial Statements."

•

TPA section 8345.01, "Audit Considerations When Client Evidence and Corroborating Evidence in
Support of the Financial Statements Has Been Destroyed by Fire, Flood, or Natural Disaster."

•

TPA section 8345.02, "Considerations When Audit Documentation Has Been Destroyed by Fire,
Flood, or Natural Disaster."

SEC, IRS, and DOL Activities Related to the Hurricanes
.36 The SEC, the IRS, and the Department of Labor (DOL) are providing relief to victims of the hurricanes
in various ways, such as extension of filing deadlines, exemptions from filing requirements, and tax relief.
Visit the SEC, IRS, and DOL Web sites at www.sec.gov,www.irs.gov, and www.dol.gov for further
information. In addition, see the section below for a discussion of an SEC order exempting auditors from
certain rules to help assist clients in the reconstruction of accounting records.

SEC Issues Exemption Related to Auditor Assistance in Reconstruction of Accounting Records
.37 The SEC understands that in this unique situation an audit client may look to its auditor for assistance
in reconstruction of its accounting records because of the auditor's knowledge of the client's financial systems
and records. Under Section 10A(g)(l) of the Exchange Act and Rule 2-01(c)(4)(i) of Regulation S-X, auditors
are prohibited from providing bookkeeping or other services relating to the accounting records of the audit
client. In Rule 2-01(c)(4)(i) of Regulation S-X, these prohibited services are described as including "maintain
ing or preparing the audit client's accounting records" or "preparing or originating source data underlying
the audit client's financial statements."
.38 In light of the conditions in areas affected by Hurricane Katrina, however, the SEC believes that
limited relief from these prohibitions is warranted for those registrants and other persons who are required
to comply with the independence requirements of the federal securities laws and the SEC's rules and
regulations thereunder.
.39 Accordingly, the SEC has ordered, pursuant to Section 36 of the Exchange Act, that independent CPAs
engaged to provide audit services to registrants and other persons required to comply with the independence
requirements of the federal securities laws and the SEC's rules and regulations thereunder are exempt from
the requirements of Section 10A(g)(l) of the Exchange Act and Rule 2-01(c)(4)(i) of Regulation S-X, when the
conditions below are satisfied.

1. With respect to audit clients that are registrants, the address of the registrant's principal executive
offices listed on the cover page of the most recent periodic report filed by the registrant on Form 10-Q,
10-QSB, 10-K, or 10-KSB is within one of the Presidential Disaster Areas.
AICPA Audit and Accounting Manual
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2. With respect to audit clients other than registrants, the address listed on the most recently filed
schedule or form that the audit client had filed, or the address that the audit client would be required
to list on any covered schedule or form required to be filed, is within one of the Presidential Disaster
Areas.
3. Services provided by the auditor are limited to reconstruction of previously existing accounting
records that were lost or destroyed as a result of Hurricane Katrina and such services cease as
soon as the client's lost or destroyed records are reconstructed, its financial systems are fully
operational, and the client can effect an orderly and efficient transition to management or other
service provider.

4. With respect to issuers, the services provided by the issuer's auditor pursuant to this Order are subject
to preapproval by the issuer's audit committee as required by Rule 201(c)(7) of Regulation S-X.

Other AICPA Activities Related To Katrina
.40 In addition to the activities previously discussed, the AICPA has implemented several relief efforts
and is reaching out to members in the Gulf Coast to help with relief efforts. A Disaster Recovery Resource
Center has been established at www.aicpa.org/news/2005/ disaster_recovery_resources.htm. This site is full
of many resources and information about relief activities related to Katrina.

Risks to Developing Economies

.41 Skyrocketing energy costs are threatening many developing economies. Developing economies,
especially in Asia (for example, Indonesia, India, Philippines, Thailand, and South Korea), rely heavily on
oil and gas. They also import a great deal of that energy. These developing nations spend heavily to subsidize
energy prices. As they spend increasing amounts of money, the buying power and soundness of their
currencies erodes. These nations then face great pressure to raise interest rates to restore the value of their
currencies and keep inflation in check. These factors could undermine investor confidence in these
developing economies and cause an economic downturn. Energy subsidies were an issue in the 19971998 Asian economic crisis. Auditors may want to keep an eye on these developing economies. If serious
economic difficulty develops, auditors may need to consider the effect such events would have on their
clients and audits.

What Are Some
___________ Auditing Considerations ?

What Are the Risks or Issues?

Economic downturns in foreign economies
directly affect the U.S. economy and the
business and financial health of U.S. companies.
Manufacturers, oil producers, ranchers,
farmers, high-technology companies, and
aerospace businesses are some of the
industries that could be affected negatively.
U.S. companies that have links to countries
experiencing economic trouble may see their
stock prices lose substantial value.
Greater risk may exist for entities involved in
derivatives, assets, and foreign-currency
transactions related to countries embroiled in
economic hardships.
Serious economic difficulty abroad may result
in a greater risk of current vulnerability due to
certain concentrations.
AAM §8010.40

• Depending on the results of the risk
assessment procedures performed on the
engagement, auditors may need to determine
whether management has appropriately
assessed the performance of its assets and
derivatives related to economically troubled
nations.
• Also, auditors may need to consider whether
management has appropriately accounted for,
and made all required disclosures relating to,
foreign currency translation, transactions
arising from the translation of asset and
liability positions, and revenue and expense
transactions in currencies other than U.S.
dollar pursuant to FASB Statement No. 52,
Foreign Currency Translation.
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What Are Some
___________ Auditing Considerations?__________
• Auditors should consider whether
management has appropriately evaluated the
risk of current vulnerabilities due to certain
concentrations. Also, auditors should consider
whether management has appropriately
complied with the requirements of SOP 94-6,
Disclosure of Certain Significant Risks and
Uncertainties. Auditors may need to evaluate
management's consideration of related
contingencies arising from economic troubles
abroad, pursuant to FASB Statement No. 5,
Accounting for Contingencies.

Layoffs and Possible Risks
.42 Jobs cuts have been on the rise in 2005. If the risks to economic health enumerated above strike,
significant layoffs may result.
__________ What Are the Risks or Issues?
• Large layoffs, staff reductions, and
notifications to employees of impending
termination can affect internal control over
financial accounting and reporting systems.
• Key people and key controls may be lost
during a downsizing. In addition, remaining
employees may feel overwhelmed by their
workloads, lack time to complete tasks and
consider decisions, and may suffer from low
morale.

What Are Some
___________ Auditing Considerations?___________
• Auditors should be aware of any layoffs or
staff reductions occurring on their audit
engagements and consider the following:
— Attention to internal control may no longer
be maintained.
— Asa result of unfilled positions, key
control procedures may no longer be
performed, may be performed less
frequently, or may be performed by
individuals lacking proper understanding
to identify and correct errors.
— Layoffs of information technology
personnel may have a negative effect on
the entity's ability to initiate, process, or
record its transactions, or maintain the
integrity of the information generated by
the information technology system.
— Key functions that should be segregated
may now be performed by one person.
— Changes to the control environment may
have altered control effectiveness and
potentially resulted in a material control
weakness.
— Changes in internal control caused by
past or pending layoffs or staff reductions
may create an opportunity for fraudulent
activities.

Outsourcing
.43 U.S. businesses are increasingly outsourcing various and more sensitive business functions, primarily
to remain competitive and improve profit margins. Outsourced functions include information technology,
finance, accounting, data entry, transaction processing, telemarketing, manufacturing, tax preparation, invest
ment research, human resources, and call center operations. Lately, companies have even begun outsourcing
research and development activities.
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What Are Some
Auditing Considerations?

What Are the Risks or Issues?
• Transactions that affect the financial statements
are subjected to controls that are, at least in
part, physically and operationally separate.

• Less control of business function may occur,
resulting in weakened internal control and
security over systems.
• Training at the entity handling the outsourced
work may be inadequate, possibly weakening
internal control.

• Privacy of customer financial and other personal
data may be compromised. The company that
outsourced the work is legally responsible.
• Management's and auditors' understanding
and assessment of internal control may need to
encompass controls at service organizations
handling the outsourced work. Circumstances
may impair that understanding and
assessment.

• Consider and comply with the auditing require
ments of AU section 324, Service Organizations
(AICPA, Professional Standards, vol. 1; and for audits
conducted in accordance with PCAOB standards:
AICPA, PCAOB Standards and Related Rules).
• Auditors of public companies and other
issuers should consider and comply with
Appendix B of PCAOB Auditing Standard No. 2,
An Audit of Internal Control Over Financial
Reporting Performed in Conjunction With an
Audit of Financial Statements (AICPA, PCAOB
Standards and Related Rules), and the related
PCAOB Staff Questions and Answers.

• Consider and comply with the auditing
requirements of AU section 337, Inquiry of a Client's
Lawyer Concerning Litigation, Claims, and
Assessments (AICPA, Professional Standards, vol. 1),
and AU section 317, Illegal Acts by Clients (AICPA,
Professional Standards, vol. 1), in response to the
increased legal risk associated with outsourcing.

Raising Capital Through the Equity and Credit Markets
.44 The IPO market continues its strong growth. As the economy continues to expand and the IPO market
grows with it, auditors may face situations in which their clients are seeking to raise capital, either in the
equity or credit markets.

What Are Some
Auditing Considerations ?

What Are the Risks or Issues?
For entities seeking to raise capital, high
earnings or sales figures are among the most
convincing data the entity could present to
potential lenders and investors. Accordingly,
pressure may exist to inflate revenues and
earnings.

• An auditor may decide that additional audit
procedures directed to the audit of revenues
may be needed to address a possible risk of
overstated revenue and earnings.
• Auditors may need to focus on management's
estimates of future product returns that could
have a significant effect on the entity's earnings
or sales figures.
• Significant revenue recognized toward the
close of the latest audited period merits special
consideration. Auditors should review the
possibility of returns on shipments, the
inability of buyers to pay, and contingencies
that may prevent revenue recognition.

• Chapter 1 of the AICPA Audit Guide Auditing
Revenue in Certain Industries provides detailed
guidance for auditing revenue assertions,
including consideration of internal control over
revenue recognition, analytical procedures,
cutoff tests, vouching, and other substantive
tests of details and evaluating accounting
estimates relevant to revenue recognition.
AAM §8010.44
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Underfunded Pension Plans and Aggressive Assumptions in Pension Plan Accounting
.45 Many companies across all industries are facing a mounting crisis—underfunded pension plans. A
recent Government Accountability Office (GAO) report stated that more than half of the 29,000 private
pension plans insured by the federal Pension Benefit Guaranty Corporation (PBGC) were underfunded, and
a quarter of the plans were less than 90 percent funded. Simply put, many companies have defined benefit
plans in which the obligations owed to retirees exceed the assets in the plans. These companies are faced
with pouring large amounts of cash into those plans to meet legal requirements and make up the shortfall.
As this crisis worsens, a number of companies are opting to terminate their pension plans.

.46 In addition, many companies have been updating and changing the assumptions they use in accounting
for pension plans and other postretirement benefit plans to reflect a changing economic environment.

What Are the Risks or Issues?
• Changes to key assumptions (such as assumed
rates of return and discount rates), even small
changes, can significantly affect an entity's
earnings and financial statements.

• Management can be aggressive in their
assumptions and estimates in an attempt to
manage earnings and the balance sheet. A
recent study conducted by the National Bureau
of Economic Research found that some
companies hiked pension plan return estimates
before making an acquisition or before a top
executive exercised stock options.
• The key assumptions used by management in
recording accounting estimates related to their
company's pension plan and other post-retire
ment plans may be unrealistic and lead to
material misstatement in the financial statements.

• Depending on the pension plan, companies with
pension plan shortfalls will be confronting losses
that will affect earnings, cash flow, and equity.
Companies will need to fund their pension plans
to meet legal requirements.

• Companies with underfunded pension plans
face the risk of technically defaulting on the debt
they carry.

What Are Some
____________ Auditing Considerations?___________
• Auditors should be aware that management
needs to continuously monitor the key assump
tions used in measuring pension benefit
obligations, returns on plan assets, and peri
odic service cost. Principal actuarial assumptions
include discount rates, participation rates, and
factors affecting the amount and timing of
future benefit payments. FASB Statements No.
87, Employers' Accounting for Pensions, and No.
106, Employers' Accounting for Postretirement
Benefits Other Than Pensions, indicate that each
assumption shall reflect the best estimate solely
with respect to that individual assumption on
the applicable measurement date.

• When auditing accounting estimates, auditors
should give close attention to the underlying
assumptions used by management. AU section
342, Auditing Accounting Estimates (AICPA,
Professional Standards, vol. 1; and for audits
conducted in accordance with PCAOB standards:
AICPA, PCAOB Standards and Related Rules),
provides guidance on obtaining and evaluating
sufficient competent evidential matter to
support significant accounting estimates used
in a client's financial statements.
• Auditors should be aware of this growing
problem in the nation's pension plans and may
need to consider the financial health of their
client's defined benefit plans and determine
whether business and audit risks exist, such as
a going concern problem.
• Auditors may need to determine whether dis
closure in the financial statements is warranted,
based on the pension circumstances at each client.

• If activity within an existing plan, such as
earnings or returns on invested plan assets, has
a material impact on the company's liquidity,
capital resources, or results of operations, that
activity should be discussed in MD&A.
AICPA Audit and Accounting Manual
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Classification of Payments Related to Settlement of Pension Liabilities
.47 Contributions to pension plans are reported as operating cash flows because they relate to employee
compensation, an item reported as an expense in the income statement. Clients that have entered into
agreements with the PBGC typically make payments to the PBGC related to the defined benefit plans that
were assumed by the PBGC. Despite the fact that payments made to the PBGC may continue for several
years, the cash outflows should not be classified as financing activities in the statement of cash flows.

Mergers and Acquisitions Heating Up
.48 Merger and acquisition activity has been very strong lately and looks to continue to expand strongly
in the near term. Even high-technology company M&A deals have been increasing.

__________ What Are the Risks or Issues?_________

• Management risks creating deficiencies in
internal control and in business operations.
• Employees may have an increased opportunity
to commit fraud when entities merge. With the
shake-ups taking place, employees can take
advantage of a breakdown in internal control,
a lack of segregation of duties, and missing
supervisory reviews to commit fraud.
Furthermore, some employees become
embittered after a merger, giving them a
rationalization to commit fraud.
• An entity acquiring another entity may try to
worsen the reported financial performance of
the purchased company during the period
immediately preceding the acquisition date,
the stub period. By worsening the financial
performance of the acquired company before
the acquisition, management will find it much
easier to report "improved" performance after
the acquisition, thus demonstrating the
positive effects of the business combination
and providing a pop in reported earnings
(known as "spring loading"). This sort of
financial engineering may involve the
deliberate inflation of reserves and allowances
recorded on the acquired company's books.
These inflated reserves are then reversed in the
period following the acquisition, providing a
generous burst of earnings growth.
• Management of public companies may fail to
consider the effect of the Sarbanes-Oxley Act of
2002 and related SEC regulations on the
merger. For example, a company may
encounter a serious challenge if it acquires a
privately held company that has not had to
comply with Sarbanes-Oxley. Necessary
internal controls may not be in place at the
acquired entity.

AAM §8010.47

What Are Some
___________ Auditing Considerations?___________
• Auditors may need to refamiliarize themselves
with the latest accounting standards (for
example, FASB Statement No. 141, Business
Combinations) relevant to mergers and acquisi
tions.
• Possible gaps and deficiencies in internal
control may affect the nature, timing, and
extent of audit testing and may represent
reportable conditions or weaknesses in internal
control that should be communicated to
management and the audit committee.
Auditors should refer to the guidance set forth
under AU section 319, Consideration of Internal
Control in a Financial Statement Audit (AICPA,
Professional Standards, vol. 1; and for audits
conducted in accordance with PCAOB
standards: AICPA, PCAOB Standards and
Related Rules).

• Auditors should refer to the guidance set forth
in AU section 316, Consideration of Fraud in a
Financial Statement Audit (AICPA, Professional
Standards, vol. 1; and for audits conducted in
accordance with PCAOB standards: AICPA,
PCAOB Standards and Related Rules), when
assessing the risk of fraud.

• Auditors should be on the lookout for "spring
loading" types of accounting practices and
determine that appropriate GAAP is being fol
lowed.
• Auditors of public companies need to pay
special attention to the proper compliance with
Sarbanes-Oxley at the acquired entity and
should consider the guidance contained in
PCAOB Auditing Standard No. 2, An Audit of
Internal Control Over Financial Reporting
Performed in Conjunction with an Audit of
Financial Statements (AICPA., PCAOB Standards
and Related Rules).
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Attacks on Company Information Systems and Internal Control
.49 Attacks on corporate information technology (IT) networks are growing exponentially. These attacks
take many forms—viruses, distributed denial of service (DDoS), worms, zombie spam, and “phishing"
attacks to name some. This is a problem that is not going away anytime soon. When assessing internal control,
an auditor may need to pay special attention to the client's internal control over IT systems. Given the
growing threat to IT systems, management may need to strengthen its information security systems and
auditors may find it prudent to focus their attention on the security over IT.

What Are the Risks or Issues?
• Increased access to computer systems could
increase the opportunities to change an entity's
computer records and those of its trading
partners, enabling significant fraud to be
perpetrated.
• A client's IT systems, especially those more
reliant on third parties to ensure security over
transactions and continuity of processing, face
a number of potential risks, including:
— Exposure to weak links or unscrupulous
individuals
— Disclosure of confidential information
— Entry of invalid or unauthorized
transactions
— Incomplete or untimely transmission of
data

What Are Some
Auditing Considerations?

• The auditor should be aware of the following
when assessing audit risk:
— Inadvertant disclosure of sensitive
information to unauthorized parties
— Computer or transmission disruption
— Hackers and viruses
— Attempted electronic frauds
• In the course of gathering audit evidence, the
auditor should consider the use of computerassisted audit techniques (CAATs).
• The auditor may want to test control features
that deny unauthorized individuals the ability
to authorize or initiate a transaction or to
change information already in the system.

Hedge Funds and Buyout Funds Risk
.50 Buyouts and takeovers are hot again. This time, it's hedge funds and buyout funds (also known as
private equity funds) that are leading the charge. As stocks have failed to offer handsome returns, investors'
money has poured into these alternative assets. The hedge fund industry now has assets nearing $1 trillion.
As hedge funds and buyout funds engage in these takeovers, massive amounts of debt are normally needed
to finance the deals. This debt involves bank debt and high-yield bonds. Auditors are reminded that rising
interest rates and an economic downturn can create great risk for hedge funds and buyout funds, as well as
entities involved with them. Auditors should pay special attention to possible risks in this area and address
them accordingly.

Recent Accounting Frauds and Errors
.51 Presented in the following table are some examples of accounting fraud, accounting errors, and
earnings management scenarios that have been in the news during the past year. Considering the areas
where accounting fraud and errors have occurred recently is beneficial to all auditors, insofar as they
can keep these matters in mind as they perform the audits at their clients. Remember that all auditors
should have a solid understanding of the requirements of AU section 316, Consideration of Fraud in a
Financial Statement Audit (AICPA, Professional Standards, vol. 1; and for audits conducted in accordance
with PCAOB standards: AICPA, PCAOB Standards and Related Rules), and follow those requirements in
their audit engagements.
AICPA Audit and Accounting Manual
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Recent Accounting
________________ Fraud and Errors______________
• Improper revenue recognition. Most SEC
enforcement cases are about revenue
recognition. Often, the revenue recognition
violations have less to do with fraud than with
bewilderment about the rules.
• Improper accounting for complex insurance
contracts.
• Transactions that have no economic purpose.
• Improper accounting for business combinations.
• Failure to properly apply proper accounting for
derivatives.

• Improper accounting for lease expenses.
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What Are Some
___________ Auditing Considerations?___________
• An auditor may decide that additional audit
procedures directed to the audit of revenues may
be needed to address a possible risk of overstated
revenue and earnings.
• Chapter 1 of the AICPA Audit Guide Auditing
Revenue in Certain Industries provides detailed
guidance for auditing revenue assertions,
including consideration of internal control over
revenue recognition, analytical procedures,
cutoff tests, vouching, and other substantive
tests of details and evaluating accounting
estimates relevant to revenue recognition.

• Insurance entities are required to apply
specific accounting treatments to insurance
and reinsurance contracts. The AICPA Audit
and Accounting Guides Life and Health
Insurance Entities and Property and Liability
Insurance Companies contain detailed
accounting guidance in this area.
• Auditors may need to pay special attention to
unusual transactions. If a transaction, or parts
thereof, appears to lack an economic purpose,
or if the transaction is arranged in what seems
to be an unnecessarily complicated structure,
this may be indicative of possible fraudulent
activity.
• Business combinations should be accounted
for in accordance with FASB Statement No.
141, Business Combinations, and all related
FASB issuances.
• FASB Statement No. 133, Accounting for
Derivative Instruments and Hedging Activities, is
the primary source of accounting for
derivatives.
• When auditing derivatives, auditors should
follow the guidance in AU section 332,
Auditing Derivative Instruments, Hedging
Activities, and Investments in Securities (AICPA,
Professional Standards, vol. 1; and for audits
conducted in accordance with PCAOB
standards: AICPA, PCAOB Standards and
Related Rules). In addition, auditors should
follow the guidance in the AICPA Audit Guide
Auditing Derivative Instruments, Hedging
Activities, and Investments in Securities.
• Auditors should determine that management
has followed the requirements of FASB
Statement No. 13, Accounting for Leases.
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Practice Aid on Fraud Detection
.52 Guidance related to fraud considerations in a financial statement audit is available from the AICPA
Audit and Accounting Practice Aid Fraud Detection in a GAAS Audit, revised edition (product no. 006615kk).
Call the AICPA at (888) 777-7077 or go online at www.cpa2biz.com to obtain this key resource.

New Bankruptcy Law's Effect on Small Businesses
.53 The Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 was signed into law on April
20, 2005. For small businesses, the new law contains special bankruptcy provisions and is both positive and
negative. On the positive side, small businesses will be able to collect debts from individuals and other
businesses who have filed for bankruptcy. On the negative side, small businesses that wish to reorganize
under the Chapter 11 bankruptcy law will find it more difficult, and more small businesses may not survive
bankruptcy. Auditors may need to be aware of the provisions of the new law, depending upon the circum
stances at their clients.

Other Auditing Issues and Developments
Help Desk—See the "New Pronouncements and Other Guidance" section of this Alert for
information about recent auditing guidance.

Auditing Variable Interest Entities
.54 Issued in December 2003, FASB Interpretation No. 46(R), Consolidation of Variable Interest Entities
(revised December 2003)—an interpretation of ARB No. 51, is proving to be a challenging pronouncement for
accountants to understand and comply with. Auditors have also found the provisions of FASB Interpretation
No. 46(R) challenging to audit. The Interpretation's scope includes related party arrangements that are
common to small and midsize nonpublic entities. Accordingly, auditors should pay careful attention to
the requirements of FASB Interpretation No. 46(R) inasmuch as the management of small and midsize
nonpublic entities may have to apply its provisions.

Important FASB Staff Positions to Consider
.55 Subsequent to the issuance of the revised Interpretation, the following FASB Staff Positions (FSPs)
were issued with additional guidance.

•

FSP Interpretation No. 46(R)-1—Reporting Variable Interests in Specified Assets of Variable Interest Entities
as Separate Variable Interest Entities under Paragraph 13 of FASB Interpretation No. 46 (revised December
2003), Consolidation of Variable Interest Entities (February 12, 2004)

•

FSP Interpretation No. 46(R)-2—Calculation of Expected Losses under FASB Interpretation No. 46 (revised
December 2003), Consolidation of Variable Interest Entities (February 12, 2004)

•

FSP Interpretation 46(R)-3—Evaluating Whether as a Group the Holders of the Equity Investment at Risk
Eack the Direct or Indirect Ability to Make Decisions about an Entity's Activities through Voting Rights or
Similar Rights under FASB Interpretation No. 46 (revised December 2003), Consolidation of Variable
Interest Entities (February 12, 2004)

•

FSP Interpretation 46(R)-4 —Technical Correction of FASB Interpretation No. 46 (revised December 2003),
Consolidation of Variable Interest Entities, Relating to Its Effects on Question No. 12 of EITF Issue No.
96-21, "Implementation Issues in Accounting for Leasing Transactions involving Special-Purpose
Entities."

•

FSP Interpretation 46(R)-5—Implicit Variable Interests under FASB Interpretation No. 46(R)
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Auditing Procedures Related to Variable Interest Entities
.56 Auditing variable interest entities (VIEs) can be broken down into specific steps. They are:
1. Identify the population of VIEs. Perhaps the greatest challenge and greatest risk to auditors in
auditing VIEs is evaluating the completeness of the population of VIEs in which the client may have
a variable interest.
2. Consider the involvement of related parties. The auditor should obtain an understanding of the
relationships to the client of all other parties that hold variable interests in the VIEs or potential VIEs
identified in step 1. Additionally, audit procedures performed in accordance with AU section 334,
Related Parties (AICPA, Professional Standards, vol. 1), will help identify related parties that the auditor
should consider when determining whether the client is the primary beneficiary of a VIE.
3. Identify those VIEs in which the client is the primary beneficiary. For those VIEs identified in step 1,
the auditor should review operating agreements and make inquiries to understand how the client
determined whether it was the primary beneficiary.
4. For those VIEs for which the client is the primary beneficiary, consider whether the client properly
accounted for the VIE in the consolidated financial statements.
5. For those VIEs for which the client is not the primary beneficiary, consider whether the client properly
accounted for its interests in accordance with GAAP.

6. Consider whether additional evidential matter is needed. If yes, the auditor should perform proce
dures to gather such evidence. Examples of procedures the auditor may perform are making inquiries
of management about the VIE's financial results, and reviewing information in the client's files that
relate to the VIE, such as VIE minutes, budgets, and information on cash flows.
7. Consider whether the client has made the appropriate disclosures about the VIEs with which it is
involved, both those for which it is the primary beneficiary and those for which it is not the primary
beneficiary.

8. Obtain appropriate representations from management. Among other things, the auditor should
obtain written representations from management regarding the completeness of the information
regarding VIEs and transactions with VIEs, and the adequacy of the disclosures.
9. Consider whether the results of the auditor's procedures with respect to VIEs require any special
reporting considerations.

.57 The AICPA has issued Practice Alert 2005-1, Auditing Procedures With Respect to Variable Interest
Entities. This document presents the steps addressed above and provides much greater detail. Practice Alert
2005-1 can be obtained at www.aicpa.org/members/div/auditstd/pract_alerts.asp.

Indemnifications and Limitations of Liability Provisions
.58 The AICPA Professional Ethics Executive Committee (PEEC) has issued a proposal that recommends
a new ethics Interpretation under Rule 101, Independence (AICPA, Professional Standards, vol. 2, ET sec. 101.01),
that would provide guidance to members on the impact that certain indemnification and limitation of liability
provisions may have on a member's independence when included in engagement letters or other agreements
entered into with a client. Under the proposal, certain types of indemnification and limitation of liability
provisions are considered to pose an unacceptable threat to a member's independence (for example, if the
member seeks to limit or eliminate his or her liability with respect to actual damages arising from the
member's negligence or the client's negligence), whereas others would not impair independence (for
example, if a member seeks to limit or eliminate his or her liability arising from the client's knowing
misrepresentation, willful misconduct or fraudulent behavior).
.59 The proposal can be obtained at www.aicpa.org/members/div/ethics/2005 0915_omnibus
ED.htm. Auditors should stay alert to any final issuance by PEEC on this subject.
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Internal Control Deficiencies—Learning From Reported 404 Flaws
.60 Internal control deficiencies reported by public companies, in accordance with Sarbanes-Oxley
related regulations, have been numerous. Looking at the kinds of control weaknesses being reported can be
informative to management and auditors of other companies. Knowing what those weaknesses are may help
auditors be alert to the possibility of similar internal control weaknesses at their clients. Some of those
common control weaknesses include:
•

Approximately half of internal control weaknesses reported relate to financial systems and proce
dures. These weaknesses often related to the financial closing process, account reconciliation, and
inventory processes.

•

Personnel issues, such as unqualified or inadequate finance staffs, were common.

•

Other weaknesses related to documentation, revenue recognition, IT systems and controls, lease
accounting, and tax accounting.

Companies Changing Auditors at Record Rates
.61 Companies are changing auditors at record rates lately. That being the case, auditors may be more
likely to find themselves in either the role of a predecessor or successor auditor this year. AU section 315,
Communications Between Predecessor and Successor Auditor (AICPA, Professional Standards, vol. 1), provides
guidance in communications between predecessor and successor auditors when a change of auditors is in
process or has taken place.

.62 AU section 315 cites the inquiry of the predecessor as a necessary procedure on the part of the
successor auditor. The successor, upon receiving permission from the prospective client, should make
specific and reasonable inquiries of the predecessor regarding matters that will assist the successor in
determining whether to accept the engagement. AU section 315 elaborates on specific matters that the inquiry
should include. The predecessor should respond promptly and fully to the successor's reasonable inquiries.
AU section 315 also states that the successor should request the client to authorize the predecessor to allow
a review of his or her working papers.
.63 Readers should comply with the full text of AU section 315 when an auditor change has occurred.

Association With Press Releases
.64 Practitioners should not be associated with press releases that are misleading. Lately, certain press
releases have referred to SAS No. 70 (Service Organizations) engagements and have misrepresented the nature
and scope of the SAS No. 70 related work and report. These press releases have misrepresented the meaning
of a SAS No. 70 report to encompass far more than what the SAS No. 70 engagement is intended to be.
Practitioners should be careful that they are not associated with such misrepresentations.

Other Accounting Issues and Developments
Help Desk—See the "New Pronouncements and Other Guidance" section of this Alert for
information about recently issued accounting guidance.
.65 Presented in the following sections are discussions about accounting topics that are of particular
interest lately or that have been identified as areas that some accountants have been improperly treating in
the financial statements.
AICPA Audit and Accounting Manual
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Finite Insurance Accounting Risks
.66 Recently, a number of issues have arisen concerning the determination of whether an insurance or
reinsurance contract transfers significant insurance (reinsurance) risk. The determination of significant risk
transfer is necessary to determine whether the contract is accounted for as an insurance or reinsurance
arrangement or whether it is accounted for as a financing arrangement (similar to a loan). These issues have
been at the heart of some recent large accounting scandals, in which certain companies improperly
treated transactions as insurance, when evidence of risk transfer was lacking. By improperly treating
these transactions as insurance, the companies were able to spruce up their financial statements.
.67 Finite insurance, in its most common form, involves a company paying very large premiums to an
insurer. These premiums come close to the maximum coverage. If the claim losses end up being less than
the premiums, the insurer returns the excess premiums to the company. The insurance company receives a
fee and may not risk severe loss if the premiums are very large. The question arises as to whether risk was
truly transferred to the insurer.

Accounting Guidance
.68 Paragraph 44 of FASB Statement No. 5, Accounting for Contingencies, requires that all insurance and
reinsurance contracts indemnify the insured against loss or liability. FASB Statement No. 113, Accounting
and Reporting for Reinsurance of Short-Duration and Long-Duration Contracts, provides further guidance for
determining the transfer of significant insurance risk for reinsurance arrangements. Those contracts that do
not transfer significant insurance risk are accounted for as deposits (similar to a financing or loan, with loan
repayments taking the form of periodic insurance premium payments).
.69 Regardless of whether a policyholder is a noninsurance or insurance enterprise, only to the extent
that an insurance (or reinsurance) contract indemnifies or transfers significant insurance risk from the
policyholder to the insurer does it qualify for insurance accounting.

FASB Project Underway to Address Insurance Risk Transfer
.70 The FASB is developing guidance to clarify what constitutes transfer of significant insurance risk in
insurance and reinsurance contracts. The project's objective is to define an insurance contract and provide
further assistance in identifying those contracts that transfer significant insurance risk. In addition this project
is exploring the notion of bifurcation of insurance contracts into risk transfer and financing segments for
purposes of establishing the appropriate accounting for those contract segments.

Expensing Stock Options and Complying With FASB Statement No. 123(R)
.71 As the compliance deadline nears, management at many companies will be adopting the require
ments of FASB Statement No. 123(R), Accounting for Stock-Based Compensation, and expensing their stock
options. The effect on a company's financial statements of expensing stock options could be significant. Data
suggests that approximately 20 percent of reported earnings of many corporations would be erased if they
had expensed their stock options. Other pronouncements related to FASB Statement No. 123(R) have been
issued, including:

•

SEC Staff Accounting Bulletin (SAB) No. 107. This SAB summarizes the views of the SEC staff regarding
the interaction between FASB Statement No. 123(R) and certain SEC rules and regulations and provides the
SEC staff's views regarding the valuation of share-based payment arrangements for public companies.

•

FASB Staff Position (FSP) FAS 123(R)-1, Classification and Measurement of Freestanding Financial
Instruments Originally Issued in Exchange for Employee Services under FASB Statement No. 123(R).

•

SEC Staff Progress Report on Market Approaches to Valuing Employee Stock Options Under SFAS 123R.
This document reports on the SEC's progress in evaluating proposals to value employee stock options.
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.72 The FASB has a couple of proposed FSPs outstanding that relate to FASB Statement No. 123(R). They are:
•

Proposed FSP FAS 123(R)-b, Practical Exception to the Application of Grant Date as Defined in FASB
Statement No. 123(R).

•

Proposed FSP FAS 123(R)-c, Transition Election Related to Accounting for the Tax Effects of Share-based
Payment Awards.

SEC Statements on Use of Market Instruments to Value Stock Options for FASB Statement
No. 123(R)
.73 The SEC Staff Progress Report noted above provides useful information related to the valuation
of employee stock options. Among other matters, the documents contained in the progress report state:

•

"[W]e have significant doubts based on OEA's views [the SEC's Office of Economic Analysis], as
to whether it would be possible to design an instrument that would achieve the measurement
objective of Statement 123R by relying on similar contractual terms and conditions." [Chief
Accountant's Statement]

•

"[O]ur analysis indicates that instruments that replicate the terms and conditions of employee stock
options or other share-based compensation do not produce reasonable estimates of fair value." [Office
of Economic Analysis]

•

"Differences between the preferences of employees and investors will generally prevent their exercise
behaviors from being similar." [Office of Economic Analysis]

•

"We conclude that the terms-and-conditions approach to the design of a market instrument does not
yield a transaction price that is a reasonable measure of the cost of the option grant to the issuer and,
thus, will not meet the fair value measurement objective of the standard." [Office of Economic Analysis]

. 74 If stock option accounting is an issue for your client, you should be familiar with FASB
Statement No. 123(R) and its related pronouncements and determine that management has complied
with all requirements.

What Are the Risks or Issues?

The requirements of FASB Statement No. 123
are not properly applied.
Given the complicated nature of the
accounting, management can manipulate stock
option expense to help manage the bottom line.

Valuing stock options involves complicated
measurement, assumptions, and management
judgment.

What Are Some
Auditing Considerations?
• Auditors may need to understand the
requirements of FASB Statement No. 123 and
determine whether management has complied
with those requirements.

• When auditing accounting estimates, auditors
should give close attention to the underlying
assumptions used by management. AU section
342, Auditing Accounting Estimates (AICPA,
Professional Standards, vol. 1; and for audits
conducted in accordance with PCAOB
standards: AICPA, PCAOB Standards and
Related Rules), provides guidance on obtaining
and evaluating sufficient competent evidential
matter to support significant accounting
estimates used in a client's financial statements.
• Auditors should understand and comply with
the requirements of AU section 328, Auditing
Fair Value Measurements and Disclosures
(AICPA, Professional Standards, vol. 1).
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Buy/Sell Arrangements/Purchases and Sales of Inventory With the
Same Counterparty
.75 Buy/sell transactions typically involve contractual arrangements that establish the terms of the agree
ments to buy and sell a commodity either jointly in a single contract, or separately in individual contracts that
are entered into concurrently or in contemplation of one another with a single counterparty. There may be
provisions accommodating differences in quantities or grades, receipt and delivery locations, and stipulating
that monetary consideration accompany the exchange. Such arrangements may be employed to facilitate the
procurement of feedstock for a refinery operation, or to otherwise manage the supply chain or inventory in
general. Some companies may find it necessary to enter into a series of these transactions with different
counterparties in an effort to obtain a given quantity of feedstock or inventory for a single location. These
arrangements are undertaken due to market forces of supply and demand, and they may serve to increase the
efficiency with which transportation assets are utilized or to reduce the overall cost of acquiring inventory.

Accounting Guidance
.76 Questions have been raised regarding the accounting for these types of transactions, including:
1. Under what circumstances should two or more transactions with the same counterparty (counter
parties) be viewed as a single nonmonetary transaction within the scope of APB Opinion No. 29?

2. If nonmonetary transactions within the scope of APB Opinion No. 29 involve inventory, are there
any circumstances under which the transactions should be recognized at fair value?

.77 The FASB has issued EITF Issue No. 04-13, "Accounting for Purchases and Sales of Inventory with
the Same Counterparty," which addresses these accounting issues. Auditors may need to determine whether
management has complied with the requirements of EITF Issue No. 04-13.
.78 In addition, the SEC staff has issued letters to certain registrants on the accounting, presentation, and
disclosure of buy/sell transactions. An example of the letter is posted on the SEC's Web site at
www.sec.gov/divisions/corpfin/guidance/oilgas021105.htm. Registrants who engage in buy/sell transac
tions should provide the disclosure requested in the sample letter.

Leasing-Related Errors and Restatements
.79 There have been a number of restatements for lease accounting in the following areas: (a) amortization
of leasehold improvements by a lessee in an operating lease with lease renewals, (b) the pattern of recognition
of rent when the lease term in an operating lease contains a period where there are free or reduced rents
(commonly referred to as "rent holidays"), and (c) incentives related to leasehold improvements provided
by a landlord/lessor to a tenant/lessee in an operating lease. Presented here is accounting guidance related
to these three areas, as communicated recently by the SEC staff.

Amortization of Leasehold Improvements
.80 Leasehold improvements in an operating lease should be amortized by the lessee over the shorter of
their economic lives or the lease term, as defined in paragraph 5(f) of FASB Statement No. 13, Accounting for
Leases, as amended. Amortizing leasehold improvements over a term that includes assumption of lease
renewals is appropriate only when the renewals have been determined to be reasonably assured, as that
term is contemplated by FASB Statement No. 13.

Rent Holidays
.81 Pursuant to the response in paragraph 2 of FASB Technical Bulletin (FTB) 85-3, Accounting for
Operating Leases with Scheduled Rent Increases, rent holidays in an operating lease should be recognized by the
lessee on a straight-line basis over the lease term (including any rent holiday period) unless another systematic
and rational allocation is more representative of the time pattern in which leased property is physically employed.
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Landlord/Tenant Incentives
.82 Leasehold improvements made by a lessee that are funded by landlord incentives or allowances under
an operating lease should be recorded by the lessee as leasehold improvement assets and amortized over a
term consistent with the guidance in the section in this Alert titled "Amortization of Leasehold Improvements."
.83 The incentives should be recorded as deferred rent and amortized as reductions to lease expense over
the lease term in accordance with paragraph 15 of FASB Statement No. 13 and the response to Question 2 of
FTB 88-1, Issues Relating to Accounting for Leases, and therefore, it is inappropriate to net the deferred rent
against the leasehold improvements.

.84 A company's statement of cash flows should reflect cash received from the lessor that is accounted
for as a lease incentive within operating activities and the acquisition of leasehold improvements for cash
within investing activities. Evaluating when improvements should be recorded as assets of the lessor or assets
of the lessee may require significant judgment.

Revenue Arrangements With Multiple Deliverables
.85 Numerous entities need to comply with the requirements of FASB EITF Issue No. 00-21, "Revenue
Arrangements with Multiple Deliverables." Many companies offer multiple solutions to their customers'
needs. Those solutions may involve the delivery or performance of multiple products, services, or rights to
use assets, and performance may occur at different points in time or over different periods of time. In these
situations, accounting for the revenue related to those terms can be complicated.

.86 EITF Issue No. 00-21 addresses how to determine whether an arrangement involving multiple
deliverables contains more than one unit of accounting. In applying this Issue, separate contracts with the
same entity or related parties that are entered into at or near the same time are presumed to have been
negotiated as a package and should, therefore, be evaluated as a single arrangement in considering whether
there are one or more units of accounting. That presumption may be overcome if there is sufficient evidence
to the contrary. This Issue also addresses how arrangement consideration should be measured and allocated
to the separate units of accounting in the arrangement. Readers should refer to the full text of the Issue to
understand all of its requirements.

What Are the Risks or Issues?

What Are Some
Auditing Considerations?

• Management may not be aware of the
requirements of EITF Issue No. 00-21, may fail
to comply with the Issue, or may improperly
implement the requirements of the Issue.

• Auditors may need to understand the
requirements of EITF Issue No. 00-21 and
determine whether management has complied
with those requirements.

• The financial statements may not present the
disclosures required by EITF Issue No. 00-21.

• Auditors may need to pay special attention to
a client's financial statement disclosures and
determine that they properly present the
disclosures required by EITF Issue No. 00-21.

Guidance on Impairment of Investments—Update on EITF Issue No. 03-1
.87 In 2004, to answer questions on evaluating other-than-temporary impairment, the FASB issued EITF
Issue No. 03-1, "The Meaning of Other-Than-Temporary Impairment and Its Application to Certain Invest
ments." The project included two stages. The first, a disclosure stage, included additional numerical and
narrative disclosures for debt and marketable equity securities that have unrealized losses. The second stage
included specific measurement and impairment accounting guidance.
AICPA Audit and Accounting Manual
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Disclosures
.88 In summary, for investments accounted for under paragraph 5(b) and for investments with unreal
ized losses that have not been recognized as other than temporary, one needs to disclose in tabular form,
aggregated unrealized losses by category of investment and the related fair value of those investments.
Additionally, these disclosures need to be segregated by current and noncurrent status. Finally, additional,
narrative information should be provided, sufficient to allow financial statement users to understand the
quantitative disclosures and the information that the investor considered (both positive and negative) in
reaching the conclusion that the impairments are not other than temporary. There are also additional
disclosures for cost method investments, if applicable. For specific instructions, see the EITF Issue.

Impairment Evaluation
.89 The second stage included accounting guidance, which was set to be effective for reporting periods
beginning after June 15, 2004. However, when entities started to put the impairment requirements of the
EITF into practice, a number of issues became problematic.

.90 In response to concerns, the FASB issued two FSPs. FSP EITF Issue No. 03-1-1, Effective Date of
Paragraphs 10-20 of EITF Issue No. 03-1, delayed the recognition and measurement guidance contained in
paragraphs 10 through 20 of EITF Issue No. 03-1. FSP EITF Issue No. 03-1-a, Implementation Guidance for the
Application of Paragraph 16 of EITF Issue No. 03-1, evaluated interest rate impaired debt securities analyzed
under paragraph 16 of EITF Issue No. 03-1.
.91 On June 29, 2005, it was decided not to provide additional guidance on the meaning of other-thantemporary impairment and the FASB directed the staff to finalize proposed FSP EITF 03-1-a, renamed FSP
FAS 115-1, Accounting for Certain Investments in Debt and Equity Securities. This FSP is planned to be issued in
the second half of 2005 and will be effective for other-than-temporary impairment analyses conducted in
periods beginning after September 15, 2005. The FSP will replace the guidance in paragraphs 10 through 18
of EITF Issue No. 03-1, and refer to existing other-than-temporary impairment guidance—for example, FASB
Statement No. 115, Accounting for Certain Investments in Debt and Equity Securities; APB Opinion No. 18, The
Equity Method of Accounting for Investments in Common Stock; and SEC Staff Accounting Bulletin No. 59,
Accounting for Noncurrent Marketable Equity Securities. If the current FSP is passed as final, the FSP will affect
guidance in the following ways:
•

Supersede EITF Issue No. 03-1 and EITF Topic No. D-44, "Recognition of Other-Than-Temporary
Impairment upon the Planned Sale of a Security Whose Cost Exceeds Fair Value"

•

Codify the guidance set forth in EITF Topic D-44 and clarify that an investor should recognize an
impairment loss no later than when the impairment is deemed other than temporary, even if a
decision to sell has not been made

Additionally, at the September 7, 2005, FASB meeting, the staff recommended that the FASB provide
transition guidance in this FSP specifically for the accounting for debt securities subsequent to an other-thantemporary impairment.

Reminder About the Classification of Cash Receipts From Inventory Sales
.92 Companies may finance the sale of inventory in various ways, such as on account or with a note or
sales-type lease receivable (whether long or short term), using various entities in the consolidated group.
Paragraph 22a of FASB Statement No. 95, Statement of Cash Flows, states that cash receipts from the sales of
goods or services are operating cash flows. Paragraph 22a clarifies that classification as an operating activity
is required regardless of whether those cash flows stem from the collection of the receivable from the
customer or the sale of the customer receivable to others; regardless of whether those receivables are on
account or stem from the issuance of a note; and regardless of whether they are collected in the short term
or the long term.
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.93 Presenting cash flows between a company and its consolidated subsidiaries as an investing cash
outflow and an operating cash inflow when there has not been a cash inflow to the company on a consolidated
basis from the sale of inventory is not in accordance with GAAP. Similarly, presenting cash receipts from
receivables generated by the sale of inventory as investing activities in the company's consolidated state
ments of cash flows is not in accordance with GAAP.
.94 Management should ensure that footnote disclosure identifies where the cash flows related to the sale
of inventory are classified in the consolidated statements of cash flows and explains the nature of the
receivables/ notes/loans and where the cash flows from these transactions are classified in the consolidated
statements of cash flows. Management should also ensure that the line item descriptors on the consolidated
statements of cash flows are consistent with those on the consolidated balance sheets and in the financial
statement footnotes detailing the components of finance receivables.

Key Auditing and Accounting Pronouncements on the Horizon
.95 Auditors should keep abreast of auditing and accounting developments and upcoming guidance that
may affect their engagements. You should check the appropriate standard-setting Web sites (listed below)
for a complete picture of all accounting and auditing projects in progress. Presented below is brief informa
tion about certain projects that are expected to result in final standards in the near future. Remember that
exposure drafts are nonauthoritative and cannot be used as a basis for changing GAAP or GAAS.
.96 For an understanding of PCAOB auditing standards on the horizon, refer to the AICPA SEC and
PCAOB Alert—2005/06.

.97 The following table lists the various standard-setting bodies' Web sites, where information may be
obtained on outstanding exposure drafts, including downloading a copy of the exposure draft. These Web
sites contain much more in-depth information about proposed standards and other projects in the pipeline.
Standard-Setting Body

Web Site

AICPA Auditing Standards Board (ASB)
(Note that for audits of public companies,
the Public Company Accounting Oversight
Board sets auditing standards.)

www.aicpa.org/members/div/auditstd/
drafts.htm

Public Company Accounting Oversight
Board (PCAOB)

www.pcaobus.org

AICPA Accounting Standards Executive
Committee (AcSEC)

www.aicpa.org/members/div/acctstd/
edo/index.htm

Financial Accounting Standards Board (FASB)

www.fasb.org

Governmental Accounting Standards Board
(GASB)

www.gasb.org

Professional Ethics Executive Committee
(PEEC)

www.aicpa.org/members/div/ethics/
index.htm

Auditing Pipeline—Nonpublic Companies

Eight SASs Related to Audit Risk
.98 In October 2005, the AICPA's Auditing Standards Board (ASB) voted to ballot eight SASs related to
risk assessment. One open item, dealing with materiality, is yet to be resolved. The ASB believes that the
requirements and guidance provided in the SASs would result in a substantial change in audit practice and
in more effective audits. The primary objective of the SASs is to enhance auditors' application of the audit
risk model in practice by requiring:
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•

More in-depth understanding of the entity and its environment, including its internal control, to
identify the risks of material misstatement in the financial statements and what the entity is doing to
mitigate them.

•

More rigorous assessment of the risks of material misstatement of the financial statements based on
that understanding.

•

Improved linkage between the assessed risks and the nature, timing, and extent of audit procedures
performed in response to those risks.

.99 The eight SASs consist of:

•

Amendment to "Due Professional Care in the Performance of Work" of Statement on Auditing Standards No.
1, Codification of Auditing Standards and Procedures

•

Amendment to Statement on Auditing Standards No. 95, Generally Accepted Auditing Standards

•

Audit Evidence

•

Audit Risk and Materiality in Conducting an Audit

•

Planning and Supervision

•

Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement

•

Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit Evidence Obtained

•

Amendment to Statement on Auditing Standards No. 39, Audit Sampling

.100 The SASs establish standards and provide guidance concerning the auditor's assessment of the risks
of material misstatement in a financial statement audit, and the design and performance of audit procedures
whose nature, timing, and extent are responsive to the assessed risks. Additionally, the SASs establish
standards and provide guidance on planning and supervision, the nature of audit evidence, and evaluating
whether the audit evidence obtained affords a reasonable basis for an opinion regarding the financial
statements under audit.

Proposed SAS, Communication of Internal Control Related Matters Noted in an Audit
.101 This proposed SAS will supersede SAS No. 60, Communication of Internal Control Related Matters Noted
in an Audit (AICPA, Professional Standards, vol. 1, AU sec. 325), and significantly strengthen the quality of
auditor communications of such matters in audits of nonpublic companies. Readers should be alert for the
issuance of a final standard in the first quarter of 2006.

SAS, Audit Documentation
.102 In October 2005, the ASB voted out a SAS on audit documentation that supersedes SAS No. 96
(AICPA, Professional Standards, vol. 1, AU sec. 339), and establishes standards and provides guidance to an
auditor of a nonissuer on audit documentation for audits of financial statements or other financial informa
tion being reported on. In developing this SAS, the ASB considered the documentation requirements of the
PCAOB's Auditing Standard No. 3, Audit Documentation; the International Auditing and Assurance Stand
ards Board's exposure draft, ISA 230, Audit Documentation, issued in September 2004; suggestions received
from the National Association of State Boards of Accountancy; and Government Auditing Standards issued by
the Comptroller General of the United States.

.103 In addition to the SAS, the ASB voted out amendments to SAS No. 1, Codification of Auditing Standards
and Procedures (AICPA, Professional Standards, vol. 1, AU sec. 530.01 and .05, "Dating of the Independent
Auditor's Report"). The amendments require that the auditor's report not be dated earlier than the date on
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which the auditor has obtained sufficient competent audit evidence to support the opinion on the financial
statements. The ASB also voted out an amendment to SAS No. 95, Generally Accepted Auditing Standards
(AICPA, Professional Standards, vol. 1, AU sec. 150.05). The amendment adds a requirement for the auditor
to document his or her justification for a departure from the SASs in the working papers.

SAS, Defining Professional Requirements in Statements on Auditing Standards, and
Statement on Standards for Attestation Engagements, Defining Professional Requirements
in Statements on Standards for Attestation Engagements
.104 In October 2005, the ASB voted out a SAS entitled Defining Professional Requirements in Statements on
Auditing Standards and a Statement on Standards for Attestation Engagements (SSAE) entitled Defining
Professional Requirements in Statements on Standards for Attestation Engagements. The SAS and SSAE define the
terminology the ASB will use to describe the degrees of responsibility that the requirements impose on the
auditor or the practitioner.

Proposed Statement on Standards for Attestation Engagements, Reporting on an Entity's
Internal Control Over Financial Reporting
.105 This proposed SSAE establishes standards and provides guidance to the practitioner who is
engaged to issue or does issue an examination report on the effectiveness of an entity's internal control over
financial reporting as of a point in time (or on an assertion thereon). Specifically, guidance is provided
regarding the following:
•

Conditions that must be met for a practitioner to accept an engagement to examine the effectiveness
of an entity's internal control and the prohibition of acceptance of an engagement to review such
subject matter

•

Engagements to examine the design and operating effectiveness of an entity's internal control

•

Engagements to examine the design and operating effectiveness of a portion of an entity's internal
control (for example, internal control over financial reporting of an entity's operating division or its
accounts receivable)

•

Engagements to examine only the suitability of design of an entity's internal control (no assertion is
made about the operating effectiveness of internal control)

•

Engagements to examine the design and operating effectiveness of an entity's internal control based
on criteria established by a regulatory agency

Readers should be alert for the issuance of a final standard in the fourth quarter of 2005.

Amendment to SAS No. 69, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles, for Nongovernmental Entities
.106 The ASB has issued an exposure draft introducing a proposed SAS entitled Amendment to Statement
on Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With Generally Accepted Accounting
Principles, for Nongovernmental Entities. This proposed SAS, which applies only to nongovernmental entities,
has been issued in response to the FASB's proposed Statement of Financial Accounting Standards entitled
The Hierarchy of Generally Accepted Accounting Principles. The FASB proposal moves responsibility for the
GAAP hierarchy for nongovernmental entities from the auditing literature (SAS No. 69) to the accounting
literature. The proposed SAS deletes the GAAP hierarchy for nongovernmental entities from SAS No. 69.
The ASB decided to coordinate the provisions and effective date of this exposure draft with the FASB
proposed statement, which can be obtained at www.fasb.org.
AICPA Audit and Accounting Manual
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Auditing Pipeline—Public Companies
PCAOB Auditing Standard No. 4
.107 The PCAOB has adopted PCAOB Auditing Standard No. 4, Reporting on Whether a Previously Reported
Material Weakness Continues to Exist. This standard applies if auditors report on the elimination of a material
weakness in a company's internal control over financial reporting. The standard establishes a voluntary
engagement that would be performed at the election of the company. As of the writing of this Alert, the SEC
had not yet approved this new PCAOB standard and as such it is not yet final or effective. Readers should
be alert to any final SEC approval of this standard.

.108 Related to this standard, the PCAOB is also issuing conforming amendments to their related auditing
and professional practice standards to which readers should be alert.

PCAOB Ethics and Independence Rules
.109 The PCAOB has adopted Ethics and Independence Rules Concerning Independence, Tax Services, and
Contingent Fees. As of the writing of this Alert, the SEC had not yet approved these new PCAOB rules and
as such it is not yet final or effective. Readers should be alert to any final SEC approval of these rules. See the
AICPA Independence and Ethics Alert—2005/06 for further information.

Accounting Pipeline

Proposed FASB Statement, The Hierarchy of Generally Accepted Accounting Principles
.110 This proposed Statement would identify the sources of accounting principles and the framework
for selecting the principles to be used in the preparation of financial statements of nongovernmental
companies that are presented in conformity with U.S. GAAP (or the GAAP hierarchy). The GAAP hierarchy
is currently presented in AICPA SAS No. 69. However, the FASB believes that the GAAP hierarchy should
be directed specifically to companies because it is the company, not the auditor, who is responsible for
selecting its accounting principles for financial statements. Accordingly, the FASB concluded that the GAAP
hierarchy should reside in the accounting literature established by the FASB. The FASB decided to carry
forward the GAAP hierarchy as set forth in SAS No. 69, subject to certain modifications. The proposed
Statement would be effective for fiscal periods beginning after September 15, 2005. Readers should be alert
for the issuance of a final Statement, which is expected at the end of 2005.

Proposed FASB Statements, Business Combinations, and Consolidated Financial
Statements, Including Accounting and Reporting of Noncontrolling
Interests in Subsidiaries
.111 In these proposed Statements, the FASB plans to revise the existing guidance on the application of
the purchase method. The following are among the main proposals:

1. That all acquisitions of businesses be measured at the fair value of the business acquired.
2. That substantially all of the assets acquired and liabilities assumed of the acquired business be
recognized and measured at their fair values at the acquisition date.

3. That entities that follow U.S. GAAP and international standards apply substantially the same
accounting requirements for their business combinations.
.112 Issuance of the exposure drafts on business combinations, purchase method procedures, and
noncontrolling interests are expected in mid-2005. The FASB's goal is to issue the two final Standards in the?
fourth quarter of 2006. The target effective date for the two proposed Statements is for fiscal years beginning
on or after December 15, 2006.
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Proposed FASB Statements, Accounting for Transfers of Financial Assets, Accounting for
Servicing of Financial Assets, and Accounting for Certain Hybrid Financial Instruments
.113 The exposure draft Accounting for Transfers of Financial Assets is a revision of a June 2003 exposure
draft, Qualifying Special-Purpose Entities and Isolation of Transferred Assets, and would amend FASB Statement
No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities. The proposed
Statement seeks to (a) clearly specify the circumstances that require the use of a qualifying special-purpose
entity (SPE) in order to derecognize all or a portion of financial assets, (b) provide additional guidance on
permitted activities of qualifying SPEs, (c) eliminate the prohibition on a qualifying SPE's ability to hold
passive derivative financial instruments that pertain to beneficial interests held by a transferor, and (d) revise
the initial measurement of interests related to transferred financial assets held by a transferor. The effective
dates associated with this proposed Statement vary; refer to the exposure draft for further information.
.114 The exposure draft Accounting for Servicing of Financial Assets would also amend FASB Statement
No. 140. The proposed Statement would (a) require all separately recognized servicing rights to be initially
measured at fair value, if practicable; (b) permit an entity to choose between two measurement methods for
each class of separately recognized servicing assets and liabilities; and (c) require additional disclosures for
all separately recognized servicing rights. The proposed Statement would be effective for transactions
occurring in the earlier of the first fiscal year beginning after December 15, 2005, or fiscal years that begin
during the fiscal quarter in which the Statement is issued.

.115 The proposed Statement Accounting for Certain Hybrid Financial Instruments would amend Statement
No. 140 and Statement No. 133, Accounting for Derivative Instruments and Hedging Activities. Specifically, the
proposed Statement would (a) permit fair value remeasurement for any hybrid financial instrument that
contains an embedded derivative that otherwise would require bifurcation, (b) clarify which interest-only
strips and principal-only strips are not subject to the requirements of FASB Statement No. 133, (c) establish
a requirement to evaluate beneficial interests in securitized financial assets to identify interests that are
freestanding derivatives or that are hybrid financial instruments that contain an embedded derivative
requiring bifurcation, (d) clarify that concentrations of credit risk in the form of subordination are not
embedded derivatives, and (e) eliminate restrictions on a qualifying SPE's ability to hold passive deriva
tive financial instruments that pertain to beneficial interests that are themselves or that contain a derivative
financial instrument. The proposed Statement would be effective after the earlier of fiscal years beginning
after December 15,2005, or fiscal years that begin during the fiscal quarter in which the Statement is issued.
.116 Readers should be alert for the issuance of final Statements, which is expected in the first quarter of
2006. See the FASB Web site at www.fasb.org for complete information.

Proposed FASB Statement Fair Value Measurements
.117 In June 2004, the FASB published an exposure draft of a proposed Statement, Fair Value Measure
ments, which seeks to establish a framework for measuring fair value that would apply broadly to financial
and nonfinancial assets and liabilities, improving the consistency, comparability, and reliability of the
measurements. The fair value framework would clarify the fair value measurement objective and its
application under authoritative pronouncements that require fair value measurements. The exposure draft
would replace any current guidance for measuring fair value in those pronouncements and would expand
current disclosures. Readers should be alert for the issuance of a final Statement, which is expected in the
fourth quarter of 2005. Refer to the FASB Web site at www.fasb.org for complete information.

Proposed FASB Statement Earnings per Share—an amendment of FASB Statement No. 128
.118 This proposed Statement would amend the computations guidance in FASB Statement No. 128,
Earnings per Share, for calculating the number of incremental shares included in diluted shares when applying
the Treasury stock method. Also, this proposed Statement would eliminate the provisions of Statement No.
128 that allow an entity to rebut the presumption that contracts with the option of settling in either cash or
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stock will be settled in stock. In addition, this proposed Statement would require that shares that will be
issued upon conversion of a mandatorily convertible security be included in the weighted-average number
of ordinary shares outstanding used in computing basic earnings per share from the date when conversion
becomes mandatory. Readers should be alert for the issuance of a final Statement, which is expected to be
released in the first quarter of 2006.

Proposed FASB Interpretation Accounting for Uncertain Tax Positions
.119 In July 2005, the FASB published an exposure draft of a proposed Interpretation, Accounting for
Uncertain Tax Positions, which seeks to reduce the significant diversity in practice associated with recognition
and measurement in the accounting for income taxes. It would apply to all tax positions accounted for in
accordance with FASB Statement No. 109, Accounting for Income Taxes. Specifically, the exposure draft
requires that a tax position meet a "probable recognition threshold" for the benefit of the uncertain tax
position to be recognized in the financial statements. This threshold is to be met assuming that the tax
authorities will examine the uncertain tax position. The exposure draft also contains guidance with respect
to the measurement of the benefit that is recognized for an uncertain tax position, when that benefit should
be derecognized, and other matters. The effective date of the proposed Interpretation would be as of the end
of the first fiscal year ending after December 15,2005. A final Interpretation is expected to be released in the
first quarter of 2006.

Proposed FASB EITF Issues
.120 Numerous open issues are under deliberation by the EITF. Readers should visit the FASB Web site
at www.fasb.org/eitf/agenda.shtml for complete information.

Proposed FASB Staff Positions
.121 A number of proposed FASB Staff Positions are in progress addressing issues related to FASB
Statements No. 13, No. 123(R), and No. 140, and FIN 45. Readers should visit the FASB Web site at
www.fasb.org/fasb_staff_positions/proposedfsp.shtml for complete information.

.122 This Audit Risk Alert replaces the AICPA general Audit Risk Alert—2004/05. The general Audit Risk
Alert is published annually. As you encounter audit or industry issues that you believe warrant discussion
in next year's Alert, please feel free to share those with us. Any other comments that you have about the Alert
would also be appreciated. You may e-mail these comments to rdurak@aicpa.org, or write to:

Robert Durak, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881

[The next page is 8071.]
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AAM Section 8015

Compilation and Review Alert—2005/06
NOTICE TO READERS
This Compilation and Review Alert—2005106 is intended to provide CPAs with an update on
recent practice issues and professional standards that affect compilation and review
engagements.
This publication is an other compilation and review publication as defined in AR section 50,
Standards for Accounting and Review Services (AICPA, Professional Standards, vol. 2). Other
compilation and review publications have no authoritative status; however, they may help
the accountant understand and apply the Statements on Standards for Accounting and
Review Services.
If an accountant applies the guidance included in an other compilation and review
publication, he or she should be satisfied that, in his or her judgment, it is both relevant to
the circumstances of the engagement, and appropriate. This publication was reviewed by
the AICPA Audit and Attest Standards staff and published by the AICPA, and is presumed
to be appropriate.
The document has not been approved, disapproved, or otherwise acted upon by any senior
technical committee of the AICPA.

AICPA Staff
Edited by Lori L. Pombo, CPA
Technical Manager
Accounting and Auditing Publications

Written by J. Russell Madray, CPA
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How This Alert Will Help You
.01 The Compilation and Review Alert—2005/06 is a crucial tool, designed to help you as you plan and
perform your 2005 and 2006 compilation and review engagements. The Alert clarifies certain existing
Statements on Standards for Accounting and Review Services (SSARSs), suggests ways of implementing
those standards in special circumstances, points out pitfalls that frequently occur in compilation and review
engagements, addresses emerging practice issues such as private company financial reporting and commu
nicating about fraud, and provides valuable current accounting developments.
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.02 References to Professional Standards. When referring to the professional standards, this Alert cites
the applicable sections of the codification and not the numbered statements, as appropriate. For example,
SSARS No. 1 is referred to as AR section 100 of the AICPA Professional Standards.

The U.S. Business Environment
.03 In planning your compilation and review engagements, you need to understand the economic
conditions facing your client's industry. Economic activities relating to such factors as interest rates,
consumer confidence, overall economic expansion or contraction, inflation, and the labor market are likely
to have an impact on your client.
.04 Over the last year, the combined stimulants of easy fiscal and monetary policies contributed to a
powerful economic rebound. Real gross domestic product (GDP)—the output of goods and services pro
duced by labor and property located in the United States—increased at an annual rate of 3.4 percent in
the second quarter of 2005, according to advance estimates released by the Bureau of Economic Analysis.
In the first quarter, real GDP increased 3.8 percent. Moreover, the U.S. financial system is strong and
well-positioned, and the stock markets have been enjoying positive growth and gains. U.S. businesses
continue to deliver strong results, leveraging the cost cutting and restructuring of the past several years.
.05 Importantly, the current rise in payrolls removes concerns of a jobless recovery. The unemployment
rate has turned sharply lower from the peak of 6.4 percent in June 2003. The unemployment rate averaged
5.5 percent in 2004. In 2004, approximately 2.2 million jobs were added. In addition, the Federal Reserve has
been raising interest rates recently; up from a 46-year low of 1 percent, while stating it intends to raise rates
in a measured fashion during what it believes is a self-sustainable economic recovery.

.06 Economists are predicting steady growth for the U.S. economy, at a rate expected to be more than
twice that of Europe's. Headwinds for the U.S. economy consist of geopolitical concerns, terrorism, high
energy prices, inflation, and rising interest rates.

Economic Impact of Hurricanes Katrina and Rita
.07 Hurricanes Katrina and Rita, which damaged the Gulf Coast region in August and September 2005,
may disrupt the nation's economic growth, inasmuch as the hurricanes inflicted severe damage to key areas
of the nation's energy and shipping infrastructure. The Federal Reserve issued a statement indicating that
there could be short-term economic disruption, but the long-term effects of the hurricanes should not be
significant. Early reports show that first-time jobless claims rose to 398,000 as of the week ended September
10, 2005, the highest level in two years. Also manufacturing activity far from the Gulf of Mexico showed
softening in early September and economists and executives expressed concerns about rising energy
costs. As the hurricanes' impact on the economy comes into view, accountants will need to reassess the
economic conditions facing a client's industry and plan and perform their compilation and review engage
ments accordingly.

.08 Refer to the section titled "Accounting Considerations With Respect to Losses From Hurricanes
Katrina and Rita" in the "Current Practice Issues" section of this Alert for accounting guidance pertaining
to those disasters.

Small Business Confidence
.09 Private companies are a significant element of the U.S. economy. In fact, according to the National
Federation of Independent Businesses (NFIB), four of five employing businesses have fewer than 20 people
working in them, and only approximately 17,000 of the nation's 4.9 million corporations are registered with
the Securities Exchange Commission (SEC). According to the White House, small and young companies
create two thirds of the net new jobs in our economy, and they employ half of all private-sector workers.
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.10 Armed with data provided by its market intelligence firm, BIGresearch, Sam's Club, a division of
Wal-Mart Stores, Inc., releases monthly updates and comparisons of small business owners' attitudes about
the economy, their hiring plans, and their thoughts on other issues critical to their bottom line through the
Small Business Confidence Index.

.11 Overall confidence in the economy slipped in July, according to the Small Business Confidence Index.
According to July figures, 45.9 percent of 1,200 small business owners and managers surveyed were confident
or very confident about chances for a strong economy over the next six months. That confidence level fell 3.6
points from 49.5 percent in June.
.12 However, this July drop in economic confidence was not reflected in how small business owners and
managers feel about the U.S. employment environment. Fifty-seven point five percent of those surveyed felt
that employment levels will remain the same over the next six months, up two-tenths of a point from the
prior month.
.13 In addition, small business confidence in the economy continues to rank higher than that of general
consumers. Small business confidence has outpaced that of consumers for the past year by an average of 3.1
percent.

.14 Data for the Small Business Confidence Index is based upon analysis of 1,200 business purchasers,
surveyed monthly by BIGresearch on critical issues affecting small businesses.
.15 In addition, City Business Journals Network (CBJN), an organization of 68 business publications
located in major markets across the country, recently undertook a survey of small and medium businesses
with similarly interesting results. It found that:
•

Every leading economic indicator (optimism, spending, revenue, income, and so on) for small and
medium businesses is up for the first time since 1999.

•

70 percent of the small businesses surveyed predicted increased revenues for 2005.

•

Optimism jumped significantly this year, with fully 35 percent of those surveyed stating that their
business prospects for this year are "a lot better."

Current SSARSs Developments
SSARS No. 12, Omnibus Statement on Standards for Accounting and Review
Services—2005
.16 In July 2005, the Accounting and Review Services Committee (ARSC) issued SSARS No. 12, Omnibus
Statement on Standards for Accounting and Review Services—2005. SSARS No. 12 includes revisions to existing
SSARSs that have been accumulated over a period of time and addresses the following issues:
•

The accountant's consideration of fraud and illegal acts in a compilation or review engagement;

•

The accountant's consideration of obtaining an updating representation letter from management;

•

Restricting the use of an accountant's compilation or review report; and

•

Restated prior-period financial statements.

These issues are discussed in further detail below.

Consideration of Fraud and Illegal Acts in a Compilation or Review Engagement
.17 Guidance in paragraph .05 of AR section 100, Compilation and Review of Financial Statements (AICPA,
Professional Standards, vol. 2), states that the accountant should, among other things, establish an understanding
AICPA Audit and Accounting Manual
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with the entity that provides that the accountant will inform the appropriate level of management of any
fraud or illegal acts that come to his or her attention, unless they are clearly inconsequential. This amendment
revises AR section 100 by requiring the accountant to:
1. Establish an understanding with the client, preferably in writing, that the accountant will inform the
appropriate level of management of any evidence or information that comes to the accountant's
attention during the performance of compilation or review procedures that fraud or an illegal act
may have occurred.

2. Report, to the appropriate level of management, any evidence or information that comes to the
accountant's attention during the performance of compilation or review procedures that fraud or an
illegal act may have occurred.

The accountant need not report matters regarding illegal acts that are clearly inconsequential and may reach
agreement in advance with the entity on the nature of such items to be communicated.
.18 For more information on these requirements, see the section titled "Consideration of Fraud and Illegal
Acts in a Compilation or Review Engagement" later in this Alert.
.19 This amendment results in revised paragraphs .05 through .10, .25, .38, and .61 through .62 of AR
section 100 and is effective for compilations and reviews of financial statements for periods ending after
December 15, 2005. Early application is permitted.

The Accountant's Consideration of Obtaining an Updating Representation Letter
From Management
.20 SSARSs previously did not provide guidance on when an accountant should obtain an updating
representation letter from management. This amendment revises AR section 100 to provide such guidance,
by adding a paragraph in the section titled "Management Representations" (paragraph .33) and an illustra
tive updating management representation letter (paragraph .80).

.21 The new guidance states that there are circumstances in which an accountant should consider
obtaining an updating representation letter from management (for example, if the accountant obtains a
management representation letter after completion of inquiry and analytical review procedures but does not
issue his or her review report for a significant period of time thereafter, or a material subsequent event occurs
after the completion of inquiry and analytical review procedures, including obtaining the original manage
ment representation letter, but before the issuance of the report on the reviewed financial statements). In
addition, if a predecessor accountant is requested by a former client to reissue his or her report on the financial
statements of a prior period, and those financial statements are to be presented on a comparative basis with
reviewed financial statements of a subsequent period, the predecessor accountant should obtain an updating
representation letter from the management of the former client.

.22 The updating management representation letter should state (a) whether any information has come
to management's attention that would cause management to believe that any of the previous representations
should be modified and (b) whether any events have occurred subsequent to the balance-sheet date of the
latest financial statements reported on by the accountant that would require adjustment to or disclosure in
those financial statements.

.23 The following is an example of an updating management representation letter:

[Date]

To [Accountant]
In connection with your review(s) of the [identification offinancial statements] of [name of entity]
as of [dates] and for the [periods of review] for the purpose of expressing limited assurance
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that there are no material modifications that should be made to the statements for them to
be in conformity with generally accepted accounting principles, you were previously
provided with a representation letter under date of [date of previous representation letter]. No
information has come to our attention that would cause us to believe that any of those
previous representations should be modified.

To the best of our knowledge and belief, no events have occurred subsequent to [date of latest
balance sheet reported on by the accountant or date of previous representation letter] and through
the date of this letter that would require adjustment to or disclosure in the aforementioned
financial statements.

[Name of Owner or Chief Executive Officer and Title]

[Name of Chief Financial Officer and Title, where applicable]

.24 If matters exist that should be disclosed to the accountant, they should be indicated by listing them
following the representation. For example, if an event subsequent to the date of the accountant's review
report is disclosed in the financial statements, the final paragraph should be modified as follows: "To the
best of our knowledge and belief, except as discussed in Note X to the financial statements, no events have
occurred..."

.25 This amendment is effective for reviews of financial statements for periods ending after December
15, 2005. Early application is permitted.

Restricting the Use of an Accountant's Compilation or Review Report
.26 This amendment adds new paragraphs .49 through .58 (subsequent paragraphs and footnotes may
have been renumbered) to AR section 100 (AICPA, Professional Standards, vol. 2) to provide guidance to
accountants on restricting the use of reports issued pursuant to SSARSs. The term general use applies to
compilation and review reports that are not restricted to specified parties, while the term restricted use applies
to reports intended only for one or more specified third parties. The need for restriction on the use of a
report may result from a number of circumstances, including, but not limited to, the purpose of the report
and the potential for the report to be misunderstood when taken out of the context in which it was intended
to be used.

.27 An accountant should restrict the use of a report when the subject matter of the accountant's report
or the presentation being reported on is based on measurement or disclosure criteria contained in contractual
agreements or regulatory provisions that are not in conformity with generally accepted accounting principles
(GAAP) or an other comprehensive basis of accounting (OCBOA).
.28 The accountant should also consider informing his or her client that restricted-use reports are not
intended for distribution to nonspecified parties, regardless of whether they are included in a document
containing a separate general-use report. The new guidance does not preclude an accountant, in connection
with establishing the terms of the engagement, from reaching an understanding with the client that the
intended use of the report will be restricted, and from obtaining the client's agreement that the client and the
specified parties will not distribute the report to parties other than those identified in the report. However,
an accountant is not responsible for controlling a client's distribution of restricted-use reports. Accordingly,
a restricted-use report should alert readers to the restriction on the use of the report by indicating that the
report is not intended to be and should not be used by anyone other than the specified parties.
AICPA Audit and Accounting Manual
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.29 An accountant's report that is restricted as to use should contain a separate paragraph at the end of
the report that includes the following elements:

1. A statement indicating that the report is intended solely for the information and the use of the
specified parties.

2. An identification of the specified parties to whom use is restricted.
3. A statement that the report is not intended to be and should not be used by anyone other than the
specified parties.
.30 An example of such a paragraph is the following:

This report is intended solely for the information and use of [the specified parties] and is not
intended to be and should not be used by anyone other than these specified parties.
.31 This amendment is effective upon issuance.

Restated Prior-Period Financial Statements
.32 Guidance in paragraphs .25 and .26 in the section titled "Changed Prior-Period Financial Statements"
in AR section 200, Reporting on Comparative Financial Statements (AICPA, Professional Standards, vol. 2),
previously required that either the predecessor or successor accountant report on changed prior-period
financial statements, as restated. The successor accountant was precluded from reporting on the restatement
adjustment only. This amendment revises AR section 200 to allow the successor accountant to report on the
restatement adjustment while indicating that a predecessor accountant reported on the financial statements
of the prior period before restatement.
.33 The following is an example of a successor accountant's compilation report when the predecessor
accountant's report is not presented and the successor accountant is engaged to compile the restatement
adjustment(s):

I (we) have compiled the accompanying balance sheet of XYZ Company as of December 31,
20X2, and the related statements of income, retained earnings, and cash flows for the year
then ended in accordance with Statements on Standards for Accounting and Review Services
issued by the American Institute of Certified Public Accountants. I (we) also compiled the
adjustment(s) described in Note X that was (were) applied to restate the 20X1 financial
statements. The 20X1 financial statements of XYZ Company, before the adjustment(s)
described in Note X1 that was (were) applied to restate the 20X1 financial statements, were
compiled by other accountants whose report dated March 31, 20X2, did not express an
opinion or any other form of assurance on those financial statements.
[Same second paragraph as the standard report]
.34 The following is an example of a successor accountant's review report when the predecessor
accountant's report is not presented and the successor accountant is engaged to review the restatement
adjustment(s):12

I (we) have reviewed the accompanying balance sheet of XYZ Company as of December 31,
20X2, and the related statements of income, retained earnings, and cash flows for the year
then ended in accordance with Statements on Standards for Accounting and Review Services
issued by the American Institute of Certified Public Accountants. All information included
1 In the situation where management elects to omit substantially all disclosures, the accountant should follow the guidance in
paragraphs .16 through .18 of AR section 100, Compilation and Review of Financial Statements (AICPA, Professional Standards, vol. 2).
2 The accountant should follow the performance requirements in paragraphs .26 through .28 of AR section 100.
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in these financial statements is the representation of the management (owners) of XYZ
Company. The 20X1 financial statements of XYZ Company before the adjustment(s) de
scribed in Note X that was (were) applied to restate the 20X1 financial statements were
reviewed by other accountants whose report dated March 31, 20X2, stated that they were
not aware of any material modifications that should be made to those financial statements
in order for them to be in conformity with generally accepted accounting principles.

[Same second and third paragraphs as the standard report]

I (we) also reviewed the adjustment(s) as described in Note X that was (were) applied to
restate the 20X1 financial statements. Based on my (our) review, nothing came to my (our)
attention to indicate that the adjustment(s) is (are) not appropriate and properly applied.
.35 This amendment is effective for compilations and reviews of financial statements for periods ending
after December 15, 2005. Early application is permitted.

SSARS No. 13, Compilation of Specified Elements, Accounts, or Items of a Financial
Statement (AR Section 110)
.36 Elements, accounts, or items of a financial statement constitute accounting information that is part
of, but less than, a financial statement. Such information also encompasses accounting information contained
in the client's accounts that supports the elements, accounts, or items presented in the financial statements.
Although accounting information generally is expressed in monetary amounts (or percentages derived from
monetary amounts), it may also include quantitative information derived from accounting records that is
not expressed in monetary terms.

.37 Specified elements may be taken directly from the financial statements (or notes). They may also
represent any component or combination of components derived from the financial statements. Specified
elements may be individual financial statement line items or a combination of several line items. They may
also be general ledger accounts that make up all or part of a financial statement line item. The following are
examples of specified element presentations:
•

Total sales from the income statement

•

Summary of all amounts included in property, plant, and equipment at a specified date

•

Schedule of accounts receivable at a specified date

•

Schedule of balances in cash accounts at a specified date

•

Schedule of construction costs incurred

.38 Previously, Interpretation No. 8, "Reports on Specified Elements, Accounts, or Items of a Financial
Statement," of AR section 100 (AICPA, Professional Standards, vol. 2), indicated that SSARSs did not apply to
such presentations. However, in July 2005 the ARSC issued SSARS No. 13, Compilation of Specified Elements,
Accounts, or Items of a Financial Statement (AICPA, Professional Standards, vol. 2), creating new AR section 110,
to provide guidance concerning the standards and procedures applicable when an accountant is engaged to
compile or issues a compilation report on one or more specified elements, accounts, or items of a financial
statement.

.39 Although AR section 110 provides guidance for compiling specified elements, accounts, or items
of a financial statement, nothing precludes the accountant from preparing or assisting in the preparation
of one or more specified elements, accounts, or items of a financial statement, and submitting such a
presentation to the client without the issuance of a compilation report. However, if an accountant prepares or
assists a client in preparing a schedule of one or more specified elements, accounts, or items of a financial
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statement,3 the accountant should consider how such a presentation will be used. The accountant should
consider the potential of being associated with the schedule and the likelihood that the user may inappro
priately infer, through that association, an unintended level of assurance. If the accountant believes that he
or she will be associated with the information, the accountant should consider issuing a compilation
report so a user will not infer a level of assurance that does not exist.
.4 0 A compilation of a specified element is limited to presenting financial information that is the
representation of management (or the owners) without undertaking to express any assurance on that
information. However, the accountant might consider it necessary to perform other accounting services in
order to compile the financial information. An engagement to compile one or more specified elements,
accounts, or items of a financial statement may be undertaken as a separate engagement or in conjunction
with a compilation of financial statements.

Performance Requirements
.4 1 When an accountant is engaged to compile or issues a compilation report on one or more specified
elements, accounts, or items of a financial statement, he or she must adhere to the compilation performance
requirements contained in paragraphs .07 through .10 of AR section 100.

Reporting Requirements
.4 2 When an accountant is engaged to compile or issue a compilation report on one or more specified
elements, accounts, or items of a financial statement, the basic elements of the report are as follows:

1.

A statement that the specified element(s), account(s), or item(s) identified in the report were
compiled. If the compilation was performed in conjunction with a compilation of the company's
financial statements, the paragraph should so state and indicate the date of the accountant's compi
lation report on those financial statements. Furthermore, any departure from the standard report on
those statements should also be disclosed if considered relevant to the presentation of the specified
element(s), account(s), or item(s).

2.

A statement that the compilation was performed in accordance with Statements on Standards for
Accounting and Review Services issued by the American Institute of Certified Public Accountants.

3.

A description of the basis on which the specified element(s), account(s), or item(s) are presented if
that basis is not GAAP and a statement that that basis of presentation is an OCBOA.

4.

A statement that a compilation is limited to presenting financial information that is the representation
of management (owners).

5.

A statement that the specified element(s), account(s), or item(s) have not been audited or reviewed
and, accordingly, the accountant does not express an opinion or any other form of assurance on it
(them).

6.

A signature of the accounting firm or the accountant as appropriate. (The signature could be manual,
stamped, electronic, or typed.)

7.

The date of the compilation report. (The date of completion of the compilation should be used as the
date of the accountant's report.)

.43 Any other procedures that the accountant might have performed before or during the compilation
engagement should not be described in the report. In addition, each page of the compiled specified elements,
accounts, or items of a financial statement should include a reference, such as "See Accountant's Compilation
Report."
3 If the specified element, account, or item of a financial statement is included as accompanying information to the basic financial
statements, the accountant should refer to paragraph .60 of AR section 100.
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.44 An accountant is not precluded from issuing a compilation report on one or more specified elements,
accounts, or items of a financial statement for an entity with respect to which the accountant is not
independent. If the accountant is not independent, he or she should specifically disclose the lack of
independence. However, the reason for the lack of independence should not be described. When the
accountant is not independent, the following should be included as the last paragraph of the report:
I am (we are) not independent with respect to XYZ Company.

.45 SSARS No. 13 is effective for engagements entered into after December 15, 2005. Early application is
permitted.

Other Levels of Assurance
.46 AU section 623, Special Reports (AICPA, Professional Standards, vol. 1), and Interpretations thereof,
provide guidance on reporting when an independent auditor is engaged to express an opinion on specified
elements, accounts, or items of a financial statement. AT section 201, Agreed-Upon Procedures Engagements
(AICPA, Professional Standards, vol. 2), provides guidance with respect to performance and reporting on the
results of applying agreed-upon procedures to specified elements, accounts, or items of a financial statement.
AT section 101, Attest Engagements, provides guidance when the accountant is engaged to express moderate
assurance in a review report.

SSARS No. 14, Compilation of Pro Forma Financial Information (AR Section 120)
.47 The objective of pro forma financial information is to show what the significant effects on historical
financial information might have been had a consummated or proposed transaction (or event) occurred at
an earlier date. Pro forma financial information is commonly used to show the effects of transactions such
as the following:
•

Business combination

•

Change in capitalization

•

Disposition of a significant portion of the business

•

Change in the form of business organization or status as an autonomous entity

•

Proposed sale of securities and the application of the proceeds

.48 This objective is achieved primarily by applying pro forma adjustments to historical financial
information. Pro forma adjustments should be based on management's assumptions and give effect to all
significant effects directly attributable to the transaction (or event).
.49 In July 2005, the ARSC issued SSARS No. 14, Compilation of Pro Forma Financial Information (AICPA,
Professional Standards, vol. 2), creating new AR section 120, to provide guidance concerning the standards
and procedures applicable when an accountant is engaged to compile or issues a compilation report on pro
forma financial information.
.50 Although AR section 120 provides guidance for compiling pro forma financial information, nothing
precludes an accountant from preparing or assisting in the preparation of pro forma financial information
and submitting such a presentation to the client without the issuance of a compilation report. However, if an
accountant prepares or assists a client in preparing a presentation of pro forma financial information,4 the
accountant should consider how such a presentation will be used. The accountant should consider the
potential of being associated with the presentation and the likelihood that the user may inappropriately infer,
4 If the pro forma financial information is included as accompanying information to the basic financial statements, the accountant
should refer to paragraph .60 of AR section 100.
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through that association, an unintended level of assurance. If the accountant believes that he or she will be
associated with the information, the accountant should consider issuing a compilation report so a user will
not infer a level of assurance that does not exist.
.51 A compilation of pro forma financial information is limited to presenting financial information that
is the representation of management (or the owners) without undertaking to express any assurance on that
information. However, the accountant might consider it necessary to perform other accounting services in
order to compile the pro forma financial information. An engagement to compile pro forma financial
information may be undertaken as a separate engagement or in conjunction with a compilation of financial
statements.

Conditions for Compiling Pro Forma Financial Information
.52 According to AR section 120, an accountant may report on a compilation of pro forma financial
information only if the following conditions are met:

• The document that contains the pro forma financial information includes (or incorporates by
reference) complete historical financial statements of the entity for the most recent year (or for the
preceding year if the financial statements for the most recent year are not yet available) and, if pro
forma financial information is presented for an interim period, the document also includes (or
incorporates by reference) historical interim financial information for that period (which may be
presented in condensed form). In the case of a business combination, the document should include
(or incorporate by reference) the appropriate historical financial information for the significant
constituent parts of the combined entity.
• The historical financial statements of the entity (or, in the case of a business combination, of each
significant constituent part of the combined entity) on which the pro forma financial information is
based have been compiled, reviewed, or audited. The accountant's compilation or review report or
the auditor's report should be included (or incorporated by reference) in the document containing
the pro forma financial information.

Performance Requirements
. 53 When an accountant is engaged to compile or issues a compilation report on pro forma financial
information, he or she must adhere to the compilation performance requirements contained in paragraphs
.07 through .10 of AR section 100.

Presentation
. 54 Pro forma financial information should be labeled as such to distinguish it from historical financial
information. This presentation should include the following:

•

Description of the transaction (or event) that is reflected in the pro forma financial information

•

Source of the historical financial information on which the pro forma financial information is based

•

Significant assumptions used in developing the pro forma adjustments

•

Any significant uncertainties about those assumptions

.55 The presentation should also indicate that the pro forma financial information should be read in
conjunction with related historical financial information and that the pro forma financial information is not
necessarily indicative of the results (such as financial position and results of operations, as applicable) that
would have been attained had the transaction (or event) actually taken place earlier.
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Reporting Requirements
.56 When an accountant is engaged to compile or issues a compilation report on pro forma financial
information, the basic elements of the report are as follows:

1. An identification of the pro forma financial information.
2. A statement that the compilation was performed in accordance with Statements on Standards for
Accounting and Review Services issued by the American Institute of Certified Public Accountants.

3. A reference to the financial statements from which the historical financial information is derived and
a statement as to whether such financial statements were compiled, reviewed, or audited. The report
on the pro forma financial information should refer to any modifications in the accountant's or
auditor's report on the historical financial statements.
4. A statement that the pro forma financial information was compiled. If the compilation was performed
in conjunction with a compilation of the company's financial statements, the paragraph should so
state and indicate the date of the accountant's compilation report on those financial statements.
Furthermore, any departure from the standard report on those statements should also be disclosed
if considered relevant to the presentation of the pro forma financial information.

5. A description of the basis on which the pro forma financial information is presented if that basis is
not GAAP and a statement that the basis of accounting is an OCBOA.
6. A statement that a compilation is limited to presenting pro forma financial information that is the
representation of management (or the owners).
7. A statement that the pro forma financial information has not been audited or reviewed and,
accordingly, the accountant does not express an opinion or any other form of assurance on it.

8. A separate paragraph explaining the objective of pro forma financial information and its limitations.
9. A signature of the accounting firm or the accountant as appropriate. (The signature could be manual,
stamped, electronic, or typed.)

10. The date of the compilation report. (The date of completion of the compilation should be used as the
date of the accountant's report.)

.57 Any other procedures that the accountant might have performed before or during the compilation
engagement should not be described in the report. In addition, each page of the compiled pro forma financial
information should include a reference, such as "See Accountant's Compilation Report."
.58 An accountant is not precluded from issuing a compilation report on pro forma financial informa
tion for an entity with respect to which the accountant is not independent. If the accountant is not
independent, he or she should specifically disclose the lack of independence. However, the reason for the
lack of independence should not be described. When the accountant is not independent, the following should
be included as the last paragraph of the report:

I am (we are) not independent with respect to XYZ Company.
.59 If the presentation of pro forma financial information does not include all applicable disclosures, the
following paragraph should be added:

Management has elected to omit all of the disclosures ordinarily included in pro forma
financial information. The omitted disclosures might have added significant information
regarding the company's pro forma financial position and results of operations. Accord
ingly, this pro forma financial information is not designed for those who are not informed
about such matters.
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Note, however, that the accountant may not report on compiled pro forma financial information if the
summary of significant assumptions is not presented.
.60 SSARS No. 14 is effective for engagements entered into after December 15, 2005. Early application is
permitted.

New and Revised Illustrative Engagement Letters
.61 As a result of the issuance of SSARS No. 12, No. 13, and No. 14, and to make the illustrative

engagement letters more responsive to the needs of practitioners, the ARSC has revised the illustrative
engagement letters for compilations, compilations not intended for third-party use, and reviews, as pre
sented in Appendices C, D, and E of AR section 100, and issued new illustrative engagement letters for
compilations of specified elements, accounts, or items of a financial statement and compilations of pro forma
financial information (Appendices of AR sections 100 and 120, respectively). The new and revised illustrative
engagement letters are available online at www.aicpa.org/members/div/auditstd/technic_arsc.asp
and are also included in Appendices B through F [paragraphs .185—.189] of this Alert.

New SSARSs Interpretation Related to Subsidiaries of Public Companies
.62 In August 2005, the ARSC issued Interpretation No. 27, “Applicability of Statements on Standards
for Accounting and Review Services to Reviews of Nonissuers Who Are Owned by or Controlled by an
Issuer," of AR section 100 to clarify the applicability of SSARSs to reviews of nonissuers which are owned
or controlled by an issuer.5 Paragraph .04 of AR section 100 defines a nonpublic entity as:

Any entity other than (a) one whose securities trade in a public market either on a stock
exchange (domestic or foreign) or in the over-the-counter market, including securities
quoted only locally or regionally; (b) one that makes a filing with a regulatory agency in
preparation for the sale of any class of its securities in a public market; or (c) a subsidiary,
corporate joint venture, or other entity controlled by an entity covered by (a) or (b).
.63 Interpretation No. 27 states that the condition set forth in (c) above is intended to be read in
the context of when the review of the subsidiary, corporate joint venture, or other entity is being
performed for the purpose of the controlling entity (the issuer) meeting its reporting obligations as a
result of condition (a) or (b). However, in the situation where an accountant is engaged to review the
financial statements of a subsidiary, corporate joint venture, or other entity that is not itself an issuer and the
review report and reviewed financial statements are not being filed with the SEC, or another regulatory
agency that requires the accountant to prepare the review report in accordance with standards of the Public
Company Accounting Oversight Board, the accountant should perform the review in accordance with
SSARSs since the review engagement is not being performed in the context of the issuer meeting its reporting
obligations as a result of condition (fl) or (b).

.64 It should be noted that although the Interpretation specifically addresses only reviews of nonis
suers who are owned by or controlled by an issuer, AICPA technical staff have stated that the guidance
may be applied to compilations of nonissuers who are owned by or controlled by an issuer.
.65 Interpretation No. 27 is available on the AICPA Web site at www.aicpa.org/download/members/
div/auditstd/SSARS Interpretation SSARS Applicability.pdf.
5 An "issuer" as defined in section 2 of the Sarbanes-Oxley Act of 2002 means "an issuer (as defined in section 3 of the Securities and
Exchange Act of 1934), the securities of which are registered under section 12 of that Act, or that is required to file reports under section
15(d), or that files or has filed a registration statement that has not yet become effective under the Securities Act of 1933, and that it has
not withdrawn."
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Current Practice Issues
Accounting Considerations With Respect to Losses From Hurricanes Katrina and Rita
.66 As companies assess the financial impact from Hurricanes Katrina and Rita on their operations,
management will need to properly report the impact in their financial statements. The following questions
may arise for losses incurred as a result of the hurricanes:

1. How should losses from a natural disaster of a type that is reasonably expected to re-occur be
classified in the statement of operations?
2. When should an asset impairment loss related to a natural disaster be recognized?
3. When should a liability for non-impairment losses and costs related to a natural disaster be recognized?
4. What is the accounting for insurance recoveries to cover losses sustained in a natural disaster? Also,
what are the additional considerations related to business interruption insurance recoveries?
5. What are the required disclosures regarding the impact of a natural disaster?

.67 The AICPA has issued Technical Practice Aid (TPA) section 5400.05, “Accounting and Disclosures
Guidance for Losses from Natural Disasters—Nongovernmental Entities." This guidance answers the above
questions and can be obtained at www.aicpa.org/download/acctstd/Natural_disaster_ TPA_ 5400.05.pdf.
.68 The guidance in TPA section 5400.05 states that a natural disaster of a type that is reasonably expected
to re-occur would not meet the conditions of classifying the losses as "extraordinary" in the income statement.
The magnitude of loss from a particular natural disaster does not cause that disaster to be unusual in nature
or unlikely to re-occur (the two conditions for an extraordinary item). As of the writing of this Alert,
accounting news articles indicate that the Financial Accounting Standards Board (FASB) will conclude that
losses from the hurricanes should not be classified as extraordinary. Readers should keep alert to any
statements from the FASB on this matter.

Consideration of Fraud and Illegal Acts in a Compilation or Review Engagement

Overview of Fraud and Illegal Acts
.69 Fraud is a broad legal concept and accountants do not make legal determinations of whether an act
is, in fact, fraudulent. Rather, the accountant's interest specifically relates to acts that result in a material
misstatement of the financial statements. The primary factor that distinguishes fraud from error is whether
the underlying action that results in the misstatement of the financial statements is intentional or uninten
tional. Fraud is an intentional act that results in a material misstatement in financial statements.
.70 Intent is often difficult to determine, particularly in matters involving accounting estimates and the
application of accounting principles. For example, unreasonable accounting estimates may be unintentional
or may be the result of an intentional attempt to misstate the financial statements.
.71 Two types of misstatements are relevant to the accountant's consideration of fraud—misstatements
arising from fraudulent financial reporting and misstatements arising from misappropriation of assets.

•

Misstatements arising from fraudulent financial reporting are intentional misstatements or omissions of
amounts or disclosures in financial statements designed to deceive financial statement users where
the effect causes the financial statements not to be presented, in all material respects, in conformity
with GAAP or an OCBOA. Fraudulent financial reporting may be accomplished by the following:

— Manipulation, falsification, or alteration of accounting records or supporting documents from
which financial statements are prepared
AICPA Audit and Accounting Manual
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— Misrepresentation in or intentional omission from the financial statements of events, transactions,
or other significant information
— Intentional misapplication of accounting principles relating to amounts, classification, manner
of presentation, or disclosure

•

Misstatements arising from misappropriation of assets (sometimes referred to as theft or defalcation)
involve the theft of an entity's assets where the effect of the theft causes the financial statements not
to be presented, in all material respects, in conformity with GAAP or OCBOA. Misappropriation of
assets can be accomplished in various ways, including embezzling receipts, stealing assets, or
causing an entity to pay for goods or services that have not been received, and may be accompanied
by false or misleading records or documents.

.72 The term illegal acts refers to violations of laws or governmental regulations, excluding fraud. Illegal
acts by clients are acts attributable to the entity or acts by management or employees acting on behalf of the
entity. Illegal acts by clients do not include personal misconduct by the entity's personnel unrelated to their
business activities.
.73 Consideration of illegal acts covers a broad range of issues, such as occupational safety and health,
employment practices, environmental protection, and antitrust laws. Illegal acts may not always be inten
tional and may not always have an effect on the financial statements.

.74 Whether an act is, in fact, fraudulent or illegal is a determination that is normally beyond the
accountant's professional competence. An accountant, in reporting on financial statements, presents himself
or herself as one who is proficient in accounting and compilation or review services. The accountant's
training, experience, and understanding of the client and its industry may provide a basis for recognition
that some client acts coming to his or her attention may be fraudulent or illegal. However, the determination
as to whether a particular act is fraudulent or illegal would generally be based on the advice of an informed
expert qualified to practice law or may have to await final determination by a court of law.

Requirements in a Compilation or Review Engagement
.75 Prior to the issuance of SSARS No. 12, paragraph .05 of AR section 100 stated that the accountant
should, among other things, establish an understanding with the entity, preferably in writing, regarding the
services to be performed. The understanding should include a description of the nature and limitations of
the services to be performed and a description of the report, if a report is to be issued. The understanding
should also provide that the engagement cannot be relied upon to disclose errors, fraud, or illegal acts and
that the accountant will inform the appropriate level of management of any material errors that come to his
or her attention and any fraud or illegal acts that come to his or her attention, unless they are clearly
inconsequential. SSARS No. 12 revises AR section 100 by requiring the understanding to include that the
accountant will inform the appropriate level of management of any evidence or information that comes to
the accountant's attention during the performance of compilation or review procedures that fraud or an
illegal act may have occurred. The accountant need not report any matters regarding illegal acts that may
have occurred that are clearly inconsequential and may reach agreement in advance with the entity on the
nature of any such matters to be communicated.

.76 The following is an example of the language that should be used in an engagement letter for a
compilation:

Our engagement cannot be relied upon to disclose errors, fraud, or illegal acts that may exist.
However, we will inform the appropriate level of management of any material errors and of
any evidence or information that comes to our attention during the performance of our com
pilation procedures, that fraud may have occurred. In addition, we will report to you any
evidence or information that comes to our attention during the performance of our compilation
procedures regarding illegal acts that may have occurred, unless they are clearly inconsequential.
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.77 The following is an example of the language that should be used in an engagement letter for a review:
Our engagement cannot be relied upon to disclose errors, fraud, or illegal acts that may exist.
However, we will inform the appropriate level of management of any material errors and
of any evidence or information that comes to our attention during the performance of our
review procedures that fraud may have occurred. In addition, we will report to you any
evidence or information that comes to our attention during the performance of our review
procedures regarding illegal acts that may have occurred, unless they are clearly inconse
quential.

Compilation and Review Procedures
.78 SSARS No. 12 does not add additional procedures to those normally performed in a compilation or
review engagement. In other words, there is no requirement in a compilation or review engagement to
search for fraud or illegal acts.
.79 However, during the performance of compilation or review procedures, if any evidence or informa
tion comes to the accountant's attention regarding fraud or an illegal act that may have occurred, the
accountant should request that management consider the effect of the matter on the financial statements.
Additionally, the accountant should consider the effect of the matter on his or her compilation or review
report. When compiling financial statements and circumstances arise where the accountant believes that the
financial statements are materially misstated, the accountant should obtain additional or revised information.
When reviewing financial statements and circumstances arise where the accountant believes that the financial
statements are materially misstated, the accountant should perform the additional procedures deemed
necessary to achieve limited assurance that there are no material modifications that should be made to the
financial statements in order for the statements to be in conformity with GAAP or an OCBOA.

Communication About Fraud and Illegal Acts
.80 When evidence or information comes to the accountant's attention during the performance of compi
lation or review procedures that fraud or an illegal act may have occurred, that matter should be brought to the
attention of the appropriate level of management. The accountant need not report matters regarding illegal
acts that are clearly inconsequential and may reach agreement in advance with the entity on the nature of
such items to be communicated. When matters regarding fraud or an illegal act involve senior management,
the accountant should report the matter to an individual or group at a higher level within the entity, such as
the manager (owner) or the board of directors. The communication may be oral or written. If the communi
cation is oral, the accountant should document it. When matters regarding fraud or an illegal act involve an
owner of the business, the accountant should consider resigning from the engagement.
.81 Additionally, the accountant should consider consulting with his or her legal counsel and insurance
provider whenever any evidence or information comes to his or her attention during the performance of
compilation or review procedures that fraud or an illegal act may have occurred, unless such illegal act is
clearly inconsequential.

.82 The disclosure of any evidence or information that comes to the accountant's attention during the
performance of compilation or review procedures that fraud or an illegal act may have occurred to parties
other than the client's senior management (or the client's board of directors, if applicable) ordinarily is not
part of the accountant's responsibility and ordinarily would be precluded by the accountant's ethical or legal
obligations of confidentiality. The accountant should recognize, however, that in the following circumstances
a duty to disclose to parties outside of the entity may exist:
•

To comply with certain legal and regulatory requirements

•

Toa successor accountant when the successor decides to communicate with the predecessor account
ant in accordance with AR section 400, Communications Between Predecessor and Successor Accountants
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(AICPA, Professional Standards, vol. 2), regarding acceptance of an engagement to compile or review
the financial statements of a nonpublic entity

•

In response to a subpoena

.83 Because potential conflicts between the accountant's ethical and legal obligations for confidentiality
of client matters may be complex, the accountant may wish to consult with legal counsel before discussing
these matters with parties outside the client.

Documentation Requirements
.84 Although there are no specific documentation requirements in a compilation engagement, other than
in engagements to compile financial statements not intended for third-party use, the accountant should
document any communications, to management or others, regarding fraud or an illegal act.
.85 In a review engagement, any communications, whether oral or written, to management or others
regarding fraud or illegal acts must be documented in the workpapers.

Comparison of Requirements for Consideration of Fraud and Illegal Acts
.86
Requirement

Compilation

Review

Audit

Language included in the
required understanding
with the entity.

The engagement cannot
be relied upon to disclose
errors, fraud, or illegal
acts, but the accountant
will inform the
appropriate level of
management of any
material errors, or any
evidence or information
that comes to the
accountant's attention
during the performance of
compilation procedures,
that fraud or an illegal act
may have occurred. The
accountant need not
report any matters
regarding illegal acts that
may have occurred that
are clearly inconsequential
and may reach agreement
in advance with the entity
on the nature of any such
matters to be
communicated.

The engagement cannot
be relied upon to disclose
errors, fraud, or illegal
acts, but the accountant
will inform the
appropriate level of
management of any
material errors, or any
evidence or information
that comes to the
accountant's attention
during the performance of
review procedures, that
fraud or an illegal act may
have occurred. The
accountant need not
report any matters
regarding illegal acts that
may have occurred that
are clearly inconsequential
and may reach agreement
in advance with the entity
on the nature of any such
matters to be
communicated.

Generally accepted
auditing standards
(GAAS) requires that the
auditor obtain reasonable,
rather than absolute,
assurance about whether
the financial statements
are free of material
misstatement, whether
caused by error or by
fraud. Accordingly, a
material misstatement
may remain undetected.
Also, an audit is not
designed to detect error or
fraud that is immaterial to
the financial statements.

Brainstorming session
among engagement
personnel regarding
the risks of material
misstatement due to fraud.

No

No

Yes

Gather information
necessary to identify risks
of material misstatement
due to fraud.

No

No

Yes

AAM §8015.83

Copyright © 2005, American Institute of Certified Public Accountants, Inc.

69

8087

Compilation and Review Alert—2005/06

12-05

Audit

Review

Compilation

Requirement
Identify risks that may
result in a material
misstatement due to fraud.

No

No

Yes

Evaluate the entity's
programs and controls
that address the identified
risks of material misstate
ment due to fraud, and
assess the risks taking into
account this evaluation.

No

No

Yes

Respond to the results of
the assessment.

No

No

Yes

Evaluate evidence.

No

No

Yes

Communicate information
about fraud to
management.

Yes 1

Yes 1

Yes

Document the
consideration of fraud.

No

No

Yes

1 Only evidence or information that comes to the accountant's attention during the performance of compilation or review procedures
that fraud or an illegal act may have occurred need be communicated.

Independence and Ethics Developments
.87 There have been some recent developments in the area of independence and ethics for accountants.
The AICPA's Professional Ethics Executive Committee (PEEC) has recently issued the following:
•

In October 2004 the PEEC adopted two new ethics rulings and one revised ethics ruling to provide
guidance with respect to a member's responsibilities when using third-party service providers to
provide services to clients:

1.

New Ethics Ruling No. 112, "Use of a Third-Party Service Provider to Assist a Member in
Providing Professional Services," under Rule 102, Integrity and Objectivity (AICPA, Professional
Standards, vol. 2, ET sec. 191.224-.225).

2.

New Ethics Ruling No. 12, "Applicability of General and Technical Standards When Using a
Third-Party Service Provider," under Rule 201, General Standards, and Rule 202, Compliance With
Standards (AICPA, Professional Standards, vol. 2, ET sec. 291.023-.024).

3.

Revised Ethics Ruling No. 1, "Use of a Third-Party Service Provider to Provide Professional
Services to Clients or Administrative Support Services to the Member," (formerly titled, "Com
puter Processing of Clients' Returns") under Rule 301, Confidential Client Information (AICPA,
Professional Standards, vol. 2, ET sec. 391.001-.002).

The PEEC also deleted Ethics Ruling No. 5, "Records Retention Agency," under Rule 301 (AICPA,
Professional Standards, vol. 2, ET sec. 391.009-.010).
•

In January 2005, the PEEC adopted revisions to Interpretation No. 101-3, "Performance of Nonattest
Services," under Rule 101, Independence (AICPA, Professional Standards, vol. 2, ET sec. 101.05), to
provide clarification on the applicability and intent of the rule and ensure its continued effectiveness
in promoting independence when a member renders nonattest services to an attest client.

•

At its August 2005 meeting, the PEEC adopted a new ethics interpretation, Interpretation No. 101-15,
"Financial Relationships," under Rule 101 (AICPA, Professional Standards, vol. 2, ET sec. 101.17).
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. 88 Readers should refer to the AICPA Independence and Ethics Alert—2005/06 (product no. 022476kk) for
a more detailed discussion of these new developments. The Independence and Ethics Alert—2005/06 can be
obtained by calling the AICPA at (888) 777-7077 or going online at www.cpa2biz.com.

Litigation Risk in Compilation Engagements
. 89 Insurers have noted that there is a growing trend of lawsuits being filed against CPAs who perform
compilations and bookkeeping services when such services do not detect employee embezzlement. Given
this present litigation environment, accountants should be aware that the risk of a costly lawsuit is present
in all engagements—even compilation engagements. In order to reduce the risk of costly and potentially
ruinous litigation, the accountant should take the following steps:

•

Perform all compilation engagements in accordance with Statements on Standards for Accounting
and Review Services. Many clients do not understand or appreciate the fact that a compilation or a
bookkeeping service does not contemplate the examination of cancelled checks (or bank images).
Some clients may presume that when the accountant asks for the bank statement or bank reconcili
ation he or she will examine the cancelled checks for fraudulent payees and/or endorsements.
Clearly, compilation standards do not require that. Therefore, practitioners should have a meaningful
discussion with the client as to the compilation procedures that will be performed, and, as necessary,
the engagement letter should be tailored to reflect what will and won't be done.

•

Re-assess the firm's client acceptance and continuance procedures. A Practice Alert is available to
provide guidance with respect to such procedures. That Practice Alert is available at www.aicpa.org/
download/ secps/ pralert_03_33.pdf.

•

Talk to your clients (business owners) about the risk of fraud and educate them on their responsibility.
While it is not the CPA's responsibility to examine cancelled checks when performing a compilation
engagement, stress the importance of the business owner (or someone else unrelated to the cash
function) performing this procedure as part of the client's internal control over financial reporting.

•

Avoid clients that operate in industries outside of the firm's expertise. SSARSs do not prevent an
accountant from accepting an engagement for an entity in an industry in which the accountant has
no previous experience. It does, however, place upon the accountant a responsibility to obtain the
required level of knowledge. Accountants should not accept clients unless they are certain they can
serve those clients properly.

•

Use clearly worded engagement letters outlining both the accountant's and the client's responsibili
ties. Illustrative engagement letters for compilation and review engagements are available at www.
aicpa.org/members/div/auditstd/technic arsc.asp. As discussed above, tailor the engagement let
ter to stress that a compilation does not contemplate obtaining an understanding of internal control
or assessing control risk; tests of accounting records by obtaining corroborating evidential matter
through inspection, observation, or confirmation (for example, the examination of cancelled checks
or bank images); and certain other procedures ordinarily performed in an audit. Furthermore, a
compilation does not contemplate performing inquiry or analytical procedures and certain other
procedures ordinarily performed in a review.

•

When performing bookkeeping services, especially when the CPA is engaged to perform man
agement services, the CPA should take special care in having a detailed engagement letter that
sets forth what procedures the CPA will perform relative to any cash account. If the CPA is
performing a bank reconciliation, the CPA should have a well crafted engagement letter to specify
what procedures will be performed, especially with respect to the payee and endorsement of
cancelled checks.

.90 There are three main litigation risk factors for accountants performing compilation engagements:
•

The potential for fraud which exists on all engagements.
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•

The accountant's responsibility to detect fraud in a compilation engagement versus the public's
perception of the accountant's responsibility. Although the SSARSs clearly state that a compilation
cannot be relied upon to disclose fraud, the public's perception is often different.

•

The current trend of litigation with respect to accounting firms.

Current Accounting and Reporting Issues
Private Company Financial Reporting Task Force
.91 In May 2005, the governing Council of the AICPA passed a resolution that announced the
profession's intent to work with the FASB to evaluate potential changes to GAAP for privately held,
for-profit companies, as recommended by the Private Company Financial Reporting Task Force.
.92 The resolution adopted by the AICPA Council directed AICPA management to work with the
Financial Accounting Foundation (FAF) and the FASB to identify and implement a process that would
evaluate, where appropriate, potential changes in recognition, measurement, and disclosure from current
GAAP as applied by public companies.

.93 The vote followed the March release of the report by the AICPA's Private Company Financial
Reporting Task Force unanimously recommending that a process be established to improve the usefulness
of private company financial reporting.

.94 The task force began its work more than a year ago in response to concerns expressed by some
interested parties about the relevance, benefits, and related costs of certain financial reporting requirements
for privately held, for-profit entities.
.95 "Overall, the response from those surveyed rated the value of GAAP financial statements of private
companies quite highly on consistency, providing comparability among companies, and on their use as a
tool in credit and investment decisions," said James G. Castellano, CPA, and former chair of the AICPA, who
headed the task force. "However, through our discussions, focus groups, and research, we learned that
constituents rated certain GAAP requirements as providing relatively low relevance and decision usefulness
to constituents of private company financial reporting." he said.

.96 The task force comprised key constituents of private company financial reporting. The report's
conclusions were based on input from more than 3,700 lenders, investors, sureties, business owners,
financial managers, and public accounting practitioners.

.97 Robert Herz, chairman of the FASB, said, "Private companies are a vital force in the nation's economy
and it is, therefore, critical that their financial reporting be conceptually sound, cost-effective, and provide
relevant, reliable, and useful information. The FASB has taken a number of steps in recent years to increase
the voice and participation of private company users, preparers, and auditors in FASB activities, and to codify
and simplify the GAAP literature. We are very open to exploring ways to further enhance the overall value
of private company financial reporting."
.98 The AICPA, FAF, and FASB agree that any proposed changes that might result from this effort would
need to be fully exposed for public comment and debate.

Help Desk—The background, research, and report of the AICPA Private Company Finan
cial Reporting Task Force are available at www.aicpa.org/members/div/acctstd/pvtco_
finclreprt/ index.htm.
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A Reminder About SSARS No. 10
.99 As reported in last year's Alert, SSARS No. 10, Performance of Review Engagements, amended AR
section 100 by providing:
•

Expanded guidance on analytical procedures, including specific guidance on developing expecta
tions

•

Expanded guidance on inquiries and other review procedures

•

New inquiries regarding fraud in a review engagement

•

New written representations regarding fraud in the management representation letter

•

Clarification of guidance regarding workpaper documentation in a review engagement, including a
requirement to document expectations developed in performing analytical procedures where signifi
cant expectations are not otherwise readily determinable

.100 Since SSARS No. 10 was effective for reviews of financial statements for periods ending on or after
December 15,2004, you should ensure that the changes are incorporated into your current review engagements.

Help Desk—The AICPA published a Practice Aid to assist practitioners in implementing
changes related to SSARSs into their practice. You can obtain the AICPA Practice Aid Review
Engagements: New and Expanded Guidance on Analytical Procedures and Inquiries (product no.
006618kk) by calling AICPA Service Center Operations at (888) 777-7077 or going online at
www.cpa2biz.com.

The ARSC published an issues paper to provide accountants with information that may help
them understand certain requirements related to the use of analytical procedures in review
engagements and how the use of analytical procedures should be documented in those
engagements. The issues paper is available at www.aicpa.org/members/div/auditstd/
issupap_2004_05_ssarsl0.htm.

Current Peer Review Issues
Revised Standards for Performing and Reporting on Peer Reviews
.101 Peer reviews are carried out in compliance with Standards for Performing and Reporting on Peer
Reviews (AICPA, Professional Standards, vol. 2, PR sec. 100), established by the AICPA Peer Review Board
(Board). Peer reviews are administered by a state CPA society or group of state societies that the Board
approves. A revision to the Standards became effective for peer reviews commencing on or after January 1,
2005. The revised standards will affect approximately 30,000 firms enrolled in the AICPA peer review
program and the state societies that administer it (administering entities). Firms will notice changes in the
reports and may need to implement additional procedures for their next peer review. The revisions affect
timing, engagement selection, peer review reporting, and the oversight process.

.102 There are still three types of peer reviews: system, engagement, and report reviews.

•

System reviews. Firms that perform engagements under AICPA and government auditing standards
or those that examine prospective financial information under AICPA attestation standards still will
have system reviews.

•

Engagement reviews. Peer reviews of firms that perform accounting and review services and/or
attestation engagements under Statements on Standards for Accounting and Review Services
(SSARSs) and/or Statements on Standards for Attestation Engagements (SSAEs), respectively, are
called engagement reviews.
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Report reviews. Peer reviews of firms that perform only compilation engagements under SSARSs
where the firm has compiled financial statements that omit substantially all disclosures are called
report reviews.

.103 The public has a reasonable expectation that every firm performing an audit have its working
methods validated by a system review. Firms performing audits for the first time, or those that perform such
services only occasionally, may have a higher risk of noncompliance with professional standards because of
lack of experience. Consequently, the standards now require firms that have participated in an engagement
or report review and subsequently performed an engagement requiring a system review (such as a first audit)
to (a) immediately notify the administering entity and (b) undergo a system review. The system review will
be due 18 months from the year end of the engagement requiring a system review (or 18 months from the
date of the report for financial forecasts and projections) or the firm's next scheduled due date, whichever
is earlier.
.104 All reviewed firms will provide written representations concerning the information they give to peer
reviewers and administering entities. The representations will assure the peer reviewer that the firm:
•

Is not aware of any situations where it or its personnel have not complied with the rules and
regulations of state board(s) of accountancy or other regulatory bodies (including applicable firm
and individual licensing requirements for each state in which the firm practices for the year under
review).

•

Has made available to the reviewer any communications related to allegations or investigations
(including litigation) in the conduct of an accounting, audit, or attestation engagement performed
and reported on by the firm.

•

Has provided the reviewer with a list of all client engagements that concluded during the year under
review.

•

Has provided all the other information that the reviewer has requested.

.105 The requirement requires firms to notify the peer reviewer of any communications about allegations
or investigations (including litigation) relating to the conduct of an accounting, audit, or attestation engage
ment performed and reported on by the firm. The objective of such communications is to enhance the peer
review process and minimize risk for both reviewer and firm by allowing the peer reviewer to better plan
and perform the review, including identifying offices, owners, and engagements that should get greater
scrutiny during the process. The Board always has required the peer reviewer, during planning, to notify
the subject firm which engagements have been selected for review. Under the revised Standards for system
reviews, peer reviewers must notify the firm no earlier than two weeks before commencement of the review
which engagements will be reviewed. However, the review team will hold back notification of at least one
engagement from the initial review list until fieldwork begins at the reviewed firm's offices. That engagement
should be the firm's highest level of service that does not increase the scope of the review. It is hoped this
change to the peer review program will add credibility to the program and strengthen reliance on it by
regulators and other third parties.
.106 Another revision ensures that the engagement selected at commencement of the review is available
to the peer reviewer during the fieldwork phase. If the engagement cannot be provided at this time, the
peer reviewer will inform the firm that a limitation in the scope of the review exists. In addition, the peer
review report will be modified to include the fact that the firm did not make available an engagement
selected for review.

.107 Firms will also notice significant changes in their peer review reports and letters of comments
designed to enable users to better understand the peer review process and any matters identified during
reviews. Here is a summary of the significant revisions:
AICPA Audit and Accounting Manual
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•

System review reports will include a brief description of the system review process.

•

When a subject firm performs audits of employee benefit plans, engagements adhering to govern
ment auditing standards or audits of certain depository institutions with assets of $500 million or
more, system review reports will state that such engagements were selected as a part of the peer
review.

•

All deficiencies and recommendations resulting in a modified or adverse opinion will be included in
the system or engagement review report. Adverse reports no longer will have a letter of comments,
since all matters will be included in the report.

•

If a system (or engagement) review report is modified or adverse, any resulting substandard
engagements will be identified and will include industry and level of service. The standards define
a substandard engagement as one in which the deficiencies identified, individually or in aggregate,
are material to understanding the report or the financial statements accompanying the report, or
represent omission of a critical accounting, auditing, or attestation procedure(s) required by profes
sional standards.

•

Peer review reports will refer to the letter of comments (especially because users of the reports should
be aware when a letter of comments is issued).

•

For system review reports, the elements of quality control headings no longer will be included in the
letter of comments.

•

For report reviews, significant deficiencies identified during the review will be clearly expressed in
the report.

.108 A firm's letter of response will address its plans to correct not only the findings in the letter of
comments but also any deficiencies identified in modified and adverse reports.

.109 Those are some of the enhancements to the standards that went into effect for all peer reviews
commencing on or after January 1, 2005.
Help Desk—The standards, interpretations, and additional guidance related to the revi
sions are on the AICPA Web site at www.aicpa.org/members/div/practmon/pr stds.htm.
A white paper, also available on the Web site, explains the reasoning behind some of the
revisions to the standards.

Organization of Peer Review Teams
.110 Most peer review "teams" only consist of one reviewer. On some larger system reviews, a team of
more than one person may be involved in the review. The lead peer reviewer on a system review is called
the team captain and other reviewers are known as team members. The AICPA maintains a database of
individuals interested in serving as reviewers. All reviewers complete a "resume" containing information
that is listed in the database. The information includes the reviewer's firm, the last peer review training
course attended, the industries in which the individual has expertise and how that expertise was obtained,
and other information. The AICPA Standards for Performing and Reporting on Peer Reviews set the
minimum requirements that team captains and peer reviewers must possess, including experience,
continuing professional education, peer review training, and so on. All reviewers should update their
resume every year. The most common way a peer review team is formed is known as a firm-on-firm
(FOF) review. The firm to be reviewed directly engages another firm to perform the review. The fees
associated with the actual peer review are negotiated between the two firms. Firms must notify the
administering entity of the peer reviewer(s) selected and the administering entity must approve them
prior to the start of any aspect of the peer review.
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.111 Some administering entities offer committee-appointed review teams (CARTs) for engagement and
report reviews. In this second method of organizing the review team, a firm requests its administering entity
to choose the reviewer from a pool of qualified reviewers. The selection is made based on information the
firm submits about its size, industry specialization, and geographic restrictions. For example, some firms are
unable to locate a peer reviewer in their area or do not want a review team from their local area. The
administering entity makes its selection based on the firm's requirements, but the firm has the right to reject
the team once it is appointed and ask the administering entity to select another team. The review team's
billing rates are set by the administering entity. Not all administering entities offer CART reviews.

.112 Another way a review team may be formed is by an association of CPA firms. If a firm is a member
of an association of CPA firms that is authorized by the Board to organize review teams, it may request its
association to select the review team similar to a CART review. Similar to a FOF review, the reviewer must
be approved by the administering entity prior to the start of any aspect of the peer review.

.113 Members of the peer review team must be independent in fact and in appearance with respect to
the firm. If the firm is unsure as to its independence status with respect to any members of the peer review
team, the matter should be discussed with the administering entity.

Selecting the Right Peer Reviewer
.114 Firms engaging their own peer reviewers have greater control over the process, cost of the review,
and any value-added benefits it would like to derive from the review. As a result, most firms favor FOF
reviews.

.115 The selection of the peer reviewer(s) is a critical step in ensuring that a firm's peer review is efficient,
cost-effective, and adds value to the firm's quality control policies and procedures. Firms that approach this
decision with due care are likely to receive the optimal benefits of the process.
.116 A firm should find a reviewer whose practice is similar to their own in terms of size and industry
specialization. There are several ways to learn about prospective reviewers. Administering entities and
associations of CPA firms often have lists of firms that perform reviews, some of which are on their Web
sites. Many reviewers advertise in CPA periodicals and newsletters. Firms can also consult other CPAs with
similar practices, in order to find out which reviewers they might recommend.
.117 Team captains should be very familiar with and experienced in a firm's most important areas of
specialization. Team captains generally familiar with standards in certain industries may not have the same
depth of expertise as a practitioner who specializes in these industries. Firms often find their best peer
reviewers are those that are truly peers.
.118 There are several questions a firm may wish to ask a prospective reviewer in determining whether
he or she is a peer and obtaining an overall level of comfort with the reviewer. How many reviews has the
individual performed? How much experience does the reviewer have in the industries in which your firm
performs? Will the reviewer be able to complete the review on time, allowing you enough time to submit
the report, letter of comments and letter of response, if any, to the state CPA society by your firm's review
due date? Ask the reviewer for a list of firms for which he or she has conducted peer reviews. The firm should
be certain that the potential review team has a personal understanding of the firm's unique practice issues
in order to perform the best job possible.

.119 The firm does not always have to select a peer reviewer whose firm is the same size. Firms that are
exactly the same size sometimes struggle with similar issues as the firm under review. Slightly larger firms
may have different insights and solutions to offer regarding practice problems, since they may have already
solved these issues within their own firms. In addition, firms that are seeking to expand can learn from a
reviewer whose firm has already experienced growth.
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.120 Many firms that take greater care in the selection of their peer review team are also able to contract
with them to perform some value-added services. These types of value-added services are planned and billed
separately from the peer review. An experienced review team does offer valuable advice as part of the
traditional peer review and can make observations about efficiencies and best practices observed at other
firms it has reviewed.
.121 Cost is obviously a consideration in selecting a peer reviewer. The average direct expense of a system
review depends on the size, nature, and complexity of the firm's accounting and auditing practice. The
average direct expense of an engagement or report review will range based on the size of the practice and
the number of owners responsible for the issuance of review, compilation, and attestation engagement
reports. On a FOF review these expenses are negotiable between the reviewing and reviewed firms.
Administering entities also charge an "administrative" fee, which is structured somewhat differently at each
entity. Although it is often important to minimize costs, firms should not use price as the only criteria when
selecting a review team. Review teams that cost a little more may be able to help firms by not only performing
the peer review, but also by offering suggestions that may lower the firm's expenses or increase productivity.
In addition, review teams that promise to complete the engagement quickly may be performing the absolute
minimum or cutting corners that could reduce the value of the process. This is why it is very important for
the firm to take great care in questioning the potential reviewers.
.122 Therefore, the selection of the peer review team should not be taken lightly. There are many matters
to be considered when selecting the review team and a firm that takes the time and special care during this
process is more likely to get the most out of its peer review.

Q&As About the AICPA Peer Review Program
.123 The AICPA Peer Review Program is dedicated to enhancing the quality of accounting, auditing, and
attestation services performed by AICPA members in public practice. For more information on the
program, see the AICPA's Questions and Answers About the Peer Review Program, available at www.aicpa.
org/download/practmon/qandaprp.pdf.

Accounting Pronouncements and Guidance Update
.124 Presented below is a list of recently issued accounting pronouncements and other guidance issued
since the publication of last year's Alert. For summaries of these pronouncements, or to obtain copies of them,
visit the applicable Web site of the issuing body. For information on accounting standards issued subsequent
to the writing of this Alert, please refer to the AICPA Web site at www.aicpa.org, and the FASB Web site at
www.fasb.org. You may also look for announcements of newly issued standards in the CPA Letter and Journal
of Accountancy.
FASB Statement No. 151
(November 2004)

Inventory Costs—an amendment of ARB No. 43, Chapter 4

FASB Statement No. 152
(December 2004)

Accounting for Real Estate Time-Sharing Transactions—an amendment
of FASB Statements No. 66 and 67

FASB Statement No. 153
(December 2004)

Exchanges of Nonmonetary Assets—an amendment of APB Opinion
No. 29 C

FASB Statement No. 123
(revised 2004)
(December 2004)

Share-Based Payment

FASB Statement No. 154
(May 2005)

Accounting Changes and Error Corrections—a replacement of APB
Opinion No. 20 and FASB Statement No. 3
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FASB Interpretation No. 47
(May 2005)

Accounting for Conditional Asset Retirement Obligations—an
interpretation of FASB Statement No. 143

FASB EITF Issues
(Various dates)

Go to www.fasb.org/eitf/ for information on recent EITF Issues.

FASB Staff Positions
(Various dates)

Go to www.fasb.org/fasb_staff_positions/final_fsp.shtml for a
complete list of FASB Staff Positions (FSPs).

AICPA Statement of
Position (SOP) 05-1
(September 2005)

Accounting by Insurance Enterprises for Deferred Acquisition Costs in
Connection with Modifications or Exchanges of Insurance Contracts

AICPA SOP 04-2
(December 2004)

Accounting for Real Estate Time-Sharing Transactions

AICPA TPA
section 6300.05-.08
(November 2004)
(Nonauthoritative)

"Q&As Related to the Implementation of SOP 03-1, Accounting
and Reporting by Insurance Enterprises for Certain Nontraditional
Eong-Duration Contracts and for Separate Accounts”

AICPA TPA
section 1200.06-15
(February 2005)
(Nonauthoritative)

"Accounting by Noninsurance Enterprises for Property and
Casualty Insurance Arrangements That Limit Insurance Risk"

AICPA TPA
section 6930.09
(August 2005)
(Nonauthoritative)

"Accounting and Disclosure Requirements for Single-Employer
Employee Benefit Plans Related to the Medicare Prescription
Drug, Improvement and Modernization Act of 2003"

AICPA TPA
section 6930.10
(August 2005)
(Nonauthoritative)

"Accounting and Disclosure Requirements for Multiemployer
Employee Benefit Plans Related to the Medicare Prescription
Drug, Improvement and Modernization Act of 2003"

AICPA TPA
section 5400.05
(September 2005)
(Nonauthoritative)

"Accounting and Disclosures Guidance for Losses from Natural
Disasters—Nongovernmental Entities"

.125 Some of the standards are summarized below. These summaries are for informational purposes only
and should not be relied upon as a substitute for a complete reading of the applicable standard.

Illustrative List of Inquiries
.126 In addition, in order to assist practitioners in making the appropriate inquiries in a review engage
ment, the ARSC has prepared an illustrative list of inquires addressing general areas where inquires may be
made. That list of illustrative inquiries has been updated to include inquiries for many of the new accounting
pronouncements. The list can be downloaded from the AICPA Web site at www.aicpa.org/download/
members/div/auditstd/ Appendix_B_revised_August_2005.pdf. A copy of the revised illustrative inquir
ies is also included in Appendix G [paragraph .190] of this Alert.

FASB Statement No. 151, Inventory Costs—an amendment of ARB No. 43, Chapter 4
.127 Accounting Research Bulletin (ARB) No. 43, Restatement and Revision of Accounting Research Bulletins,
Chapter 4, "Inventory Pricing," and International Accounting Standards No. 2, Inventories, are based on the
principle that the primary basis of accounting for inventory is cost. Both those accounting standards also
require that abnormal amounts of idle freight, handling costs, and spoilage be recognized as current-period
charges; however, differences in the wording of the two standards could lead to inconsistent application of
those requirements.
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.128 This Statement amends the guidance in ARB No. 43, Chapter 4, to clarify the accounting for abnormal

amounts of idle facility expense, freight, handling costs, and wasted material (spoilage). Paragraph 5 of ARB
No. 43, Chapter 4, previously stated that “... under some circumstances, items such as idle facility expense,
excessive spoilage, double freight, and rehandling costs may be so abnormal as to require treatment as current
period charges. . .
This Statement requires that those items be recognized as current-period charges
regardless of whether they meet the criterion of "so abnormal." In addition, this Statement requires that
allocation of fixed production overheads to the costs of conversion be based on the normal capacity of the
production facilities.
.129 FASB Statement No. 151 is effective for inventory costs incurred during fiscal years beginning after
June 15, 2005.

FASB Statement No. 154, Accounting Changes and Error Corrections—
a replacement of APB Opinion No. 20 and FASB Statement No. 3
.130 This Statement replaces Accounting Principles Board (APB) Opinion No. 20, Accounting Changes,
and FASB Statement No. 3, Reporting Accounting Changes in Interim Financial Statements, and changes the
requirements for the accounting for and reporting of a change in accounting principle. This Statement applies
to all voluntary changes in accounting principle. It also applies to changes required by an accounting
pronouncement in the unusual instance that the pronouncement does not include specific transition provi
sions. When a pronouncement includes specific transition provisions, those provisions should be followed.
.131 APB Opinion No. 20 previously required that most voluntary changes in accounting principle be
recognized by including in net income of the period of the change the cumulative effect of changing to the
new accounting principle. This Statement requires retrospective application to prior periods' financial state
ments of changes in accounting principle, unless it is impracticable to determine either the period-specific
effects or the cumulative effect of the change. When it is impracticable to determine the period-specific
effects of an accounting change on one or more individual prior periods presented, this Statement requires
that the new accounting principle be applied to the balances of assets and liabilities as of the beginning of
the earliest period for which retrospective application is practicable and that a corresponding adjustment be
made to the opening balance of retained earnings (or other appropriate components of equity or net assets
in the statement of financial position) for that period rather than being reported in an income statement.
When it is impracticable to determine the cumulative effect of applying a change in accounting principle to
all prior periods, this Statement requires that the new accounting principle be applied as if it were adopted
prospectively from the earliest date practicable.

.132 This Statement defines retrospective application as the application of a different accounting principle
to prior accounting periods as if that principle had always been used or as the adjustment of previously
issued financial statements to reflect a change in the reporting entity. This Statement also redefines restatement
as the revising of previously issued financial statements to reflect the correction of an error.
.133 This Statement requires that retrospective application of a change in accounting principle be limited
to the direct effects of the change. Indirect effects of a change in accounting principle, such as a change in
nondiscretionary profit-sharing payments resulting from an accounting change, should be recognized in the
period of the accounting change.

.134 This Statement also requires that a change in depreciation, amortization, or depletion method for
long-lived, nonfinancial assets be accounted for as a change in accounting estimate effected by a change in
accounting principle.
.135 This Statement carries forward without change the guidance contained in APB Opinion No. 20 for
reporting the correction of an error in previously issued financial statements and a change in accounting
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estimate. This Statement also carries forward the guidance in APB Opinion No. 20 requiring justification of
a change in accounting principle on the basis of preferability.

.136 FASB Statement No. 154 is effective for accounting changes and corrections of errors made in fiscal
years beginning after December 15, 2005.

FASB Statement No. 123 (Revised), Share-Based Payment
.137 This Statement is a revision of FASB Statement No. 123, Accounting for Stock-Based Compensation. This
Statement supersedes APB Opinion No. 25, Accounting for Stock Issued to Employees, and its related imple
mentation guidance.
.138 This Statement establishes standards for the accounting for transactions in which an entity exchanges
its equity instruments for goods or services. It also addresses transactions in which an entity incurs liabilities
in exchange for goods or services that are based on the fair value of the entity's equity instruments or that
may be settled by the issuance of those equity instruments. This Statement focuses primarily on accounting
for transactions in which an entity obtains employee services in share-based payment transactions. This
Statement does not change the accounting guidance for share-based payment transactions with parties other
than employees provided in FASB Statement No. 123 as originally issued and EITF Issue No. 96-18,
"Accounting for Equity Instruments That Are Issued to Other Than Employees for Acquiring, or in
Conjunction with Selling, Goods or Services." This Statement does not address the accounting for employee
share ownership plans, which are subject to AICPA SOP 93-6, Employers' Accounting for Employee Stock
Ownership Plans.
.139 A nonpublic entity will measure the cost of employee services received in exchange for an award of
equity instruments based on the grant-date fair value of those instruments, except in certain circumstances.
Specifically, if it is not possible to reasonably estimate the fair value of equity share options and similar
instruments because it is not practicable to estimate the expected volatility of the entity's share price, a
nonpublic entity is required to measure its awards of equity share options and similar instruments based on
a value calculated using the historical volatility of an appropriate industry sector index instead of the
expected volatility of its share price.

.140 A nonpublic entity may elect to measure its liability awards at their intrinsic value through the date
of settlement.
.141 The grant-date fair value of employee share options and similar instruments will be estimated using
option-pricing models adjusted for the unique characteristics of those instruments (unless observable market
prices for the same or similar instruments are available). If an equity award is modified after the grant date,
incremental compensation cost will be recognized in an amount equal to the excess of the fair value of the
modified award over the fair value of the original award immediately before the modification.
.142 Excess tax benefits, as defined by this Statement, will be recognized as an addition to paid-in capital.
Cash retained as a result of those excess tax benefits will be presented in the statement of cash flows as
financing cash inflows. The write-off of deferred tax assets relating to unrealized tax benefits associated with
recognized compensation cost will be recognized as income tax expense unless there are excess tax benefits
from previous awards remaining in paid-in capital to which it can be offset.
.143 The notes to financial statements will disclose information to assist users of financial information to
understand the nature of share-based payment transactions and the effects of those transactions on the
financial statements.

.144 This Statement eliminates the alternative to use APB Opinion No. 25's intrinsic value method of
accounting that was provided in FASB Statement No. 123 as originally issued. Under APB Opinion No. 25,
AICPA Audit and Accounting Manual
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issuing stock options to employees generally resulted in recognition of no compensation cost. This Statement
requires entities to recognize the cost of employee services received in exchange for awards of equity
instruments based on the grant-date fair value of those awards (with limited exceptions). Recognition of that
compensation cost helps users of financial statements to better understand the economic transactions
affecting an entity and to make better resource allocation decisions. Such information specifically will help
users of financial statements understand the effect that share-based compensation transactions have on an
entity's financial condition and results of operations. This Statement also will improve comparability by
eliminating one of two different methods of accounting for share-based compensation transactions and
thereby also will simplify existing U.S. GAAP. Eliminating different methods of accounting for the same
transactions leads to improved comparability of financial statements because similar economic transac
tions will be accounted for similarly.
.145 The fair-value-based method in this Statement is similar to the fair-value-based method in FASB

Statement No. 123 in most respects. However, the following are the key differences between the two:
•

Nonpublic entities may elect to measure their liabilities to employees incurred in share-based
payment transactions at their intrinsic value. Under FASB Statement No. 123, all share-based
payment liabilities were measured at their intrinsic value.

•

Nonpublic entities are required to account for awards of equity instruments using the fair-value
based method unless it is not possible to reasonably estimate the grant-date fair value of awards of
equity share options and similar instruments because it is not practicable to estimate the expected
volatility of the entity's share price. In that situation, the entity will account for those instruments
based on a value calculated by substituting the historical volatility of an appropriate industry sector
index for the expected volatility of its share price. FASB Statement No. 123 permitted a nonpublic
entity to measure its equity awards using either the fair-value-based method or the minimum value
method.

•

Entities are required to estimate the number of instruments for which the requisite service is expected
to be rendered. FASB Statement No. 123 permitted entities to account for forfeitures as they occur.

•

Incremental compensation cost for a modification of the terms or conditions of an award is measured
by comparing the fair value of the modified award with the fair value of the award immediately
before the modification. FASB Statement No. 123 required that the effects of a modification be
measured as the difference between the fair value of the modified award at the date it is granted and
the award's value immediately before the modification determined based on the shorter of (a) its
remaining initially estimated expected life or (b) the expected life of the modified award.

•

This Statement also clarifies and expands FASB Statement No. 123's guidance in several areas,
including measuring fair value, classifying an award as equity or as a liability, and attributing
compensation cost to reporting periods.

•

In addition, this Statement amends FASB Statement No. 95, Statement of Cash Flows, to require that
excess tax benefits be reported as a financing cash inflow rather than as a reduction of taxes paid.

.146 This Statement is effective for nonpublic entities as of the beginning of the first annual reporting
period that begins after December 15, 2005.

.147 This Statement applies to all awards granted after the required effective date and to awards
modified, repurchased, or cancelled after that date. The cumulative effect of initially applying this Statement,
if any, is recognized as of the required effective date.

.148 As of the required effective date, all entities that used the fair-value-based method for either
recognition or disclosure under FASB Statement No. 123 will apply this Statement using a modified version
of prospective application. Under that transition method, compensation cost is recognized on or after the

AAM §8015.145

Copyright © 2005, American Institute of Certified Public Accountants, Inc.

69

8099

Compilation and Review Alert—2005/06

12-05

required effective date for the portion of outstanding awards for which the requisite service has not yet been
rendered, based on the grant-date fair value of those awards calculated under FASB Statement No. 123 for
either recognition or pro forma disclosures. For periods before the required effective date, those entities may
elect to apply a modified version of retrospective application under which financial statements for prior
periods are adjusted on a basis consistent with the pro forma disclosures required for those periods by FASB
Statement No. 123. Nonpublic entities that used the minimum value method in FASB Statement No. 123 for
either recognition or pro forma disclosures are required to apply the prospective transition method as of the
required effective date.

Recent AICPA Independence and Ethics Pronouncements
.149 As mentioned earlier, the AICPA Independence and Ethics Alert—2005/06 (product no. 022476kk)
contains a complete update on new independence and ethics pronouncements. Some recent developments
pertain to financial relationships, outsourcing, and nonattest services. This Alert can be obtained by calling
the AICPA at (888) 777-7077 or going online at www.cpa2biz.com. Readers should obtain that Alert to be
aware of independence and ethics matters that will affect their practice.

On the Horizon
.150 Practitioners should keep abreast of accounting and reporting developments and upcoming guid
ance that may affect engagements. Remember that exposure drafts are nonauthoritative and cannot be used
as a basis for changing GAAP or generally accepted auditing standards (GAAS). The AICPA general Audit
Risk Alert—2005/06 (product no. 022336kk) summarizes some of the more significant outstanding exposure
drafts.

.151 Additionally, the following table lists the various standard-setting bodies' Web sites where infor
mation regarding outstanding exposure drafts may be obtained. Also see Appendix A [paragraph .184],
"Additional Web Resources," of this Alert for a more complete list.

Web Site

Standard-Setting Body

AICPA Auditing Standards
Board (ASB)

www.aicpa.org/members/div/auditstd/
drafts.htm

AICPA Accounting Standards
Executive Committee (AcSEC)

www.aicpa.org/members/div/acctstd/
index.htm

AICPA Accounting and Review
Services Committee (ARSC)

www.aicpa.org/members/div/auditstd/
index.htm

Governmental Accounting
Standards Board (GASB)

www.gasb.org

Financial Accounting Standards
Board (FASB)

www.fasb.org

Professional Ethics Executive
Committee (PEEC)

www.aicpa.org/members/div/ethics/
index.htm

Help Desk—The AICPA's standard-setting committees publish exposure drafts of pro
posed professional standards exclusively on the AICPA Web site at www.aicpa.org. The
AICPA will notify interested parties by e-mail about new exposure drafts. To have your
e-mail address put on the notification list for all AICPA exposure drafts, send your e-mail
address to memsat@aicpa.org. Indicate "exposure draft email list" in the subject header field
to help process your submission more efficiently. Include your full name, mailing address
and, if known, your membership and subscriber number in the message. The AICPA Web
site also has connecting links to the other standard-setting bodies listed above.
AICPA Audit and Accounting Manual
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SSARSs Pipeline
.152 The AICPA Accounting and Review Services Committee (ARSC) is currently working on the
following projects.

Discussion Memorandum, Need for Independence When Performing
Compilation Engagements
.153 Due to the evolving complexity of the Independence Standards as codified in the AICPA Code of
Professional Conduct, the ARSC is seeking the input of CPAs, their clients, and third-party users of compiled
financial statements as to the need for independence when performing compilation engagements.

.154 In an effort to obtain the input of CPAs, their clients, and third-party users of compiled financial

statements, the ARSC developed a discussion memorandum, the purpose of which is to set forth specific
questions for which the ARSC would like to receive comments before it further considers the independence
requirements related to compilation engagements.
.155 The ARSC welcomes comments to the discussion memorandum from all interested parties. The
discussion memorandum is expected to be available on www.aicpa.org in October 2005. Comments may be
submitted directly through the electronic survey on www.aicpa.org or may be sent via electronic mail to
Michael Glynn at mglynn@aicpa.org no later than May 19, 2006.

.156 After consideration of comments received, the ARSC plans to address the issue at a public meeting
for the purpose of deciding whether it should undertake a project to revisit the need for independence when
performing a compilation engagement, and, if required, how the impairment of a practitioner's inde
pendence would best be communicated in the compilation report.

Potential Project on Cross-References to Auditing Literature
.157 The ARSC has discussed the various areas in the SSARSs Codification in which the Codification
directs the reader to the auditing literature. The ARSC is aware that many practitioners perform only
compilations and reviews and, as such, are either unfamiliar with the auditing literature or lack access to
such literature. The ARSC has concluded that a project should be initiated in which the cross-references to
the auditing literature be eliminated from the SSARSs Codification. In those cases deemed appropriate,
similar guidance will be developed and will become a part of SSARSs. The project will be part of an Omnibus
project that may be exposed in the first quarter of 2006.

Accounting Pipeline

Proposed FASB Interpretation, Accounting for Uncertain Tax Positions—an interpretation
of FASB Statement No. 109
.158 This proposed Interpretation would clarify the accounting for uncertain tax positions in accordance
with FASB Statement No. 109, Accounting for Income Taxes. An enterprise would be required to recognize, in
its financial statements, the best estimate of the impact of a tax position only if that position is probable of
being sustained on audit based solely on the technical merits of the position. In evaluating whether the
probable recognition threshold has been met, this proposed Interpretation would require the presumption
that the tax position will be evaluated during an audit by taxing authorities.

.159 The term probable is used in this proposed Interpretation consistent with its use in FASB Statement
No. 5, Accounting for Contingencies, to mean "the future event or events are likely to occur." Individual tax
positions that fail to meet the probable recognition threshold will generally result in either (a) a reduction in
the deferred tax asset or an increase in a deferred tax liability or (b) an increase in a liability for income taxes
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payable or the reduction of an income tax refund receivable. The impact may also include both (a) and (b).
The increase in the income tax liability would not be classified as a deferred tax liability unless it resulted
from a taxable temporary difference created by a tax position that has met the probable recognition
threshold. For enterprises that present classified statements of financial position, the income tax liability
would be classified as current to the extent that a payment is anticipated within one year or the operating
cycle, if longer.
.160 This proposed Interpretation also would provide guidance on disclosure, accrual of interest and
penalties, accounting in interim periods, and transition. A final Interpretation is expected to be issued during
the first quarter of 2006. Refer to the FASB Web site at www.fasb.org for complete information.

Proposed FASB Statement, Consolidated Financial Statements, Including Accounting and
Reporting of Noncontrolling Interests in Subsidiaries—a replacement of ARB No. 51
.161 This proposed Statement would replace ARB No. 51, Consolidated Financial Statements, as amended
by FASB Statement No. 94, Consolidation of All Majority-Owned Subsidiaries. It also would establish standards
for the accounting and reporting of noncontrolling interests (sometimes called minority interests) in consoli
dated financial statements and for the loss of control of subsidiaries.
.162 This proposed Statement would carry forward, without reconsideration, the provisions of ARB No.
51, as amended, related to consolidation purpose and policy and certain of the provisions related to
consolidation procedure. It would not change the requirement in ARB No. 51 that all companies in which
the parent has a controlling financial interest be consolidated. To facilitate its objective of codification and
simplification of U.S. GAAP, the FASB decided to incorporate into this proposed Statement the guidance in
ARB No. 51 and the guidance for the accounting and reporting of noncontrolling interests and loss of control
of subsidiaries. This proposed Statement also would amend FASB Statement No. 128, Earnings per Share, to
specify the computation, presentation, and disclosure requirements for earnings per share if a parent has one
or more partially owned subsidiaries. A final Statement is expected to be issued during the fourth quarter
of 2006, concurrently with the issuance of a final Statement of the proposed FASB Statement discussed below
on business combinations. Refer to the FASB Web site at www.fasb.org for complete information.

Proposed FASB Statement, Business Combinations—a replacement of FASB
Statement No. 141
.163 A business combination is a transaction or other event in which an acquirer obtains control of one
or more businesses (the acquiree). The objective of this proposed Statement is that all business combinations
be accounted for by applying the acquisition method. In accordance with the acquisition method, the acquirer
measures and recognizes the acquiree, as a whole, and the assets acquired and liabilities assumed at their
fair values as of the acquisition date.
.164 This proposed Statement would replace FASB Statement No. 141, Business Combinations. In addition,
this proposed Statement would be required to be applied at the same time as Proposed FASB Statement,
Consolidated Financial Statements, Including Accounting and Reporting of Noncontrolling Interests in Subsidiaries
(see above). A final Statement is expected to be issued during the fourth quarter of 2006. Refer to the FASB
Web site at www.fasb.org for complete information.

Proposed FASB Statement, The Hierarchy of Generally Accepted Accounting Principles
.165 This proposed Statement would identify the sources of accounting principles and the framework
for selecting the principles to be used in the preparation of financial statements of nongovernmental
enterprises that are presented in conformity with GAAP in the United States. The GAAP hierarchy is
currently presented in AU sec. 411, The Meaning of Present Fairly in Conformity With Generally Accepted
AICPA Audit and Accounting Manual
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Accounting Principles (AICPA, Professional Standards, vol. 1). The FASB is responsible for identifying the
sources of accounting principles and the framework for selecting the principles used in the preparation of
financial statements of nongovernmental enterprises that are presented in conformity with GAAP. The FASB
believes that the GAAP hierarchy should be directed specifically to enterprises because it is the enterprise
(not its auditor) that is responsible for selecting accounting principles for financial statements that are
presented in conformity with the GAAP hierarchy. Accordingly, the FASB concluded that the GAAP
hierarchy should reside in the accounting literature established by the FASB and decided to issue this
proposed Statement. A final Statement is expected to be issued during the fourth quarter of 2005. Refer to
the FASB Web site at www.fasb.org for complete information.

Proposed FASB Statement, Fair Value Measurements
.166 This proposed Statement would provide guidance for how to measure fair value. It would apply
broadly to financial and nonfinancial assets and liabilities that are measured at fair value under other
authoritative accounting pronouncements. The FASB expects that the guidance provided by this proposed
Statement will be applied together with applicable valuation standards and generally accepted valuation
practices, where appropriate.

.167 Prior to this proposed Statement, there was limited guidance for applying the fair value measure
ment objective in GAAP. That guidance was dispersed among the many pronouncements that require fair
value measurements. Differences in that guidance created inconsistencies which added to the complexity in
GAAP. Also, many constituents have raised concerns about the ability to develop reliable estimates of fair
value in certain circumstances, in particular, in the absence of quoted prices. In response, the FASB decided
to develop a framework clarifying the fair value measurement objective and its application under other
pronouncements that require fair value measurements. In developing the framework, the FASB also
considered the need for increased consistency and comparability in fair value measurements and enhanced
disclosures about fair value measurements. A final Statement is expected to be issued during the fourth
quarter of 2005. Refer to the FASB Web site at www.fasb.org for complete information.

Proposed FASB Statement, Accounting for Transfers of Financial Assets—an amendment
of FASB Statement No. 140 (Revision of Exposure Draft Issued June 10, 2003)
.168 This proposed Statement, which is a revision of the June 2003 exposure draft Qualifying SpecialPurpose Entities and Isolation of Transferred Assets, would amend FASB Statement No. 140, Accounting for
Transfers and Servicing of Financial Assets and Extinguishments of Liabilities, to revise or clarify the derecognition
requirements for financial assets and the initial measurement of interests related to transferred financial
assets that are held by a transferor. Two other proposed Statements are being exposed concurrently that
would also amend FASB Statement No. 140 (see below). To understand the overall effect on FASB Statement
No. 140 of these proposed Statements, it is important to consider all three documents. A final Statement is
expected to be issued during the first quarter of 2006. Refer to the FASB Web site at www.fasb.org for
complete information.

Proposed FASB Statement, Accounting for Servicing of Financial Assets—an amendment
of FASB Statement No. 140
.169 This proposed Statement would amend FASB Statement No. 140 with respect to the accounting for
servicing of financial assets. This proposed Statement would require that all separately recognized servicing
rights be initially measured at fair value, if practicable. For each class of separately recognized servicing
assets and liabilities, this proposed Statement would permit an entity to choose either of the following
subsequent measurement methods:
1. Amortize servicing assets or liabilities in proportion to and over the period of estimated net servicing
income or net servicing loss. This method, which is currently required by FASB Statement No. 140,
AAM §8015.166
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continues to require the assessment of servicing assets or liabilities for impairment or increased
obligation based on fair value at each reporting date.
2. Report servicing assets or liabilities at fair value at each reporting date and report changes in fair
value in earnings in the period in which the changes occur.

.170 This proposed Statement also would require additional disclosures for all separately recognized
servicing rights. Two other proposed Statements are being exposed concurrently that would also amend
FASB Statement No. 140 (see above and below). A final Statement is expected to be issued during the first
quarter of 2006. Refer to the FASB Web site at www.fasb.org for complete information.

Proposed FASB Statement, Accounting for Certain Hybrid Financial Instruments—an
amendment of FASB Statements No. 133 and 140
.171 This proposed Statement would amend FASB Statements No. 133, Accounting for Derivative Instru
ments and Hedging Activities, and No. 140 in the following ways:

1. Permit fair value remeasurement for any hybrid financial instrument that contains an embedded
derivative that otherwise would require bifurcation.
2. Clarify which interest-only strips and principal-only strips are not subject to the requirements of
FASB Statement No. 133.

3. Establish a requirement to evaluate beneficial interests in securitized financial assets to identify
interests that are freestanding derivatives or that are hybrid financial instruments that contain an
embedded derivative requiring bifurcation.

4. Clarify that concentrations of credit risk in the form of subordination are not embedded derivatives.
5. Eliminate restrictions on a qualifying special-purpose entity's ability to hold passive derivative
financial instruments that pertain to beneficial interests that are or contain a derivative financial
instrument.
.172 Two other proposed Statements are being exposed concurrently that would also amend FASB
Statement No. 140 (see above). A final Statement is expected to be issued during the first quarter of 2006.
Refer to the FASB Web site at www.fasb.org for complete information.

Proposed FASB EITF Issues
.173 Numerous open issues are under deliberation by the EITF. Readers should visit the FASB Web site
at www.fasb.org/eitf/agenda.shtml for complete information.

Proposed FASB Staff Positions
.174 A number of proposed FASB Staff Positions are in progress addressing issues related to FASB
Statements No. 13, No. 123(R), and No. 140, and FASB Interpretations No. 45 and No. 46(R). Readers should
visit the FASB Web site at www.fasb.org/fasb_staff_positions/proposed_fsp.shtml for complete information.

AICPA Resource Central
On the Bookshelf

.175 The following publications deliver valuable guidance and practical assistance as potent tools to be
used on your engagements.
AICPA Audit and Accounting Manual
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Compilation and Review Engagements—Essential Questions and Answers (product no. 006622kk)

• Review Engagements: New and Expanded Guidance on Analytical Procedures and Inquiries (product no.
006618kk)
•

Accounting Trends & Techniques—2005 (product no. 009897kk)

•

Preparing and Reporting on Cash- and Tax-Basis Financial Statements (product no. 006701kk)

•

Understanding and Implementing SSARS No. 8 (product no. 006612kk)

Audit and Accounting Manual
.176 The Audit and Accounting Manual (as of August 1, 2005) (product no. 005135kk) is a valuable
nonauthoritative practice tool designed to provide assistance for audit, review, and compilation engage
ments. The manual contains numerous practice aids, samples, and illustrations, including audit programs;
auditors' reports; checklists; engagement letters; and management representation and confirmation letters,
among other items.

Continuing Professional Education
.177 The AICPA has developed a number of continuing professional education (CPE) courses that are
valuable to CPAs performing compilation and review engagements. Visit www.cpa2biz.com for a complete
list of CPE courses.

Compilation and Review Webcast
.178 When planning your engagements, you can join the many practitioners who have participated in
AICPA Webcasts. Webcasts are an exceptional way to stay current on today's professional issues. Led by
recognized experts, Webcasts provide complete briefings on a variety of pertinent practice topics. During a
two-hour live Webcast, participants have the opportunity to e-mail and ask questions of expert panelists.
.179 The 2005/06 Compilation and Review Webcast is scheduled for December 1, 2005. To register for
the December 2005 Compilation and Review Webcast or to purchase the archived Webcasts in CD format,
go to www.cpa2biz.com/Web4-Events/Webcasts/default.htm. CPE credit is earned for both live and CD
version participation.

Service Center Operations
.180 To order AICPA products, receive information about AICPA activities, and find help on your
membership questions, call the AICPA Service Center Operations at (888) 777-7077.

AICPA Technical Hotline and Ethics Hotline
.181 Technical questions about GAAP, OCBOA, accounting, auditing, compilation engagements, review
engagements, or other technical matters may be addressed to the AICPA's Accounting and Auditing
Technical Hotline. AICPA staff will research the question and respond with their answer. The Technical
Hotline can be reached at (888) 777-7077.
.182 In addition to the Technical Hotline, the AICPA also offers an Ethics Hotline. Members of the
AICPA's Professional Ethics Team answer inquiries concerning independence and other behavioral issues
related to the application of the AICPA Code of Professional Conduct. The Ethics Hotline can be reached at
(888) 777-7077.
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.183 This Alert replaces the Compilation and Review Alert—2004/05. The Compilation and Review Alert is
published annually. As you encounter issues that you believe warrant discussion in next year's Alert, please
feel free to share those with us. Any other comments you have about the Alert would also be appreciated.
You may e-mail these comments to lpombo@aicpa.org or write to:
Lori Pombo
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881

AICPA Audit and Accounting Manual
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Appendix A
Additional Web Resources
.184

Here are some useful Web sites that may provide valuable information to accountants performing compilation
and review engagements.

Name of Site
Accountants World
Accounting Web
American Institute of
CPAs (AICPA)

AICPA Accounting
Standards Executive
Committee (AcSEC)
AICPA Accounting and
Review Services
Committee (ARSC)
AICPA Professional Issues
Task Force

AuditNet
CPAnet

Economy.com

Federal Reserve Bank of
New York

Financial Accounting
Standards Board (FASB)
Government
Accountability Office
Hoovers Online

International Accounting
Standards Board
International Federation of
Accountants (IFAC)
Internet Bulletin for CPAs
(and other resources)

AAM §8015.184

Content
Online community of independent
accountants providing resources and tools
Online community for the accounting
profession

Internet Address
www.accountantsworld.com

Summaries of recent auditing and other
professional standards as well as other
AICPA activities
Issues SOPs, guides, practice bulletins
containing financial, accounting and
reporting recommendations, among
other things
Develops and issues review and
compilation standards and
interpretations
Accumulates and considers practice
issues that appear to present concerns
for practitioners and for disseminating
information or guidance, as appropriate,
in the form of practice alerts
Electronic communications among audit
professionals
Links to other Web sites of interest to
CPAs
Source for analysis, data, forecasts, and
information on the United States and
world economies
Key interest rates

www.aicpa.org and
www.cpa2biz.com

Summaries of recent accounting
pronouncements and other FASB
activities
Policy and guidance materials, reports
on federal agency major rules
Online information on various
companies and industries
Summaries of International Financial
Reporting Standards and International
Accounting Standards
Information on standards-setting
activities in the international arena
CPA tool for Internet sites, discussion
groups, and other resources for CPAs

www.fasb.org

www.accountingweb.com

www.aicpa.org/members/
div/acctstd/index.htm

www.aicpa.org / members /
div/auditstd/index.htm

www.aicpa.org/members/
div/secps/lit/practice.htm

www.auditnet.org
www.cpanet.com

www.economy.com

www.ny.frb.org

www.gao.gov

www.hoovers.com
www.iasb.org

www.ifac.org

www.prenticehall.ca /
accountingsgreatesthits /
resource.html
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Name of Site

Content

Internet Address

Tax Analysts Online

Provides information on current tax
developments

www.tax.org

U.S. Tax Code On-Line

A complete text of the U.S. Tax Code

www.fourmilab.ch/ustax/
ustax.html

WebCPA

World Wide Web magazine that features
up-to-the-minute news for accountants

www.webcpa.com

AICPA Audit and Accounting Manual
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Appendix B

Revised Illustrative Engagement Letter: Compilation of
Financial Statements
.185

[Appropriate Salutation]
This letter is to confirm our understanding of the terms and objectives of our engagement
and the nature and limitations of the services we will provide.
We will perform the following services:

We will compile, from information you provide, the annual [and interim, if applicable] balance
sheet and related statements of income, retained earnings, and cash flows of XYZ Company
for the year 20XX.
We will compile the financial statements and issue an accountant's report thereon in
accordance with Statements on Standards for Accounting and Review Services issued by
the American Institute of Certified Public Accountants. A compilation is limited to present
ing, in the form of financial statements, information that is the representation of manage
ment. We will not audit or review the financial statements and, accordingly, will not express
an opinion or any other form of assurance on them.

Our engagement cannot be relied upon to disclose errors, fraud, or illegal acts that may exist.
However, we will inform the appropriate level of management of any material errors, and
of any evidence or information that comes to our attention during the performance of our
compilation procedures, that fraud may have occurred. In addition, we will report to you
any evidence or information that comes to our attention during the performance of our
compilation procedures regarding illegal acts that may have occurred, unless they are clearly
inconsequential.
As part of our engagement, we will also (list any nonattest services to be performed, if
applicable, such as income tax preparation and bookkeeping services).

You are responsible for:

a. Making all management decisions and performing all management functions;
b. Designating an individual who possesses suitable skill, knowledge, and/or experi
ence, preferably within senior management, to oversee the services;
c.

Evaluating the adequacy and results of the services performed;

d. Accepting responsibility for the results of the services; and

e.

Establishing and maintaining internal controls, including monitoring ongoing activi
ties.

If, for any reason, we are unable to complete the compilation of your financial statements,
we will not issue a report on such statements as a result of this engagement,

Our fees for these services ....
This section is reprinted from Appendix C, "Compilation of Financial Statements—Illustrative Engagement Letter," (revised July
2005) of AR section 100, Compilation and Review of Financial Statements (AICPA, Professional Standards, vol. 2).
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We will be pleased to discuss this letter with you at any time.

If the foregoing is in accordance with your understanding, please sign the copy of this letter
in the space provided and return it to us.+
Sincerely yours,

[Signature of accountant]

Acknowledged:
XYZ Company

President

Date

+ Some accountants prefer not to obtain an acknowledgment, in which case their letter would omit the paragraph beginning, “If the
foregoing..." and the spaces for the acknowledgment. The first paragraph of their letter might begin as follows: "This letter sets forth
our understanding of the terms and objectives of our engagement..."

AICPA Audit and Accounting Manual
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Appendix C

Revised Illustrative Engagement Letter: Compilation of Financial
Statements Not Intended for Third Party Use
.186

[Appropriate Salutation]
This letter is to confirm our understanding of the terms and objectives of our engagement
and the nature and limitations of the services we will provide.
We will perform the following services:
We will compile, from information you provide, the [monthly, quarterly, or other frequency]
financial statements of XYZ Company for the year 20XX.
We will compile the financial statements in accordance with Statements on Standards for
Accounting and Review Services issued by the American Institute of Certified Public
Accountants. A compilation is limited to presenting, in the form of financial statements,
information that is the representation of management. We will not audit or review the
financial statements and, accordingly, will not express an opinion or any other form of
assurance on them.

The financial statements will not be accompanied by a report. Based upon our discussions
with you, these statements are for management's use only and are not intended for
third-party use.

Material departures from generally accepted accounting principles (GAAP) or other com
prehensive basis of accounting (OCBOA) may exist and the effects of those departures, if
any, on the financial statements may not be disclosed. In addition substantially all disclo
sures required by GAAP or OCBOA may be omitted. (The accountant may wish to identify
known departures.) Notwithstanding these limitations, you represent that you have knowl
edge about the nature of the procedures applied and the basis of accounting and assump
tions used in the preparation of the financial statements that allows you to place the financial
information in the proper context. Further, you represent and agree that the use of the
financial statements will be limited to members of management with similar knowledge.
The financial statements are intended solely for the information and use of [include list of
specified members of management] and are not intended to be and should not be used by any
other party—[optional].
Our engagement cannot be relied upon to disclose errors, fraud, or illegal acts that may exist.
However, we will inform the appropriate level of management of any material errors and
of any evidence or information that comes to our attention during the performance of our
compilation procedures, that fraud may have occurred. In addition, we will report to you
any evidence or information that comes to our attention during the performance of our
compilation procedures, regarding illegal acts that may have occurred unless they are clearly
inconsequential.
This section is reprinted from Appendix D, "Compilation of Financial Statements Not Intended for Third Party Use—Illustrative
Engagement Letter," (revised July 2005) of AR section 100, Compilation and Review of Financial Statements (AICPA, Professional Standards,
vol. 2).
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We are not independent with respect to [name of entity] [if applicable].

As part of our engagement, we will also (list any nonattest services to be provided, if
applicable, such as income tax preparation and bookkeeping services).
You are responsible for:

a. Making all management decisions and performing all management functions;
b. Designating an individual who possesses suitable skill, knowledge, and/or experi
ence, preferably within senior management, to oversee the services;

c. Evaluating the adequacy and results of the services performed;
d. Accepting responsibility for the results of the services; and

e.

Establishing and maintaining internal controls, including monitoring ongoing activities.

The other data accompanying the financial statements are presented only for supplementary
analysis purposes and will be compiled from information that is the representation of
management, without audit or review, and we do not express an opinion or any other form
of assurance on such data—[if applicable].
Our fees for these services ...

Should you require financial statements for third-party use, we would be pleased to discuss
with you the requested level of service. Such engagement would be considered separate and
not deemed to be part of the services described in this engagement letter.
We will be pleased to discuss this letter with you at any time.

If the foregoing is in accordance with your understanding, please sign the copy of this letter
in the space provided and return it to us.+
Sincerely yours,

[Signature of accountant]
Accepted and agreed to:

XYZ Company

Title

Date

+ Some accountants prefer not to obtain an acknowledgment, in which case their letter would omit the paragraph beginning, "If the
foregoing..." and the spaces for the acknowledgment. The first paragraph of their letter might begin as follows: "This letter sets forth
our understanding of the terms and objectives of our engagement..."
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Appendix D
Revised Illustrative Engagement Letter: Review of
Financial Statements
.187

[Appropriate Salutation]
This letter is to confirm our understanding of the terms and objectives of our engagement
and the nature and limitations of the services we will provide.
We will perform the following services:
We will review the financial statements of XYZ Company as of December 31, 20XX, and
issue an accountant's report thereon in accordance with Statements on Standards for
Accounting and Review Services issued by the American Institute of Certified Public
Accountants. We will not perform an audit of such financial statements, the objective of
which is the expression of an opinion regarding the financial statements taken as a whole,
and, accordingly, we will not express such an opinion on them.
A review consists primarily of inquiries of company personnel and analytical procedures
applied to financial data. A review does not contemplate obtaining an understanding of
internal control or assessing control risk, tests of accounting records and responses to
inquiries by obtaining corroborating evidential matter, and certain other procedures ordi
narily performed during an audit. Thus, a review does not provide assurance that we will
become aware of all significant matters that would be disclosed in an audit.

Our engagement cannot be relied upon to disclose errors, fraud, or illegal acts that may exist.
However, we will inform the appropriate level of management of any material errors, and
of any evidence or information that comes to our attention during the performance of our
review procedures, that fraud may have occurred. In addition, we will report to you any
evidence or information that comes to our attention during the performance of our review
procedures regarding illegal acts that may have occurred, unless they are clearly inconse
quential.

As part of our engagement, we will also (list any nonattest services to be provided, if
applicable, such as income tax preparation and bookkeeping services).
You are responsible for:

a. Making all management decisions and performing all management functions;
b. Designating an individual who possesses suitable skill, knowledge, and/or experi
ence, preferably within senior management, to oversee the services;

c.

Evaluating the adequacy and results of the services performed;

d. Accepting responsibility for the results of the services; and
e.

Establishing and maintaining internal controls, including monitoring ongoing activities.

As part of our review procedures, we will require certain written representations from
management about the financial statements and matters related thereto.
This section is reprinted from Appendix E, "Review of Financial Statements—Illustrative Engagement Letter," (revised July 2005)
of AR section 100, Compilation and Review of Financial Statements (AICPA, Professional Standards, vol. 2).
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If, for any reason, we are unable to complete our review of your financial statements, we
will not issue a report on such statements as a result of this engagement.

Our fees for these services. . ..

We will be pleased to discuss this letter with you at any time.

If the foregoing is in accordance with your understanding, please sign the copy of this letter
in the space provided and return it to us.
Sincerely yours,

[Signature of accountant]

Acknowledged:
XYZ Company

President

Date
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Appendix E
New Illustrative Engagement Letter: Compilation of Specified
Elements, Accounts, or Items of a Financial Statement
.188
[Appropriate Salutation]

This letter is to confirm our understanding of the terms and objectives of our engagement
and the nature and limitations of the services we will provide.
We will perform the following services:
We will compile, from information you provide, [identify specified element, account, or
item of the financial statement, e.g., schedule of accounts receivable or schedule of depre
ciation-income tax basis] of XYZ Company as of December 31, 20XX.
We will compile the [identify specified element, account, or item of the financial statement] and
issue an accountant's report thereon in accordance with Statements on Standards for
Accounting and Review Services. A compilation is limited to presenting financial informa
tion that is the representation of management (owners). We will not audit or review the
[identify specified element, account, or item of the financial statement] and, accordingly, will not
express an opinion or any other form of assurance on it.

Our engagement cannot be relied upon to disclose errors, fraud, or illegal acts that may exist.
However, we will inform the appropriate level of management of any material errors, and
of any evidence or information that comes to our attention during the performance of our
compilation procedures, that fraud may have occurred. In addition, we will report to you
any evidence or information that comes to our attention during the performance of our
compilation procedures regarding illegal acts that may have occurred, unless they are clearly
inconsequential.

As part of our engagement, we will also (list any nonattest services to be performed, if
applicable, such as income tax preparation and bookkeeping services).
You are responsible for:

a. Making all management decisions and performing all management functions;
b. Designating an individual who possesses suitable skill, knowledge, and/or experi
ence, preferably within senior management, to oversee the services;
c.

Evaluating the adequacy and results of the services performed;

d. Accepting responsibility for the results of the services; and

e.

Establishing and maintaining internal controls, including monitoring ongoing activities.

If, for any reason, we are unable to complete the compilation of your [identify specified element,
account, or item of the financial statement], we will not issue a report on such schedule as a
result of this engagement.
This section is reprinted from the Appendix, “Compilation of Specified Elements, Accounts, or Items of a Financial Statement—
Illustrative Engagement Letter," of AR section 110, Compilation of Specified Elements, Accounts, or Items of a Financial Statement (AICPA,
Professional Standards, vol. 2).
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Our fees for these services ....
We will be pleased to discuss this letter with you at any time.

If the foregoing is in accordance with your understanding, please sign the copy of this letter
in the space provided and return it to us.+
Sincerely yours,

[Signature of accountant]
Acknowledged:
XYZ Company

President

Date

+ Some accountants prefer not to obtain an acknowledgment, in which case their letter would omit the paragraph beginning, "If the
foregoing..." and the spaces for the acknowledgment. The first paragraph of their letter might begin as follows: "This letter sets forth
our understanding of the terms and objectives of our engagement..."
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Appendix F

New Illustrative Engagement Letter: Compilation of Pro Forma
Financial Information
.189
[Appropriate Salutation]

This letter is to confirm our understanding of the terms and objectives of our engagement
and the nature and limitations of the services we will provide.
We will perform the following services:
We will compile, from information you provide, the pro forma financial information of XYZ
Company as of December 31, 20XX.

We will compile the pro forma financial information and issue an accountant's report
thereon in accordance with Statements on Standards for Accounting and Review Services.
A compilation is limited to presenting financial information that is the representation of
management (owners). We will not audit or review the pro forma financial information and,
accordingly, will not express an opinion or any other form of assurance on it.

Our engagement cannot be relied upon to disclose errors, fraud, or illegal acts that may exist.
However, we will inform the appropriate level of management of any material errors, and
of any evidence or information that comes to our attention during the performance of our
compilation procedures, that fraud may have occurred. In addition, we will report to you
any evidence or information that comes to our attention during the performance of our
compilation procedures regarding illegal acts that may have occurred, unless they are clearly
inconsequential.

As part of our engagement, we will also (list any nonattest services to be performed, if
applicable, such as income tax preparation and bookkeeping services).
You are responsible for:

a. Making all management decisions and performing all management functions;
b. Designating an individual who possesses suitable skill, knowledge, and/or experi
ence, preferably within senior management, to oversee the services;

c.

Evaluating the adequacy and results of the services performed;

d. Accepting responsibility for the results of the services; and
e. Establishing and maintaining internal controls, including monitoring ongoing activi
ties.

If, for any reason, we are unable to complete the compilation of your pro torma financial
information, we will not issue a report on such information as a result of this engagement.

Our fees for these services ....

We will be pleased to discuss this letter with you at any time.
This section is reprinted from the Appendix, "Compilation of Pro Forma Financial Information—Illustrative Engagement Letter,"
of AR section 120, Compilation of Pro Forma Financial Information (AICPA, Professional Standards, vol. 2).
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If the foregoing is in accordance with your understanding, please sign the copy of this letter
in the space provided and return it to us.+

Sincerely yours,

[Signature of accountant]

Acknowledged:

XYZ Company

President

Date

+ Some accountants prefer not to obtain an acknowledgment, in which case their letter would omit the paragraph beginning, "If the
foregoing..." and the spaces for the acknowledgment. The first paragraph of their letter might begin as follows: "This letter sets forth
our understanding of the terms and objectives of our engagement..."
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Appendix G

Revised Review of Financial Statements—Illustrative Inquiries
.190
The inquiries to be made in a review of financial statements are a matter of the accountant's professional
judgment. In determining the appropriate inquiries, an accountant may consider (a) the nature and materi
ality of the items reflected in the financial statements, (b) the likelihood of a misstatement in the financial
statements, (c) knowledge obtained during current and previous engagements, (d) the stated qualifications
of the entity's accounting personnel, (e) the extent to which a particular item is affected by management's
judgment, and (/) inadequacies in the entity's underlying financial data. The inquiries should generally be
made of members of management with financial reporting and accounting responsibilities.

The following list of inquiries is for illustrative purposes only. These inquiries will not necessarily be
applicable in every review engagement, nor are these inquiries meant to be all-inclusive. These illustrative
inquiries are not intended to serve as a program or checklist to be utilized in performing a review
engagement; rather, they address general areas where inquiries might be made in a review engagement.
Also, the accountant may feel it necessary to make several inquiries in an effort to answer questions related
to the issues addressed in these illustrative inquiries.
1. General

a.

Have there been any changes in the entity's business activities?

b.

Are there any unusual or complex situations that may have an effect on the financial statements
(for example, business combinations, restructuring plans, or litigation)?

c.

What procedures are in place related to recording, classifying, and summarizing transactions
and accumulating information related to financial statement disclosures?

d.

Have the financial statements been prepared in conformity with generally accepted accounting
principles or, if appropriate, a comprehensive basis of accounting other than generally accepted
accounting principles? Have there been any changes in accounting principles and methods of
applying those principles? Have voluntary changes in accounting principles been reflected in the
financial statements through retrospective application of the new principle in comparative
financial statements?

e.

Have there been any instances of fraud or illegal acts within the entity?

f.

Have there been any allegations or suspicions that fraud or illegal acts might have occurred or
might be occurring within the entity? If so, where and how?

g.

Are any entities, other than the reporting entity, commonly controlled by the owners? If so, has
an evaluation been performed to determine whether those other entities should be consolidated
into the financial statements of the reporting entity?

h.

Are there any entities other than the reporting entity in which the owners have significant
investments (for example, variable interest entities)? If so, has an evaluation been performed to
determine whether the reporting entity is the primary beneficiary related to the activities of these
other entities?

i.

Is the reporting entity a general partner in a limited partnership arrangement? If so, has an
evaluation been performed to determine whether the limited partnership should be consolidated
into the financial statements of the reporting entity?

This section is derived from Appendix B, "Review of Financial Statements—Illustrative Inquiries," of AR section 100, Compilation
and Review of Financial Statements (AICPA, Professional Standards, vol. 2). This Appendix includes updated inquiries for many of the new
accounting pronouncements issued through September of 2005 (indicated in bold italic).
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Is the reporting entity a controlling partner in a general partnership arrangement? If so, has an
evaluation been performed to determine whether the partnership should be consolidated into the
financial statements of the controlling partner?

ki. Have any significant transactions occurred or been recognized near the end of the reporting
period?
2. Cash and Cash Equivalents

a.

Is the entity's policy regarding the composition of cash and cash equivalents in accordance with
Financial Accounting Standards Board (FASB) Statement of Financial Accounting Standards No.
95, Statement ofCash Flows (paragraphs 7-10)? Has the policy been applied on a consistent basis?

b.

Are all cash and cash equivalents1 accounts reconciled on a timely basis?

c.

Have old or unusual reconciling items between bank balances and book balances been reviewed
and adjustments made where necessary?

d.

Has there been a proper cutoff of cash receipts and disbursements?

e.

Has a reconciliation of intercompany transfers been prepared?

f.

Have checks written but not mailed as of the financial statement date been properly reclassified
into the liability section of the balance sheet?

g.

Have material bank overdrafts been properly reclassified into the liability section of the balance
sheet?

h.

Are there compensating balances or other restrictions on the availability of cash and cash
equivalents balances? If so, has consideration been given to reclassifying these amounts as
noncurrent assets?

i.

Have cash funds been counted and reconciled with control accounts?

3. Receivables

a.

Has an adequate allowance for doubtful accounts been properly reflected in the financial
statements?

b.

Have uncollectible receivables been written off through a charge against the allowance account
or earnings?

c.

Has interest earned on receivables been properly reflected in the financial statements?

d.

Has there been a proper cutoff of sales transactions?

e.

Are there receivables from employees or other related parties? Have receivables from owners
been evaluated to determine if they should be reflected in the equity section (rather than the asset
section) of the balance sheet?

f.

Are any receivables pledged, discounted, or factored? Are recourse provisions properly reflected
in the financial statements?

g.

Have receivables been properly classified between current and noncurrent?

h.

Have there been significant numbers of sales returns or credit memoranda issued subsequent to
the balance sheet date?

i.

Is the accounts receivable subsidiary ledger reconciled to the general ledger account balance on
a regular basis?

1 Cash and cash equivalents include all cash and highly liquid investments that are both (a) readily convertible to cash and (b) so near
to maturity that they present insignificant risk of changes in value because of changes in interest rates, in accordance with paragraph 8
of FASB Statement No. 95, Statement of Cash Flows.
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4. Inventory

a.

Are physical inventory counts performed on a regular basis, including at the end of the reporting
period? Are the count procedures adequate to ensure an appropriate count? If not, how have
amounts related to inventories been determined for purposes of financial statement presenta
tion? If so, what procedures were used to take the latest physical inventory and what date was
that inventory taken?

b.

Have general ledger control accounts been adjusted to agree with the physical inventory count?
If so, were the adjustments significant?

c.

If the physical inventory counts were taken at a date other than the balance sheet date, what
procedures were used to determine changes in inventory between the date of the physical
inventory counts and the balance sheet date?

d.

Were consignments in or out considered in taking physical inventories?

e.

What is the basis of valuing inventory for purposes of financial statement presentation?

f.

Does inventory cost include material, labor, and overhead where applicable?

g.

Has inventory been reviewed for obsolescence or cost in excess of net realizable value? If so, how
are these costs reflected in the financial statements?

h.

Have proper cutoffs of purchases, goods in transit, and returned goods been made?

i.

Are there any inventory encumbrances?

j.

Is scrap inventoried and controlled?

k.

Have abnormal costs related to inventory been expensed as incurred?

5. Prepaid Expenses

a.

What is the nature of the amounts included in prepaid expenses?

b.

How are these amounts being amortized?

6. Investments

a.

What is the basis of accounting for investments reported in the financial statements (for example,
securities, joint ventures, or closely-held businesses)?

b.

Are derivative instruments properly measured and disclosed in the financial statements? If those
derivatives are utilized in hedge transactions, have the documentation or assessment require
ments related to hedge accounting been met?

c.

Are investments in marketable debt and equity securities properly classified as trading, availablefor-sale, and held-to-maturity?

d.

How were fair values of the reported investments determined? Have unrealized gains and losses
been properly reported in the financial statements?

e.

If the fair values of marketable debt and equity securities are less than cost, have the declines in
value been evaluated to determine whether the declines are other-than-temporary?

f.

For any debt securities classified as held-to-maturity, does management have the positive ability
and intent to hold the securities until they mature? If so, have those debt securities been properly
measured?

g.

Have gains and losses related to disposal of investments been properly reflected in the financial
statements?

h.

How was investment income determined? Is investment income properly reflected in the
financial statements?
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i.

Has appropriate consideration been given to the classification of investments between current
and noncurrent?

j.

For investments made by the reporting entity, have consolidation, equity, or cost method
accounting requirements been considered?

k.

Are any investments encumbered?

7. Property and Equipment

a.

Are property and equipment items properly stated at depreciated cost or other proper value?

b.

When was the last time a physical inventory of property and equipment was taken?

c.

Are all items reflected in property and equipment held for use? If not, have items that are held
for sale been properly reclassified from property and equipment?

d.

Have gains or losses on disposal of property and equipment been properly reflected in the
financial statements?

e.

What are the criteria for capitalization of property and equipment? Have the criteria been
consistently and appropriately applied?

f.

Are repairs and maintenance costs properly reflected as an expense in the income statement?

g.

What depreciation methods and rates are utilized in the financial statements? Are these methods
and rates appropriate and applied on a consistent basis?

h.

Are there any unrecorded additions, retirements, abandonments, sales, or trade-ins?

i.

Does the entity have any material lease agreements? If so, have those agreements been properly
evaluated for financial statement presentation purposes?

j.

Are there any asset retirement obligations associated with tangible long-lived assets? If so, has
the recorded amount of the related asset been increased because of the obligation and is the
liability properly reflected in the liability section of the balance sheet?

k.

Has the entity constructed any of its property and equipment items? If so, have all components
of cost been reflected in measuring these items for purposes of financial statement presentation,
including, but not limited to, capitalized interest?

I.

Has there been any significant impairment in value of property and equipment items? If so, has
any impairment loss been properly reflected in the financial statements?

m. Are any property and equipment items mortgaged or otherwise encumbered? If so, are these
mortgages and encumbrances properly reflected in the financial statements?
8. Intangibles and Other Assets

a.

What is the nature of the amounts included in other assets?

b.

Do these assets represent costs that will benefit future periods? What is the amortization policy
related to these assets? Is this policy appropriate?

c.

Have other assets been properly classified between current and noncurrent?

d.

Are intangible assets with finite lives being appropriately amortized?

e.

Are the costs associated with computer software properly reflected as intangible assets (rather
than property and equipment) in the financial statements?

f.

Are the costs associated with goodwill (and other intangible assets with indefinite lives) properly
reflected as intangible assets in the financial statements? Has amortization ceased related to these
assets?

g.

Has there been any significant impairment in value of these assets? If so, has any impairment
loss been properly reflected in the financial statements?

h.

Are any of these assets mortgaged or otherwise encumbered?
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9. Accounts and Short-Term Notes Payable and Accrued Liabilities
a.

Have significant payables been reflected in the financial statements?

b.

Are loans from financial institutions and other short-term liabilities properly classified in the
financial statements?

c.

Have significant accruals (for example, payroll, interest, provisions for pension and profitsharing plans, or other postretirement benefit obligations) been properly reflected in the
financial statements?

d.

Has a liability for employees' compensation for future absences been properly accrued and
disclosed in the financial statements?

e.

Are any liabilities collateralized or subordinated? If so, are those liabilities disclosed in the
financial statements?

f.

Are there any payables to employees and related parties?

10. Long-Term Liabilities

a.

Are the terms and other provisions of long-term liability agreements properly disclosed in the
financial statements?

b.

Have liabilities been properly classified between current and non-current?

c.

Has interest expense been properly accrued and reflected in the financial statements?

d.

Is the company in compliance with loan covenants and agreements? If not, is the noncompliance
properly disclosed in the financial statements?

e.

Are any long-term liabilities collateralized or subordinated? If so, are these facts disclosed in the
financial statements?

f.

Are there any obligations that, by their terms, are due on demand within one year from the
balance sheet date? If so, have these obligations been properly reclassified into the current liability
section of the balance sheet?

11. Income and Other Taxes

a.

Do the financial statements reflect an appropriate provision for current and prior-year income
taxes payable?

b.

Have any assessments or reassessments been received? Are there tax authority examinations in
process?

c.

Are there any temporary differences between book and tax amounts? If so, have deferred taxes
on these differences been properly reflected in the financial statements?

d.

Do the financial statements reflect an appropriate provision for taxes other than income taxes
(for example, franchise, sales)?

e.

Have all required tax payments been made on a timely basis?

12. Other Liabilities, Contingencies, and Commitments

a.

What is the nature of the amounts included in other liabilities?

b.

Have other liabilities been properly classified between current and noncurrent?

c.

Are there any guarantees, whether written or verbal, whereby the entity must stand ready to
perform or is contingently liable related to the guarantee? If so, are these guarantees properly
reflected in the financial statements?
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d.

Are there any contingent liabilities (for example, discounted notes, drafts, endorsements, war
ranties, litigation, and unsettled asserted claims)? Are there any potential unasserted claims? Are
these contingent liabilities, claims, and assessments properly measured and disclosed in the
financial statements?

e.

Are there any material contractual obligations for construction or purchase of property and
equipment or any commitments or options to purchase or sell company securities? If so, are these
facts clearly disclosed in the financial statements?

f.

Is the entity responsible for any environmental remediation liability? If so, is this liability properly
measured and disclosed in the financial statements?

g.

Does the entity have any agreement to repurchase items that previously were sold? If so, have
the repurchase agreements been taken into account in determining the appropriate measure
ments and disclosures in the financial statements?

h.

Does the entity have any sales commitments at prices expected to result in a loss at the
consummation of the sale? If so, are these commitments properly reflected in the financial
statements?

i.

Are there any violations, or possible violations, of laws or regulations the effects of which should
be considered for financial statement accrual or disclosure?

13. Equity

a.

What is the nature of any changes in equity accounts during each reporting period?

b.

What classes of stock (other ownership interests) have been authorized?

c.

What is the par or stated value of the various classes of stock (other ownership interests)?

d.

Do amounts of outstanding shares of stock (other ownership interests) agree with subsidiary
records?

e.

Have pertinent rights and privileges of ownership interests been properly disclosed in the
financial statements?

f.

Does the entity have any mandatorily redeemable ownership interests? If so, have these owner
ship interests been evaluated so that a proper determination has been made related to whether
these ownership interests should be measured and reclassified to the liability section of the
balance sheet? Are redemption features associated with ownership interests clearly disclosed in
the financial statements?

g.

Have dividend (distribution) and liquidation preferences related to ownership interests been
properly disclosed in the financial statements?

h.

Do disclosures related to ownership interests include any applicable call provisions (prices and
dates), conversion provisions (prices and rates), unusual voting rights, significant terms of
contracts to issue additional ownership interests, or any other unusual features associated with
the ownership interests?

i.

Are syndication fees properly reflected in the financial statements as a reduction of equity (rather
than an asset)?

j.

Have any stock options or other stock compensation awards been granted to employees or
others? If so, are these options or awards properly measured and disclosed in the financial
statements?

k.

Has the entity made any acquisitions of its own stock? If so, are the amounts associated with
these reacquired shares properly reflected in the financial statements as a reduction in equity? Is
the presentation in accordance with applicable state laws?

I.

Are there any restrictions or appropriations on retained earnings or other capital accounts? If so,
are these restrictions or appropriations properly reflected in the financial statements?
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14. Revenue and Expenses

a.

What is the entity's revenue recognition policy? Is the policy appropriate? Has the policy been
consistently applied and appropriately disclosed?

b.

Are revenues from sales of products and rendering of services recognized in the appropriate
reporting period (that is, when the products have been delivered and when the services have
been performed)?

c.

Were any sales recorded under a "bill and hold" arrangement? If yes, have the criteria been met
to record the transaction as a sale?

d.

Are purchases and expenses recognized in the appropriate reporting period (that is, matched
against revenue) and properly classified in the financial statements?

e.

Do the financial statements include discontinued operations, items that might be considered
extraordinary, or both? If so, are amounts associated with discontinued operations, extraor
dinary items, or both properly displayed in the income statement?

f.

Does the entity have any gains or losses that would necessitate the display of comprehensive
income (for example, gains/losses on available-for-sale securities or cash flow hedge deriva
tives)? If so, have these items been properly displayed within comprehensive income (rather
than included in the determination of net income)?

15. Other
a.

Have events occurred subsequent to the balance sheet date that would require adjustment to, or
disclosure in, the financial statements?

b.

Have actions taken at stockholders, directors, committees of directors, or comparable meetings
that affect the financial statements been reflected in the financial statements?

c.

Are significant estimates and material concentrations (for example, customers or suppliers)
properly disclosed in the financial statements?

d.

Are there plans or intentions that may materially affect the carrying amounts or classification of
assets and liabilities reflected in the financial statements?

e.

Have there been any material transactions between or among related parties (for example, sales,
purchases, loans, or leasing arrangements)? If so, are these transactions properly disclosed in the
financial statements?

f.

Are there uncertainties that could have a material impact on the financial statements? Is there
any change in the status of previously disclosed material uncertainties? Are all uncertainties,
including going concern matters, that could have a material impact on the financial statements
properly disclosed in the financial statements?

g.

Are barter or other nonmonetary transactions properly recorded and disclosed? Have nonmone
tary asset exchanges involving commercial substance been reflected in the financial statements
at fair value? Have nonmonetary asset exchanges not involving commercial substance been
reflected in the financial statements at carrying value?

[The next page is 8105.]
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AAM Section 8030
Health Care Industry
Developments—2006
STRENGTHENING AUDIT INTEGRITY
SAFEGUARDING FINANCIAL REPORTING

NOTICE TO READERS
HEALTH CARE INDUSTRY DEVELOPMENTS—2006
This Audit Risk Alert, prepared by the AICPA staff, is intended to provide auditors of financial
statements of health care organizations with an overview of recent economic, industry, regulatory,
and professional developments that may affect the audits they perform.
This publication is an Other Auditing Publication as defined in AU section 150, Generally Accepted
Auditing Standards (AICPA, Professional Standards, vol. 1). Other Auditing Publications have no
authoritative status; however, they may help the auditor understand and apply Statements on
Auditing Standards (SASs).
If an auditor applies the auditing guidance included in an Other Auditing Publication, he or she
should be satisfied that, in his or her judgment, it is both appropriate and relevant to the circumstances
of his or her audit. The auditing guidance in this document has been reviewed by the AICPA Audit
and Attest Standards staff and published by the AICPA and is presumed to be appropriate. This
document has not been approved, disapproved, or otherwise acted on by a senior technical committee
of the AICPA.

Maryann Kasica, CPA
Technical Manager
Accounting and Auditing Publications
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How This Alert Helps You
.01 This Audit Risk Alert helps you plan and perform your health care industry audits. The knowledge
delivered by this Alert assists you in achieving a more robust understanding of the business and economic
environment in which your clients operate. This Alert is an important tool in helping you identify the
significant risks that may result in the material misstatement of your client's financial statements. Moreover,
this Alert delivers information about emerging practice issues, and information about current accounting,
auditing, and regulatory developments.

.02 If you understand what is happening in the health care industry, and you can interpret and add value
to that information, you will be able to offer valuable service and advice to your clients. This Alert assists
you in making considerable strides in gaining that industry knowledge and understanding it.
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.03 This Alert is intended to be used in conjunction with the AICPA general Audit Risk Alert—2005/06
(product no. 022336kk). You should refer to the full text of the accounting and auditing pronouncements as
well as the full text of any rules or publications that are discussed in this Alert. The AICPA also publishes
industry-specific audit risk alerts listed in the following that may be helpful to auditors in the health care
industry:
•

Government Auditing Standards and Circular A-133 Audits—2005 (product no. 022454kk)

•

Not-for-Profit Organizations Industry Developments—2005 (product no. 022425kk)

•

State and Local Governmental Developments—2005 (product no. 022435kk)

.04 Certain developments included in this Alert are also discussed in those Alerts. This Alert may refer
you to those Alerts for additional information.

Help Desk—AICPA Audit Risk Alerts can be obtained by calling the AICPA at (888)
777-7077 or going online at www.cpa2biz.com. Top audit risk alerts are now available as
individual subscriptions in AICPA RESOURCE. See the "On the Horizon" section of this
Alert for more information.
.05 When referring to the professional standards, this Alert cites the applicable sections of the codification
and not the numbered statements, as appropriate. For example, Statement on Auditing Standards (SAS) No.
54, Illegal Acts by Clients, is referred to as AU section 317 of the AICPA Professional Standards.

Help Desk—References in this Alert to the Audit and Accounting Guide Health Care
Organizations are to the May 1, 2005 edition of that Guide.

Economic and Industry Developments
.06 AU section 311 (AICPA, Professional Standards, vol. 1; and for audits conducted in accordance with
Public Company Accounting Oversight Board [PCAOB] standards: AICPA, PCAOB Standards and Related
Rules), provides guidance for auditors regarding the specific procedures that should be considered in
planning an audit. AU section 311 states that the auditor should obtain a knowledge of matters that relate
to the nature of the entity's business, its organization, and its operating characteristics, and consider matters
affecting the industry in which the entity operates, including, among other matters, economic conditions as
they relate to the specific audit.
.07 The AICPA general Audit Risk Alert—2005/06 discusses the current business and economic develop
ments listed below, along with risks and issues, and some of the audit considerations, associated with those
developments. That Alert generally discusses developments of broad interest to auditors. You will need to
identify those developments that could have implications for your health care client audits:
•

Rising interest rates, rising energy costs, rising debt levels, and a softening housing boom

•

Risks to developing economies

•

Hurricanes Katrina and Rita—accounting and auditing considerations (discussed in this section of
the Alert)

•

Layoffs and possible risks

•

Outsourcing

•

Raising capital through the equity and credit markets

•

Underfunded pension plans and aggressive assumptions in pension plan accounting
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•

Mergers and acquisitions heating up

•

Attacks on company information systems and internal control

•

Hedge funds and buyout funds risk

•

Recent accounting frauds and errors

•

New bankruptcy law's effect on small businesses

8107

Hurricanes Katrina and Rita
.08 The general Audit Risk Alert—2005/06 discusses accounting and auditing considerations for auditors
whose clients were affected by the hurricanes or other natural disasters, including Questions and Answers
(Q&As), commonly referred to as Technical Practice Aids (TPAs), that were recently issued by the AICPA
in response to the hurricanes. Those TPAs are included in the list of pronouncements in the "New
Pronouncements and Other Guidance" section of this Alert.
.09 If your clients were affected by the hurricanes, consider whether the hurricane's effects present
auditing or accounting considerations in addition to those discussed in other sections of this Alert, when
auditing patient receivables and revenues, charity care, debt compliance, or the accounting guidance for asset
retirement obligations.
.10 The general Audit Risk Alert—2005/06 also discusses regulatory activities related to the hurricanes.
Some additional regulatory developments for health care organizations follow.

Government Auditing Standards
.11 The Comptroller General of the United States issued temporary exemptions, in December 2005, from
certain provisions of the 2003 revision of Government Audit Standards (GAS, also known as the Yellow Book),
issued by the Government Accountability Office (GAO) for audit organizations and auditors affected by
Hurricanes Katrina and Rita, including temporary exemption from certain independence standards, peer
review requirements, and continuing professional education (CPE) requirements. Additional guidance was
issued for auditors for the following situations:
•

An audited entity's program and financial records or supporting documentation were destroyed.

•

Audit documentation was lost or destroyed before report issuance.

.12 Visit the GAO Web site at www.gao.gov for further information.

Centers for Medicare and Medicaid Services
.13 The Centers for Medicare and Medicaid Services (CMS) provided relief to health care providers
unable to comply with program requirements, including, in specified circumstances, billing flexibility,
waiver of normal prior authorization and out-of-network requirements, waiver of certain Health Insurance
Portability and Accountability Act of 1996 (HIPAA) requirements, and relief for hospital emergency rooms
from liability under the Emergency Medical Treatment and Labor Act (EMTALA). Visit the CMS Web site
at www.cms.hhs.gov for further information. The CMS Web site has a section with up to date information
regarding natural disasters, extreme weather, and emergencies for providers and Medicare and Medicaid
program participants.

Sarbanes-Oxley Act and Not-for-Profit Health Care Organizations
.14 Not-for-profit health care organizations generally would not be issuers subject to the provisions of
the Sarbanes-Oxley Act of 2002 (Sarbanes-Oxley). However, there has been a cascade effect on not-for-profit
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organizations. Public company governance reforms are continuing to permeate the not-for-profit sector.
Some not-for-profit organizations are adopting provisions that they believe are best practices that will
improve the organization's governance. Some are considering adopting such public company governance
reforms as the CEO/CFO certification of financial statements, increased disclosures, increased role of the
audit committee, and code of conduct rules for CFOs and other senior financial officers, which are the least
costly of the reforms. Some are also considering implementing increased audit committee oversight of
auditors, restrictions on executive compensation, and establishment of independent directors, independent
director approval of related party transactions, and the establishment of fraud/misconduct procedures.

.15 Since the issuance of Sarbanes-Oxley, several states' legislators, regulators, and other elected or
appointed officials have sought to duplicate or extend its provisions to nonpublic companies and their
auditors on the state level.

Help Desk—To obtain an overview of accounting reform state legislative activity, go to the
AICPA Web site at www.aicpa.org/statelegis/index.asp. If you are an issuer subject to the
provisions of Sarbanes-Oxley, you can get information about some of the recent Securities
and Exchange Commission (SEC) activities to implement Sarbanes-Oxley in the SEC and
PCAOB Alert—2005/06 (product no. 022496kk). Also, see the discussion "Government Audit
ing Standards Developments and Circular A-133 Audits" in this Alert for information about
recent GAO developments providing guidance for issuers that are subject to GAS.

Technology
.16 A robot in a lab coat that can be driven around a hospital, enabling doctors to see and speak with
patients by video, is just one recently reported example of how some hospitals now use technology. Your
health care industry clients may be expanding their investment in technology in ways that may have received
less attention, to achieve objectives that can include greater staff efficiency and productivity, improvements
to patient care quality and safety, compliance with regulatory requirements, facility and equipment mod
ernization, and information processing and sharing. Other uses of technology by health care organizations
include electronic medical records, computerized physician order entry, and electronic procurement sys
tems. Health care organizations are also entering into remote hosting agreements with vendors. The U.S.
Department of Health and Human Services (HHS) continues to announce efforts to promote the use of
information technology in health care, including initiatives to promote creation of electronic health records
for Americans.

.17 As you plan your audits, consider in particular the effects of information technology (IT) on internal
control, and your ability to obtain sufficient competent evidential matter to provide a reasonable basis for
forming an opinion. Auditors should consider the guidance in AU section 319, Consideration of Internal Control
in a Financial Statement Audit (AICPA, Professional Standards, vol. 1; and for audits conducted in accordance
with PCAOB standards: AICPA, PCAOB Standards and Related Rules'), as amended, regarding the effect of
information technology on internal control. AU section 326, Evidential Matter (AICPA, Professional Standards,
vol. 1; and for audits conducted in accordance with PCAOB standards: AICPA, PCAOB Standards and Related
Rules), provides guidance for auditors of entities that process and maintain transactions electronically.
.18 Auditors may find their health care organization clients are using off-balance sheet financing
arrangements, such as operating leases, to finance their information technology equipment acquisitions.
Auditors should determine that the accounting guidance in Financial Accounting Standards Board (FASB)
Statement of Financial Accounting Standards No. 13, Accounting for Eeases, as amended and interpreted, for
classification of leases as operating leases, capital leases, or sale-type leases, is being followed. FASB
Statement No. 13, paragraph 1, states that a lease is an agreement conveying the right to use property, plant,
and equipment (land and/or other depreciable assets), usually for a stated period of time. Emerging Issues
Task Force (EITF) Issue No. 01-8, "Determining Whether an Arrangement Contains a Lease," provides
guidance on how to determine whether an arrangement contains a lease that is within the scope of FASB
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Statement No. 13. Governmental health care entities should also consider the guidance in Governmental
Accounting Standards Board (GASB) Statement No. 13, Accounting for Operating Leases with Scheduled Rent
Increases.
.19 Auditors of nongovernmental entities should consider the guidance in SOP 98-1, Accounting for the
Costs of Computer Software Developed or Obtained for Internal Use, on accounting for the costs of computer
software developed or obtained for internal use, and for determining whether the costs of computer software
developed for internal use are capitalizable.

Complex Financing Structures and Access to Capital
.20 Health care organizations are dependent on external sources of funds to satisfy their capital needs.
Many health care organizations finance acquisitions, additions, and renovations with long-term debt. Health
care organizations may have more complex structures that use swaps, or other derivative instruments, to
meet their financing objectives, such as changing their liabilities from fixed-rate borrowings to variable rate
borrowings, or vice versa. Auditors should determine that the method specified by generally accepted
accounting principles (GAAP) to determine the value of derivatives is being followed. When auditing
derivatives, auditors should follow the guidance in AU section 332, Auditing Derivative Instruments, Hedging
Activities, and Investments in Securities (AICPA, Professional Standards, vol. 1; and for audits conducted in
accordance with PCAOB standards: AICPA, PCAOB Standards and Related Rules). In addition, auditors should
follow the guidance in the AICPA Audit Guide Auditing Derivative Instruments, Hedging Activities, and
Investments in Securities.
.21 A number of health care organizations are entering into build-to-suit transactions. Auditors should
consider the guidance in EITF Issue No. 97-10, "The Effect of Lessee Involvement in Asset Construction."
EITF Issue No. 97-10 is not limited to build-to-suit real estate projects, but applies to all asset construction
projects with lessee involvement.
.22 As discussed in EITF Issue No. 97-10, if the health care organization is a lessee and has substantially
all of the construction period risks, then the lessee is considered the owner of the asset during the construction
period. The transaction is effectively a sale and leaseback of assets and the transaction and within the scope
of FASB Statement No. 98, Accounting for Leases: Sale-Leaseback Transactions Involving Real Estate: Sales-Type
Leases of Real Estate; Definition of Lease Term; and Initial Direct Costs of Direct Financing Leases. Evaluation of
whether the lessee has substantially all of the construction period risks is based on a test similar to the 90
percent recovery-of-investment test described in FASB Statement No. 13.
.23 Auditors of health care organizations should be alert for conditions and factors, such as more stringent
bond insurer requirements, or cash flow constraints due to third-party payor insolvency, particularly if a
payor provides a significant portion of the organization's revenues, that may indicate that their client may
be unable to meet obligations under borrowing arrangements or that may place constraints on the entity's
ability to access the markets for needed capital.

.24 Bond rating organizations monitor the health care industry and provide outlook reports for the health
care sector. Market outlook reports that monitor the health care industry can provide useful information
about emerging industry issues and trends that auditors can use to obtain an understanding of current client
operations and to assess areas such as going-concern and debt covenants.

Changes to Risk Profiles in Provider Contracts
.25 The negotiated contracts between health care systems and managed care companies can be complex
and could be changing the historical risk profiles in those contracts. Auditors should consider the effect of
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any changes, either to full risk, away from full risk, or new payment methodologies on fee-for-service, on
the financial statements when auditing their health care industry clients, and consider the need to perform
additional auditing procedures, including a careful review of the contract terms. These contracts can increase
the difficulty in properly estimating and accounting for revenue under these arrangements.

Costs of Providing Health Care Services
.26 Governments and private employer providers of health care insurance continue to focus on the costs
of health care. A number of employers announced reductions or eliminations of health care coverage to
employees or retirees. There are government- and private-sector initiatives to promote consumer-directed
health care and expand use of health savings accounts.

.27 Uninsured patient charges, billings, and collections have been in the spotlight in recent years. Your
health care organization clients may be continuing to evaluate their policies and procedures for providing
patient care for the uninsured.

New Pronouncements and Other Guidance
.28 As necessary, auditors should obtain and understand the complete text of the applicable standards
and other guidance discussed. You should visit the applicable Web site for complete information.

Recent Auditing and Attestation Pronouncements and Related Guidance
.29 Presented below is a list of auditing, attestation, and related guidance issued since the writing of last
year's Alert.1 The AICPA general Audit Risk Alert—2005/06 (product no. 022336kk), presents brief informa
tion about selected guidance listed. Brief information about the guidance in an Auditing Interpretation of
AU section 328, Auditing Fair Value Measurements and Disclosures (AICPA, Professional Standards, vol. 1), and
an Auditing Interpretation of AU section 332, Auditing Derivative Instruments, Hedging Activities, and Invest
ments in Securities (AICPA, Professional Standards, vol. 1), is presented in this Alert. For information on auditing
and attestation standards, quality control standards, and related guidance that may have been issued
subsequent to the writing of this Alert, please refer to the AICPA Web site at www.aicpa.org/members/
div/auditstd/technic.htm and the PCAOB Web site at www.pcaobus.org (applicable to audits conducted
in accordance with PCAOB Standards).
.30 You may also look for announcements of newly issued standards in The CPA Letter, Journal of
Accountancy, and the quarterly electronic newsletter, In Our Opinion, issued by the AICPA's Audit and Attest
Standards Team and available at www.aicpa.org/members/div/auditstd/opinion/index.htm.

AICPA Auditing Interpreta
tion No. 1 of AU section 328,
Auditing Fair Value Measure
ments and Disclosures

"Auditing Interests in Trusts Held by a Third-Party Trustee
and Reported at Fair Value"

AICPA Auditing Interpreta
tion No. 1 of AU section 332,
Auditing Derivative Instru
ments, Hedging Activities, and
Investments in Securities

"Auditing Investments in Securities Where a Readily
Determinable Fair Value Does Not Exist"

(Applicable to audits conducted in accordance with
generally accepted auditing standards [GAAS])

(Applicable to audits conducted in accordance with GAAS)

1 The list of standards and other guidance in this section of the Alert includes guidance that may not apply to health care
organizations.
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AICPA Auditing Interpreta
tion No. 1 of AU section 625,
Reports on the Application of Ac
counting Principles

“Requirement to Consult With the Continuing Accountant"

(Applicable to audits conducted in accordance with GAAS)

AICPA Auditing Interpreta
tion No. 12 of AU section 623,
Special Reports

"Evaluation of the Appropriateness of Informative
Disclosures in Insurance Enterprises' Financial Statements
Prepared on a Statutory Basis"

(amended)

(Applicable to audits conducted in accordance with GAAS)

AICPA Auditing Interpreta
tion No. 14 of AU section 623

"Evaluating the Adequacy of Disclosure and Presentation
in Financial Statements Prepared in Conformity With an
Other Comprehensive Basis of Accounting (OCBOA)"

(amended)
(Applicable to audits conducted in accordance with GAAS)

AICPA Auditing Interpreta
tion No. 15 of AU section 623

"Auditor Reports on Regulatory Accounting or
Presentation When the Regulated Entity Distributes the
Financial Statements to Parties Other Than the Regulatory
Agency Either Voluntarily or Upon Specific Request"
(Applicable to audits conducted in accordance with GAAS)

See the "Government Auditing Standards Developments and
Circular A-133 Audits" section of this Alert for more
information about this Auditing Interpretation.
AICPA Attest Interpretation
No. 6 of AT section 101, Attest
Engagements

"Reporting on Attestation Engagements Performed in
Accordance With Government Auditing Standards"

(Applicable to audits conducted in accordance with GAAS)

See the "Government Auditing Standards Developments and
Circular A-133 Audits" section of this Alert for more
information about this Auditing Interpretation.
AICPA Technical Practice Aid
(TPA) section 9070.05
(nonauthoritative)

AICPA TPA section 8345.01

(nonauthoritative)

AICPA TPA section 8345.02

"Consideration of Impact of Losses From Natural Disasters
Occurring After Completion of Audit Field Work and
Signing of the Auditor's Report But Before Issuance of the
Auditor's Report and Related Financial Statements"
"Audit Considerations When Client Evidence and
Corroborating Evidence in Support of the Financial
Statements Has Been Destroyed by Fire, Flood, or Natural
Disaster"

"Considerations When Audit Documentation Has Been
Destroyed by Fire, Flood, or Natural Disaster"

(nonauthoritative)

AICPA Practice Alert No. 05-1

Auditing Procedures With Respect to Variable Interest Entities

(nonauthoritative)
(continued)
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Auditing Internal Control Over Financial Reporting

(The PCAOB has issued two sets of questions and answers
in 2005 relating to the issuance of PCAOB No. 2, An Audit of
Internal Control Over Financial Reporting Performed in
Conjunction With an Audit of Financial Statements: question
37 and questions 38 through 55.)

(Applicable to audits conducted in accordance with PCAOB
Standards)
PCAOB Staff Questions and
Answers

Attest Engagements Regarding XBRL Financial Information
Furnished Under the XBRL Voluntary Financial Reporting
Program on the Edgar System
(Applicable to audits conducted in accordance with PCAOB
Standards)

AICPA Audit and Accounting
Practice Aid

The Auditor's Guide to Understanding PCAOB Auditing
Standard No. 2

(nonauthoritative)
AICPA Audit and Accounting
Practice Aid

SAS No. 70 Reports and Employee Benefit Plans

(nonauthoritative)
AICPA Audit and Accounting
Practice Aid

Illustrative Disclosures on Derivative Loan Commitments

(nonauthoritative)

AICPA Audit and Accounting
Practice Aid

Auditing Recipients of Federal Awards: Practical Guidance for
Applying OMB Circular A-133 (third edition)

(nonauthoritative)

See the “Resource Central" section of this Alert for more
information about this publication.

Accounting Trends and Tech
niques

Employee Benefit Plans

(nonauthoritative)
Accounting Trends and Tech
niques

Not-for-Profit Organizations

(nonauthoritative)
Guidance on Management
Override of Internal Controls

Management Override of Internal Controls: The Achilles' Heel of
Fraud Prevention—The Audit Committee and Oversight of
Financial Reporting

(nonauthoritative)

AICPA Toolkit

The AICPA Audit Committee Toolkit: Not-for-Profit
Organizations

(nonauthoritative)

See the "Resource Central" section of this Alert for more
information about this toolkit.
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AICPA Toolkit

The AICPA Audit Committee Toolkit: Government Organizations

(nonauthoritative)

See the "Resource Central" section of this Alert for more
information about this toolkit.

Statutory Framework

A Statutory Framework for Reporting Significant Deficiencies in
Internal Control to Insurance Regulators

(nonauthoritative)
.31 Since the writing of the general Audit Risk Alert—2005/06, the SEC has approved PCAOB Auditing
Standard No. 4, Reporting on Whether a Previously Reported Material Weakness Continues to Exist, and the AICPA
Auditing Standards Board (ASB) issued SASs applicable to audits of nonissuers and a Statement on
Standards for Attestation Engagements (SSAE) applicable to attestation engagements performed for nonis
suers. Brief descriptions of those ASB-issued pronouncements follow:
•

SAS No. 102, Defining Professional Requirements in Statements on Auditing Standards (AICPA, Profes
sional Standards, vol. 1, AU sec. 120), and SSAE No. 13, Defining Professional Requirements in Statements
on Standards for Attestation Engagements (AICPA, Professional Standards, vol. 1, AT sec. 20), define the
terminology the ASB will use to describe the degrees of responsibility that the professional require
ments impose on the auditor or the practitioner. SAS No. 102 and SSAE No. 13 apply to existing SASs
and SSAEs, and are not intended to apply to interpretive guidance issued by the ASB. SAS No. 102
and SSAE No. 13 define two categories of professional requirements, unconditional requirements and
presumptively mandatory requirements. Unconditional requirements are indicated by the words must
or is required. Presumptively mandatory requirements are indicated by the word should. SAS No. 102
also amends AU section 150, Generally Accepted Auditing Standards (AICPA, Professional Standards, vol.
1), to require working paper documentation of auditor justification for a departure from a presump
tively mandatory requirement. SAS No. 102 and SSAE No. 13 are effective upon issuance (December
2005).

•

SAS No. 103, Audit Documentation (AICPA, Professional Standards, vol. 1, AU sec. 339), establishes
standards and provides guidance for audit documentation. Among other matters, SAS No. 103
requires the auditor to prepare audit documentation in sufficient detail to provide an experienced
auditor with no previous connection to the audit with a clear understanding of the work performed,
audit evidence obtained and its source, and conclusions reached. SAS No. 103 specifies a minimum
file retention period of five years from the report release date. SAS No. 103 amends AU section 530,
Dating of the Independent Auditor's Report (AICPA, Professional Standards, vol. 1), to require that the
auditor's report not be dated earlier than the date on which the auditor obtained sufficient and
appropriate evidence to support the financial statement opinion. SAS No. 103 supersedes SAS No.
96, Audit Documentation, and is effective for periods ending on or after December 15,2006, with early
application permitted.

•

In March 2006, the ASB issued eight SASs that provide extensive guidance concerning the auditor's
assessment of the risks of material misstatement in a financial statement audit, and the design and
performance of audit procedures whose nature, timing, and extent are responsive to the assessed
risks. Additionally, the SASs establish standards and provide guidance on planning and supervision,
the nature of audit evidence, and evaluating whether the audit evidence obtained affords a reasonable
basis for an opinion regarding the financial statements under audit. The SASs emphasize the linkage
between understanding the entity, assessing risks, and the design of further audit procedures. The
SASs introduce the concept of risk assessment procedures, which are deemed necessary to provide
a basis for assessing the risk of material misstatement. Risk assessment procedures along with further
audit procedures, which consist of tests of controls and substantive tests, provide the audit evidence
to support the auditor's opinion of the financial statements. According to the SASs, the auditor should
perform risk assessment procedures to gather information and gain an understanding of the entity
and its environment; including its internal controls, these procedures include inquiries, analytical
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procedures, and inspection and observation. Assessed risks and the basis for those assessments
should be documented; therefore, auditors may no longer default to maximum control risk for an
entity's risk assessment without documenting the basis for that assessment. The SASs also require
auditors to consider and document how the risk assessment at the financial statement level affects
individual financial statement assertions, so that auditors may tailor the nature, timing, and extent
of their audit procedures to be responsive to their risk assessment. It is anticipated that generic audit
programs will not be appropriate for all audit engagements, as risks vary between entities. The SASs
are effective for audits of financial statements for periods beginning on or after December 15, 2006;
earlier application is permitted. In most cases, implementation of the SASs will result in an overall
increased work effort by the audit team, particularly in the year of implementation. It also is
anticipated that to implement the SASs appropriately, many firms will have to make significant
revisions to their audit methodologies and train their personnel accordingly. The following table lists
the eight SASs, and their effect on existing standards.

Statement on Auditing Standard

Effect on Existing Standards

SAS No. 104, Amendment to
Statement on Auditing Stand
ards No. 1, Codification of
Auditing Standards and Proce
dures ("Due Professional Care in
the Performance of Work")

Amends SAS No. 1, section 230, Due Professional Care in the
Performance of Work (AICPA, Professional Standards, vol. 1,
AU sec. 230)

SAS No. 105, Amendment to
Statement on Auditing Stand
ards No. 95, Generally Ac
cepted Auditing Standards

Amends SAS No. 95, Generally Accepted Auditing Standards
(AICPA, Professional Standards, vol. 1, AU sec. 150)

SAS No. 106, Audit Evidence

Supersedes SAS No. 31, Evidential Matter (AICPA,
Professional Standards, vol. 1, AU sec. 326)

SAS No. 107, Audit Risk and
Materiality in Conducting an
Audit

Supersedes SAS No. 47, Audit Risk and Materiality in
Conducting an Audit (AICPA, Professional Standards, vol. 1,
AU sec. 312)

SAS No. 108, Planning and Su
pervision

Supersedes SAS No. 1, section 310, Appointment of the
Independent Auditor (AICPA, Professional Standards, vol. 1,
AU sec. 310); and supersedes SAS No. 22, Planning and
Supervision (AICPA, Professional Standards, vol. 1, AU sec.
311)

SAS No. 109, Understanding the
Entity and Its Environment and
Assessing the Risks of Material
Misstatement

Supersedes SAS No. 55, Consideration of Internal Control in a
Financial Statement Audit (AICPA, Professional Standards, vol.
1, AU sec. 319)

SAS No. 110, Performing Audit
Procedures in Response to As
sessed Risks and Evaluating the
Audit Evidence Obtained

Supersedes "Substantive Tests Prior to the Balance-Sheet
Date" of SAS No. 45, Omnibus Statement on Auditing
Standards—1983; and together with SAS No. 109,
supersedes SAS No. 55, Consideration of Internal Control in a
Financial Statement

SAS No. Ill, Amendment to
Statement on Auditing Stand
ards No. 39, Audit Sampling

SAS No. 39, Audit Sampling (AICPA, Professional Standards,
vol. 1, AU sec. 350)
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Auditing Standards Available on AICPA and PCAOB Web Sites
.32 The standards and interpretations promulgated by the ASB as of June 1, 2005 are available free of
charge by visiting the AICPA Audit and Attest Standards Team's page on the AICPA Web site at www.
aicpa.org. Members and nonmembers alike can download the auditing, attestation, and quality control
standards by choosing a section of the codification. The AICPA plans to update the Web site for new
standards annually as of June 1. You can also obtain copies of AICPA standards and other guidance by
contacting the AICPA at (888) 777-7077 or online at www.cpa2biz.com.
Help Desk—See the AICPA publication AICPA Professional Standards (product no.
005105kk) for AICPA professional standards applicable to nonpublic companies. PCAOB
Standards and Related Rules (product no. 057199kk), developed by the AICPA, offers a
comprehensive source of PCAOB standards.

.33 The PCAOB has published its interim standards for audits conducted in accordance with PCAOB
Standards on its Web site (www.pcaobus.org).

Help Desk—See the AICPA Audit Risk Alert SEC and PCAOB Alert—2005/06 (product no.
022496kk) for a thorough discussion of recent PCAOB developments, including an update
on new PCAOB pronouncements and other issuances.

Auditing Interpretations for Interests in Trusts and Investments
.34 Auditing Interests in Trusts Held by a Third-Party Trustee and Reported at Fair Value. The Interpretation
of AU section 328 provides guidance when the auditor determines auditing procedures should include
verifying the existence and testing the measurement of investments held by a trust (for example, when
auditing beneficial interests reported at fair value, pursuant to paragraph 15 of FASB Statement No. 136,
Transfers of Assets to a Not-for-Profit Organization or Charitable Trust That Raises or Holds Contributions for Others).
The Interpretation includes guidance regarding the adequacy of audit evidence in confirmations received
from trustees, with respect to the existence assertion and requirements for auditing fair value measurements,
in accordance with AU section 328.

Auditing Investments in Securities Where a Readily Determinable
Fair Value Does Not Exist
.35 The Interpretation of AU section 332 provides guidance regarding the adequacy of audit evidence,
with respect to the existence and valuation assertions in AU section 332 in confirmations received from third
parties, where a readily determinable fair value does not exist, and the auditor determines auditing
procedures should include verifying the existence and testing the measurement of the investments. For
example, an entity may have an investment in a hedge fund that is reported at fair value, but for which a
readily determinable fair value does not exist. Further, the hedge fund may own interests in investments in
limited partnership interests or other private equity securities for which a readily determinable fair value
does not exist. As part of the auditor's procedures in accordance with AU section 332, an auditor typically
would satisfy the existence assertion through either confirmation with the hedge fund, examination of legal
documents, or other means. In confirming existence, the auditor may request the hedge fund to indicate or
confirm the fair value of the entity's investment in the hedge fund, including the fair value of investments
held by the hedge fund. In some circumstances, the hedge fund will not provide detailed information about
the basis and method for measuring the entity's investment in the hedge fund, nor will they provide
information about specific investments held by the hedge fund. The Auditing Interpretation illustrates
examples of information auditors may receive in a third party confirmation (in the aggregate or on a
security-by-security basis), and provides interpretative guidance for auditors about the adequacy of audit
evidence provided in those examples.
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Recent Independence and Ethics Pronouncements
.36 Auditors should be aware of independence and ethics matters that affect their practice. See the AICPA

Independence and Ethics Alert—2005/06(product no. 022476kk) for a thorough discussion of recent develop
ments and key issues in the area of independence and ethics, including an update on new independence and
ethics pronouncements. Since the writing of that Alert, the AICPA Professional Ethics Executive Committee
adopted two new ethics rulings:
•

Ethics Ruling No. 113, "Acceptance or Offering of Gifts or Entertainment," under Rule 102, Integrity
and Objectivity (AICPA, Professional Standards, vol. 2, ET sec. 191.226-.227)

•

Ethics Ruling No. 114, "Acceptance or Offering of Gifts and Entertainment to or From an Attest
Client," under Rule 101, Independence (AICPA, Professional Standards, vol. 2, ET sec. 191.228-.229)

.37 The Professional Ethics Executive Committee also deleted Ethics Ruling No. 1, "Acceptance of a Gift,"
under Rule 101 (AICPA, Professional Standards, vol. 2, ET sec. 191.001-.002). Those new and deleted ethics rulings
can be found on the AICPA Web site at www.aicpa.org/download/ethics/Gifts_and_Entertainment_Rulings.
pdf. They were published in the January 2006 Journal of Accountancy, which would make them effective
January 31, 2006.

.38 In November 2005, the PCAOB adopted amendments to ethics and independence rules adopted July
26, 2005, concerning independence, tax services, and contingent fees. The rules, as amended, are subject to
SEC approval. The PCAOB adjusted the implementation schedule for certain rules on March 28, 2006.
.39 For updated information about independence and ethics developments, please refer to the AICPA
Web site at www.aicpa.org and the PCAOB Web site at www.pcaobus.org.

Government Auditing Standards Developments and Circular A-133 Audits
.40 If you perform audits under GAS or Office of Management and Budget (OMB) Circular A-133, Audits
of States, Local Governments, and Non-Profit Organizations (Circular A-133), you can find an overview of recent
industry, regulatory, and professional developments for auditors of entities receiving federal awards in the
Alert Government Auditing Standards and Circular A-133 Audits—2005 (product no. 022454kk). In preparing
the Government Auditing Standards and Circular A-133 Audits—2005 Alert, it was assumed that readers have
some basic knowledge about audits performed under the Single Audit Act Amendments of 1996 (the Single
Audit Act) (Public Law [P.L. 1 104-156, July 5, 1996), Circular A-133, and GAS. If you have not performed
one of these audits recently or are new to the area, you may want to refer to Appendix A, "Overview of Key
Components of a Single Audit and Related Audit Deficiencies," of that Alert, for useful discussions, and to
the Audit Guide Government Auditing Standards and Circular A-133 Audits (product no. 012745kk), for more
comprehensive guidance.
.41 Brief information about some of the developments discussed in that Alert are presented below:

•

The OMB updated the Circular A-133 Compliance Supplement (Compliance Supplement) in March 2004
and in July 2005. The 2005 Compliance Supplement differs from prior years' updates in that the OMB
has taken a different approach with the Compliance Supplement that will likely be more challenging
from an auditing perspective. Instead of issuing a complete 2005 version, the OMB has issued only
new or significantly changed sections of the 2005 Compliance Supplement that can be found on the
OMB Web site, at www.whitehouse.gov/omb/grants/grants_circulars.html. The updates are also
available in hard copy through the Government Printing Office.

•

The OMB has continued with its initiative to streamline the grants management process. For example,
it has revised its cost principles circulars to make them more consistent.
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•

The Federal Audit Clearinghouse (FAC) revised the data collection form that accompanies each
Circular A-133 audit reporting package. It also instituted a procedure for submitting the reporting
package on a CD-ROM.

•

The GAO amended the GAS requirements for CPE and issued updated guidance about those
requirements. In April 2005, the GAO issued "Technical Amendment to the CPE Requirements of
the 2003 Revision of Government Auditing Standards” and "Guidance on GAGAS Requirements for
Continuing Professional Education." The provisions of those requirements are effective for CPE
measurement periods beginning on or after June 30, 2005, with early application encouraged.

•

The GAO provided guidance to entities that are subject to audits conducted in accordance with both
the standards issued by the PCAOB and GAS. In May 2005, the GAO posted an Internet Notice
entitled "Guidance on Complying with Government Auditing Standards Reporting Requirements for
the Report on Internal Control for Audits of Certain Entities Subject to the Requirements of the
Sarbanes-Oxley Act of 2002 and Government Auditing Standards” at www.gao.gov/govaud/ybk01.
htm. The Internet Notice states that GAS may be used in conjunction with professional standards
issued by other authoritative bodies such as the PCAOB even though those standards are not
incorporated into GAS.

•

Some nonissuers may choose to have an audit conducted in accordance with both GAAS and PCAOB
auditing standards. Consequently, the AICPA addressed the reporting for such engagements in
Auditing Interpretation No. 18, "Reference to PCAOB Standards in an Audit Report of a Nonissuer,"
of AU section 508, Reports on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU
sec. 9508.89-.92).

•

Auditing Interpretation No. 15, "Auditor Reports on Regulatory Accounting or Presentation When
the Regulated Entity Distributes the Financial Statements to Parties Other Than the Regulatory
Agency Either Voluntarily or Upon Specific Request," of AU section 623, Special Reports (AICPA,
Professional Standards, vol. 1, AU sec. 9623.96-.98), provides clarification to AU section 623.05/
regarding the appropriate form of the auditor's report when the entity plans to distribute its
regulatory financial statements to parties other than the related regulatory agencies, either voluntar
ily or upon specific request. In that circumstance, the Interpretation states that the auditor should use
the standard form of report modified as appropriate because of the departures from GAAP and then
in an additional paragraph express an opinion on whether the financial statements are presented in
conformity with the regulatory basis of accounting. The Interpretation includes an illustrative
auditor's report.

•

The AICPA received a number of inquiries about the wording of the attestation report when the
engagement is conducted in accordance with both GAS and the AICPA attestation standards. Attest
Interpretation No. 6, "Reporting on Attestation Engagements Performed in Accordance With Gov
ernment Auditing Standards" to AT section 101, Attestation Engagements (AICPA, Professional Standards,
vol. 1, AT sec. 9101.56-58), explains how an attestation report should be modified when an engagement
is conducted in accordance with GAS. The Interpretation also provides an illustrative attestation report.

Recent Accounting Pronouncements and Related Guidance

.42 Presented below is a list of accounting pronouncements and other guidance issued since the writing
of last year's Alert.2 The AICPA general Audit Risk Alert—2005/06 (product no. 022336kk) presents brief
information about selected guidance listed. Expanded discussions about the provisions of FASB Statement
No. 154, Accounting Changes and Error Corrections, and FASB Interpretation No. 47, Accounting for Conditional
Asset Retirement Obligations, are presented in this Alert. For information on accounting standards issued
2 The list of pronouncements and other guidance in this section of the Alert includes guidance that may not apply to health care
organizations.
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subsequent to the writing of this Alert, please refer to the AICPA Web site at www.aicpa.org, and the FASB
Web site at www.fasb.org. You may also look for announcements of newly issued standards in The CPA
Letter and Journal of Accountancy.

FASB Statement No. 152

Accounting for Real Estate Time-Sharing Transactions

(an amendment of FASB Statements No. 66, Accounting for Sales
of Real Estate, and No. 67, Accounting for Costs and Initial Rental
Operations of Real Estate Projects)
FASB Statement No. 153

Exchanges of Nonmonetary Assets
(an amendment of Accounting Principles Board [APB] Opinion
No. 29, Accounting for Nonmonetary Transactions)

FASB Statement No. 123
(revised 2004)

Share-Based Payment

(a replacement of FASB Statement No. 123, Accounting for StockBased Compensation)
FASB Statement No. 154

Accounting Changes and Error Corrections

(a replacement of APB Opinion No. 20, Accounting Changes, and
FASB Statement No. 3 Reporting Accounting Changes in Interim
Financial Statements)
FASB Interpretation No. 47

Accounting for Conditional Asset Retirement Obligations

(an interpretation of FASB Statement No. 143, Accounting for
Asset Retirement Obligations)
FASB Emerging Issues
Task Force (EITF) Issues

Go to www.fasb.org/eitf/ for a complete list of EITF Issues.

FASB FASB Staff Positions
(FSPs)

Go to www.fasb.org/fasb_staff_positions/ for a complete list of
FASB FSPs.

AICPA Statement of
Position (SOP) 05-1

Accounting by Insurance Enterprises for Deferred Acquisition Costs
in Connection With Modifications or Exchanges of Insurance
Contracts

AICPA TPA section
1200.06-.15

"Accounting by Noninsurance Enterprises for Property and
Casualty Insurance Arrangements That Limit Insurance Risk"

(nonauthoritative)
AICPA TPA section
5400.05

"Accounting and Disclosures Guidance for Losses From
Natural Disasters—Nongovernmental Entities"

(nonauthoritative)

AICPA TPA section
6930.09

"Accounting and Disclosure Requirements for Single-Employer
Employee Benefit Plans Related to the Medicare Prescription
Drug, Improvement and Modernization Act of 2003"

(nonauthoritative)

AICPA TPA section
6930.10

"Accounting and Disclosure Requirements for Multiemployer
Employee Benefit Plans Related to the Medicare Prescription
Drug, Improvement and Modernization Act of 2003"

(nonauthoritative)
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.43 Since the writing of the general Audit Risk Alert—2005/06, the FASB issued the following Statements:
FASB Statement No. 155

Accounting for Certain Hybrid Financial Instruments
(an amendment of FASB Statements No. 133, Accounting for
Derivative Instruments and Hedging Activities, and No. 140,
Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities)

FASB Statement No. 156

Accounting for Servicing of Financial Assets

(an amendment of FASB Statement No. 140)
.44 Since the writing of the general Audit Risk Alert—2005/06, the AICPA issued the following non
authoritative TPAs:3

TPA section 2130.09

"Scope Part I: Application of SOP 03-3, Accounting for Certain Loans
or Debt Securities Acquired in a Transfer, to Debt Securities"

TPA section 2130.10

"Scope Part II: Instruments Accounted for as Debt Securities
Under SOP 03-3"

TPA section 2130.11

"Determining Evidence of Significant Delays and Shortfalls
Relative to SOP 03-3, Accounting for Certain Loans or Debt Securities
Acquired in a Transfer”

TPA section 2130.12

"Determining Evidence of Deterioration of Credit Quality and
Probability of Contractual Payment Deficiency in Accordance
With SOP 03-3, Accounting for Certain Loans or Debt Securities
Acquired in a Transfer”

TPA section 2130.13

"Non-Accrual Loans Part I: Acquired Non-Accrual Loans Under
SOP 03-3, Accounting for Certain Loans or Debt Securities Acquired in
a Transfer”

TPA section 2130.14

"Non-Accrual Loans Part II: Consumer Loans on Non-accrual
Status Under SOP 03-3, Accounting for Certain Loans or Debt
Securities Acquired in a Transfer”

TPA section 2130.15

"Loans Held for Sale in Accordance With SOP 03-3, Accounting for
Certain Loans or Debt Securities Acquired in a Transfer”

TPA section 2130.16

"Treatment of Commercial Revolving Loans Under SOP 03-3,
Accounting for Certain Loans or Debt Securities Acquired in a Transfer”

TPA section 2130.17

"Application of SOP 03-3, Accounting for Certain Loans or Debt
Securities Acquired in a Transfer, to Retained Interests"

TPA section 2130.18

"Loans Reacquired Under Recourse Under SOP 03-3, Accounting
for Certain Loans or Debt Securities Acquired in a Transfer”
(continued)

3 Section 6400 in the "Technical Questions and Answers" section of Technical Practice Aids includes Questions and Answers (Q&As),
commonly referred to as TPAs, specifically pertaining to health care organizations. As of the writing of this Alert, the TPAs listed in this
section of the Alert are available on the AIPCA Web site at www.aicpa.org/members/div/acctstd/general/recent tpas.asp.
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TPA section 2130.19

"Acquired Loans Where Purchase Price is Greater Than Fair Value
Under SOP 03-3, Accounting for Certain Loans or Debt Securities
Acquired in a Transfer"

TPA section 2130.20

"Acquired Loans Where Purchase Price Is Less Than Fair Value
Under SOP 03-3, Accounting for Certain Loans or Debt Securities
Acquired in a Transfer"

TPA section 2130.21

"Accounting for Loans With Cash Flow Shortfalls That Are
Insignificant Under SOP 03-3, Accounting for Certain Loans or Debt
Securities Acquired in a Transfer"

TPA section 2130.22

"Carrying Over the Allowance for Loan and Lease Losses (ALLL)
Under SOP 03-3, Accounting for Certain Loans or Debt Securities
Acquired in a Transfer (Part I)"

TPA section 2130.23

"Carrying Over the Allowance for Loan and Lease Losses (ALLL)
Under SOP 03-3, Accounting for Certain Loans or Debt Securities
Acquired in a Transfer (Part II)"

TPA section 2130.24

"Carrying Over the Allowance for Loan and Lease Losses (ALLL)
Under SOP 03-3, Accounting for Certain Loans or Debt Securities
Acquired in a Transfer (Part III)"

TPA section 2130.25

"Income Recognition for Non-Accrual Loans Acquired Under SOP
03-3, Accounting for Certain Loans or Debt Securities Acquired in a
Transfer (Part I)"

TPA section 2130.26

"Income Recognition for Non-Accrual Loans Acquired Under SOP
03-3, Accounting for Certain Loans or Debt Securities Acquired in a
Transfer (Part II)"

TPA section 2130.27

"Income Recognition for Non-Accrual Loans Acquired Under SOP
03-3, Accounting for Certain Loans or Debt Securities Acquired in a
Transfer (Part III)"

TPA section 2130.28

"Estimating Cash Flows Under SOP 03-3, Accounting for Certain
Loans or Debt Securities Acquired in a Transfer"

TPA section 2130.29

"EITF 01-7 Implications With a Restructured or Refinanced Loan
Under SOP 03-3, Accounting for Certain Loans or Debt Securities
Acquired in a Transfer (Part I)"

TPA section 2130.30

"EITF 01-7 Implications With a Restructured or Refinanced Loan
Under SOP 03-3, Accounting for Certain Loans or Debt Securities
Acquired in a Transfer (Part II)"

TPA section 2130.31

"Variable Rate Loans and Changes in Cash Flows and SOP 03-3,
Accounting for Certain Loans or Debt Securities Acquired in a Transfer"

TPA section 2130.32

"Pool Accounting Under SOP 03-3, Accounting for Certain Loans or
Debt Securities Acquired in a Transfer (Part 1)"

TPA section 2130.33

"Pool Accounting Under SOP 03-3, Accounting for Certain Loans or
Debt Securities Acquired in a Transfer (Part II)"

TPA section 2130.34

"Application to Fees Expected to Be Collected Under SOP 03-3,
Accounting for Certain Loans or Debt Securities Acquired in a Transfer"
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TPA section 2130.35

"Application to Cash Flows From Collateral and Other Sources
Under SOP 03-3, Accounting for Certain Loans or Debt Securities
Acquired in a Transfer”

TPA section 5600.07

"Determining a Lease Term for Accounting Purposes"

TPA section 5600.08

"Lease Term for Accounting Purposes Differs From Term Stated in
Lease (Part 1)"

TPA section 5600.09

"Lease Term for Accounting Purposes Differs From Term Stated in
Lease (Part 2)"

TPA section 5600.10

"Rent Expense and Rent Revenue in an Operating Lease—General"

TPA section 5600.11

"Rent Expense and Rent Revenue in an Operating Lease—
Scheduled Increase in Rental Space"

TPA section 5600.12

"Rent Expense and Rent Revenue in an Operating Lease—Rent
Holiday"

TPA section 5600.13

"Rent Expense and Rent Revenue in an Operating Lease—
Scheduled Rent Increases"

TPA section 5600.14

"Amortization/Depreciation of Leasehold Improvements in an
Operating Lease (Part 1)"

TPA section 5600.15

"Leasehold Improvements and Lease Term in an Operating Lease
(Part 2)"

TPA section 5600.16

"Landlord Incentive Allowance in an Operating Lease"

TPA section 5600.17

"Cash Flows Statement Presentation of Landlord Incentive
Allowance in an Operating Lease"

TPA section 6910.16

"Presentation of Boxed Investment Positions in the Condensed
Schedule of Investments of Nonregistered Investment
Partnerships"

TPA section 6910.17

"Disclosure of Long and Short Positions—Nonregistered
Investment Partnerships"

TPA section 6910.18

"Disclosure of an Investment in an Issuer When One or More
Securities and/or One or More Derivative Contracts Are Held—
Nonregistered Investment Partnerships"

TPA section 6910.19

"Information Required to Be Disclosed in Financial Statements
When Comparative Financial Statements of Nonregistered
Investment Partnerships Are Presented"

TPA section 6910.20

"Presentation of Purchases and Sales/Maturities of Investments in
the Statement of Cash Flows—Nonregistered Investment
Partnerships"

FASB Statement No. 154, Accounting Changes and Error Corrections
.45 Not-for-profit health care organizations have reported the cumulative effect of accounting changes
separately from the performance indicator (see paragraph 10.21 in the Audit and Accounting Guide Health
Care Organizations). After the effective date of FASB Statement No. 154, voluntary changes in accounting
principle are not reported as a cumulative-effect adjustment through the income statement of the period of
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change. Generally, FASB Statement No. 154 requires retrospective application to prior period financial
statements for all voluntary changes in accounting principle. The FASB decided to include not-for-profit
financial statements in the scope of FASB Statement No. 154, noting the FASB Statement No. 117, Financial
Statements of Not-for-Profit Organizations, requirement that not-for-profit organizations apply the GAAP
disclosure and display requirements for accounting changes. See paragraph 7 of FASB Statement No. 117
and paragraph B5 of FASB Statement No. 154.
.46 FASB Statement No. 154 is effective for accounting changes made in fiscal years beginning after
December 15, 2005. Earlier adoption is permitted for accounting changes made in fiscal years beginning
after the date FASB Statement No. 154 is issued (May 2005). FASB Statement No. 154 does not change the
transition provisions of any existing accounting pronouncements, including those in a transition phase as of
the effective date of FASB Statement No. 154.

.47 For governmental health care organizations that apply the provisions of paragraph 7 of GASB
Statement No. 20, Accounting and Financial Reporting for Proprietary Funds and Other Governmental Entities That
Use Proprietary Fund Accounting, the nonauthoritative "Statement 20 Guidance" provided on the GASB Web
site at www.gasb.org/st20guide.html indicates that the provisions of FASB Statement No. 154 should not be
applied.

FASB Interpretation No. 47, Accounting for Conditional Asset Retirement Obligations
.48 The guidance in FASB Statement No. 143, Accounting for Asset Retirement Obligations, as interpreted
by FASB Interpretation No. 47, Accounting for Conditional Asset Retirement Obligations, may have significant
implications for health care organizations, including health care organizations with facilities experiencing
asbestos contamination issues.
.49 Paragraph A23 of FASB Statement No. 143 requires recognition of the fair value of a conditional asset
retirement obligation before the event that either requires or waives performance occurs. FASB Interpretation
No. 47 clarifies that the term conditional asset retirement obligation as used in FASB Statement No. 143, refers
to a legal obligation to perform an asset retirement activity in which the timing and/or method of settlement
are conditional on a future event that may or may not be within the control of the entity. The obligation to
perform the asset retirement activity is unconditional even though uncertainty exists about the timing and/or
method of settlement.
.50 Entities are required to recognize a liability for a conditional asset retirement obligation when
incurred if the fair value of the liability can be reasonably estimated. Uncertainty about the timing and/or
method of settlement of a conditional asset retirement obligation should be factored into the measurement
of the liability when sufficient information exists. FASB Interpretation No. 47 clarifies when an entity would
have sufficient information to reasonably estimate the fair value of an asset retirement obligation. If the
liability's fair value cannot be reasonably estimated, that fact and the reasons are disclosed as required by
FASB Statement No. 143, paragraph 22.

.51 FASB Interpretation No. 47 includes four examples to illustrate the application of that Interpretation.
Health care organizations with asbestos contamination may find two of the examples in FASB Interpretation
No. 47 particularly helpful. Health care organizations with buildings that are contaminated with asbestos
may be required by regulation in place at the time of acquisition, or enacted subsequent to the acquisition
date, to remove the asbestos if major renovations are made, or if the building is demolished. The obligating
event occurs when the regulations are put in place. If the health care organization does not plan or expect to
undertake major renovations or demolish the building, it may not have sufficient information to reasonably
estimate the fair value of the asset retirement obligation at the time the obligating event occurs. As illustrated
in the examples in FASB Interpretation No. 47, if the liability for the asset retirement obligation cannot be
estimated, then disclosures are required. The health care organization may later have sufficient information
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to estimate the liability for the asset retirement obligation. When there is sufficient information to estimate
fair value of the liability, the asset retirement obligation is recognized.
.52 Paragraphs 17 and 18 of FASB Statement No. 143 explain the applicability of that Statement's
guidance for leasing transactions. For lessees, obligations in connection with leased property, whether
imposed by lease agreement or a party other than the lessor, that meet the provisions of FASB Statement No.
143, paragraph 2, but not the definition of either minimum lease payments or contingent rentals in FASB
Statement No. 13, paragraph 5, are accounted for according to FASB Statement No. 143. For lessors,
obligations in connection with leased property that meet the provisions of FASB Statement No. 143,
paragraph 2, are accounted for in accordance with FASB Statement No. 143.
.53 FASB Interpretation No. 47 is effective no later than the end of fiscal years ending after December 15,
2005 (December 31, 2005 for calendar-year enterprises). Earlier adoption is encouraged.
.54 For governmental health care organizations that apply the provisions of paragraph 7 of GASB
Statement No. 20, the nonauthoritative "Statement 20 Guidance" provided on the GASB Web site indicates
that the provisions of FASB Interpretation No. 47 should not be applied.

EITF Issues and FASB Staff Positions
.55 The FASB is very active in issuing EITF Issues and FSPs. Auditors should visit the FASB Web site to
stay abreast of these many issues and understand those accounting requirements that may pertain to their
clients' financial statements. In the AICPA general Audit Risk Alert—2005/06, you will find a list of selected
EITF Issues and FSPs that have been issued recently and may have a broad interest. Recently issued EITF
Issues and FSPs that may be of particular interest to auditors of health care organizations are discussed in
this section of the Alert.
.56 FSP No. FIN 45-3. FSP No. FIN 45-3, Application of FASB Interpretation No. 45 to Minimum Revenue
Guarantees Granted to a Business or Its Owners, amends FASB Interpretation No. 45, Guarantor's Accounting and
Disclosure Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others. Paragraph 3(a)
through 3(d) of FASB Interpretation No. 45 discusses the characteristics of contracts that are included in the
scope of that Interpretation. The characteristic in paragraph 3(a) is contracts that contingently require the
guarantor to make payments to the guaranteed party based on changes in an underlying that is related to
an asset, a liability, or an equity security of the guaranteed party. Paragraph 3(a) lists examples of contracts
with that characteristic. The list is not all-inclusive. FSP No. FIN 45-3 adds an example to the listing—a
guarantee granted to a business or its owner(s) that the revenue of the business (or a specific portion of the
business) for a specified period of time will be at least a specified amount (referred to in the FSP as a minimum
revenue guarantee). The background section of the FSP provides an example of a minimum revenue
guarantee—a guarantee granted to a nonemployee physician by a not-for-profit health care facility that has
recruited the physician to move to the facility's geographical area to establish a practice. The health care
facility, as guarantor, agrees to make payments to the physician at the end of specific periods of time if the
gross revenues (gross receipts) generated by the physician's new practice during that period of time do not
equal or exceed a specific dollar amount.

.57 FSP No. FIN 45-3 is effective for new minimum revenue guarantees issued or modified on or after
the beginning of the first fiscal quarter following November 10, 2005. Earlier application is permitted. The
disclosure requirements in paragraphs 13 through 16 of FASB Interpretation No. 45 should be applied to all
minimum revenue guarantees in financial statements of interim or annual periods ending after the beginning
of the first fiscal quarter following November 10, 2005. The FSP applies to minimum revenue guarantees
granted to physicians regardless of whether the physician's practice qualifies as a business under EITF Issue
No. 97-2, "Application of FASB Statement No. 94 and APB Opinion No. 16 to Physician Practice Management
Entities and Certain Other Entities with Contractual Management Arrangements."
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.58 FSPNos.FAS 115-1 and FAS 124-1. You can find a discussion of accounting guidance for impairment
of investments in the general Audit Risk Alert—2005/06 section "Guidance on Impairment of Investments—
Update on EITF Issue No. 03-1." Since the writing of that Alert, the FASB issued FSP Nos. FAS 115-1 and
FAS 124-1, The Meaning of Other-Than-Temporary Impairment and Its Application to Certain Investments. FSP Nos.
FAS 115-1 and FAS 124-1 provides guidance for determining whether an investment is impaired, evaluating
whether impairment is other-than-temporary, measurement of an impairment loss, and accounting for debt
securities subsequent to an other-than-temporary impairment. The FSP refers investors to existing otherthan-temporary impairment guidance, such as paragraph 16 of FASB Statement No. 115, Accounting for
Certain Investments in Debt and Equity Securities, which references SEC Staff Accounting Bulletin Topic 5M,
Other Than Temporary Impairment of Certain Investments in Debt and Equity Securities; paragraph 6 of APB
Opinion No. 18, The Equity Method of Accounting for Investments in Common Stock; and EITF Issue No. 99-20,
"Recognition of Interest Income and Impairment on Purchased and Retained Beneficial Interests in Securi
tized Financial Assets." Pertinent guidance should be applied to evaluate whether impairment is other than
temporary.
.59 FSP Nos. FAS 115-1 and FAS 124-1 applies to (1) debt and equity securities within the scope of FASB
Statement No. 115, (2) debt and equity securities within the scope of FASB Statement No. 124, Accounting for
Certain Investments Held by Not-for-Profit Organizations (applies to not-for-profit health care organizations in
the scope of the Audit and Accounting Guide Health Care Organizations), and (3) equity securities that are not
subject to the scope of FASB Statements No. 115 and No. 124 and not accounted for under the equity method
under APB Opinion No. 18 (referred to in the FSP as cost method investments).
.60 FSP Nos. FAS 115-1 and FAS 124-1 nullifies certain requirements in EITF Issue No. 03-1, The Meaning
of Other-Than Temporary Impairment and Its Applications to Certain Investments. Other EITF Issue No. 03-1
requirements, including the disclosures required in paragraphs 21 and 22, were carried forward in the new
FSP. Also, FASB Statements No. 115 and No. 124 and APB Opinion No. 18 were amended. FSP Nos. FAS
115-1 and FAS 124-1 is effective for reporting periods beginning after December 15,2005. Earlier application
is permitted.
.61 FSP No. APB 18-1. The FASB issued guidance for investors that account for investments following
the guidance in APB Opinion No. 18. Not-for-profit health care organizations are exempt from the scope of
APB No. 18. However, Chapter 11, "The Reporting Entity and Related Organizations" of the Audit and
Accounting Guide Health Care Organizations, provides further guidance for health care organizations con
cerning the equity method of accounting for investments in common stock. See paragraph 1.55 and Chapter
11 in that Guide.

.62 Under APB Opinion No. 18, an investor records its proportionate share of the investee's net income
or net loss as investment income and a corresponding increase or decrease to the investment account.
An investor records its proportionate share of an investee's equity adjustments for other comprehensive
income as increases or decreases to the investment account with a corresponding adjustment in equity. See
paragraph 19(e) of APB Opinion No. 18 and paragraph 121 of FASB Statement No. 130, Reporting Compre
hensive Income.

.63 FSP No. APB 18-1, Accounting by an Investor for Its Proportionate Share of Accumulated Other Comprehen
sive Income of an Investee Accounted for under the Equity Method in Accordance with APB Opinion No. 18 upon a
Loss of Significant Influence, provides guidance for investors on accounting for their proportionate share of an
investee's equity adjustments for other comprehensive income upon loss of significant influence. FSP No.
APB 18-1 requires that investors offset their proportionate share of an investee's equity adjustments for other
comprehensive income against the carrying value of the investment at the time significant influence is lost.
If the offset would result in an investment with a carrying value that is less than zero, the investor should
reduce the investment carrying value to zero and record the remaining balance to income.
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.64 FSP No. APB 18-1 does not provide guidance for entities that have historically not recorded their
proportionate share of an investee's equity adjustments for other comprehensive income. FSP No. APB 18-1
is effective as of the first reporting period beginning after July 12, 2005.
.65 FSP No. FAS 13-1. Accounting guidance for leasing arrangements is provided in FASB Statement
No. 13, as amended and interpreted. The FASB recently issued supplemental guidance in FSP No. FAS 13-1,
Accounting for Rental Costs Incurred during a Construction Period, in response to questions as to whether lessees
can capitalize rental costs associated with ground and building operating leases that are incurred during a
construction period. FSP No. FAS 13-1 states that there is no distinction between the right to use a leased
asset during the construction period and the right to use that asset after the construction period. Rental costs
associated with ground or building operating leases and incurred during a construction period are therefore
recognized as rental expense and included in income from continuing operations. FASB Statement No. 13
and FASB Technical Bulletin 85-3, Accounting for Operating Leases with Scheduled Rent Increases, provide
guidance to determine how to allocate rental costs over the lease term.

.66 FSP No. FAS 13-1 should be applied to the first reporting period beginning after December 15, 2005.
Earlier adoption is permitted for financial statements or interim financial statements that have not been
issued. Lessees are required to cease capitalizing rental costs as of the effective date of FSP No. FAS 13-1 for
operating lease arrangements entered into prior to the FSP's effective date.

.67 EITF Issue No. 04-5. The consensus in EITF Issue No. 04-5, "Determining Whether a General Partner,
or the General Partners as a Group, Controls a Limited Partnership or Similar Entity When the Limited
Partners Have Certain Rights,” provides a framework to determine whether the general partners in a limited
partnership control a limited partnership. EITF Issue No. 04-5 does not apply to a general partner that carries
its investment in the limited partnership at fair value with changes in fair value reported in the statement of
operations in accordance with GAAP.
.68 Control of a limited partnership is presumed regardless of the extent of the general partners'
ownership interest. Assessment of whether the rights of limited partners overcome the presumption of
control is a matter of judgment that depends on facts and circumstances. The general partners do not control
a limited partnership if the limited partners have either (1) substantive ability to dissolve (liquidate) the
limited partnership or otherwise remove the general partner(s) without cause, or (2) substantive participating
rights.

.69 EITF Issue No. 04-5 is effective (1) after June 29, 2005, for general partners of all new limited
partnerships formed and for existing limited partnerships for which the partnership agreements are modi
fied; and (2) no later than the beginning of the first reporting period in fiscal years beginning after December
15, 2005, for general partners in all other limited partnerships.

Recent GASB Pronouncements and Other Guidance
.70 Presented in this section of the Alert is a list of accounting pronouncements and selected other
guidance issued by the GASB since the writing of last year's Alert. For more information about the
pronouncements and guidance, and for information about GASB pronouncements and guidance that may
be issued subsequent to the writing of this Alert, please refer to the GASB Web site at www.gasb.org. You
may also look for announcements of newly issued standards in The CPA Letter and Journal of Accountancy. A
brief summary of the GASB pronouncements that may be of particular interest for auditors of governmental
health care organizations follows.
Help Desk—See the AICPA Audit Risk Alert State and Local Governmental Developments—
2005 (product no. 022435kk) for further information about accounting issues and develop
ments for auditors of financial statements of state and local governments.
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Includes guides issued through June 30, 2005. Some questions
from previous guides have been deleted and new questions
have been added. The illustrative examples and exercises
accompanying the Implementation Guide text are
nonauthoritative.
Guide to Implementation of GASB Statements 43 and 45 on Other
Postemployment Benefits

Answers to over 250 questions about topics including the scope
and applicability of GASB Statements No. 43, Financial Reporting
for Postemployment Benefit Plans Other Than Pension Plans, and
No. 45; actuarial issues; and treatment of implicit rate subsidies.
Guide to Implementation of GASB Statement 44 on the Statistical
Section

GASB Statement No. 46, Net Assets Restricted by Enabling Legislation
.71 In December 2004, the GASB issued GASB Statement No. 46, Net Assets Restricted by Enabling
Legislation, an amendment of GASB Statement No. 34, Basic Financial Statements—and Management's Discus
sion and Analysis—for State and Local Governments. GASB Statement No. 46 clarifies that, for purposes of
reporting restricted net assets, a legally enforceable enabling legislation restriction is one that a party external
to a government, such as citizens, a public interest group, or the judiciary, can compel a government to honor.
GASB Statement No. 46 specifies the accounting and financial reporting requirements that apply if new
enabling legislation replaces existing enabling legislation or if legal enforceability is reevaluated, and requires
governments to disclose in the notes to the financial statements the portion of total net assets that is restricted
by enabling legislation. GASB Statement No. 46 is effective for financial statements for periods beginning
after June 15, 2005, with earlier application encouraged.

GASB Statement No. 47, Accounting for Termination Benefits
.72 In June 2005, the GASB issued GASB Statement No. 47, Accounting for Termination Benefits. GASB
Statement No. 47 establishes accounting standards for the measurement, recognition, and disclosure of
voluntary termination benefits and involuntary termination benefits. Termination benefits include early retirement incentives and severance benefits. Voluntary termination benefits can include cash payments,
defined benefit pension formula enhancements, other postemployment benefit (OPEB) formula enhance
ments, or health care coverage that otherwise would not be provided. Employees terminated involuntarily
may receive termination benefits such as severance pay, outplacement services, or continued health coverage
through an employer group plan. Unemployment compensation and postemployment benefits to compen
sate employees for services are not included in the scope of GASB Statement No. 47.
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.73 GASB Statement No. 47 requires governmental health care organization employers, whose
financial statements are prepared on an accrual basis, to recognize a liability and expense for (1)
voluntary termination benefits when employees accept the offer and amounts can be estimated, and (2)
involuntary termination benefits when a plan of termination is approved by those with the authority to
commit the employer to the plan, the plan is communicated to employees, and the amounts can be estimated.
Measurement guidance is provided for healthcare-related termination benefits and for non-healthcarerelated termination benefits.

.74 GASB Statement No. 47 is effective in two parts. For termination benefits provided through an
existing defined benefit OPEB plan, GASB Statement No. 47 should be implemented simultaneously with
the requirements of GASB Statement No. 45, Accounting and Financial Reporting by Employers for Postemploy
ment Benefits Other Than Pensions. (See the related discussion "Governmental Health Care Organization Account
ing and Reporting for Postemployment Benefits" in the "Accounting Issues and Developments" section of this
Alert.) For all other termination benefits, GASB Statement No. 47 is effective for financial statements for
periods beginning after June 15, 2005. Earlier application is encouraged.
.75 Auditors will need to consider whether their governmental health care organization clients have
considered all relevant factors to determine whether benefits are provided in exchange for employee services,
or are provided for the early termination of services, and have accounted for the benefit arrangement
according to the appropriate accounting guidance.

GASB Technical Bulletin No. 2004-2, Recognition of Pension and Other Postemployment
Benefit Expenditures/Expense and Liabilities by Cost-Sharing Employers
.76 In December 2004, the GASB staff issued GASB TB No. 2004-2, Recognition of Pension and Other
Postemployment Benefit Expenditures/Expense and Liabilities by Cost-Sharing Employers. TB No. 2004-2 addresses
the recognition of expenses by cost-sharing employers when a payment scheduled after the end of an
employer's financial reporting period includes contributions for one or more months of that reporting period.
For pension transactions, TB No. 2004-2 is effective for financial statements for periods beginning after
December 15, 2004. Earlier application is encouraged. For OPEB transactions, TB No. 2004-2 is effective
simultaneously with the requirements of GASB Statement No. 45.

Help Desk—The TB does not provide transition requirements for applying its requirements.
It is logical that for pension transactions, the provisions should be applied retroactively. For
OPEB transactions, it is also logical that the provisions of the TB should be applied using
the transaction provisions for OPEB liabilities (assets) at transition from GASB Statement
No. 45.

GASB Concepts Statement No. 3, Communication Methods in General Purpose External
Financial Reports That Contain Basic Financial Statements
.77 In April 2005, GASB Concepts Statement No. 3, Communication Methods in General Purpose External
Financial Reports That Contain Basic Financial Statements, was issued, providing a conceptual basis for selecting
communication methods to present items of information within general purpose external financial reports
that contain basic financial statements. Those communication methods include recognition in basic financial
statements, disclosure in notes to basic financial statements, presentation as required supplementary infor
mation (RSI), and presentation as supplementary information (SI). GASB Concepts Statement No. 3 defines
the communication methods commonly used in general purpose external financial reports, develops criteria
for each communication method, and provides a hierarchy for their use. The definitions, criteria, and
hierarchy should help the GASB, or, in the absence of authoritative guidance, preparers of financial reports
determine the appropriate methods to use to communicate an item of information.
AICPA Audit and Accounting Manual

AAM §8030.77

8120-8

Alerts

71

6-06

Conforming Changes to AICPA Audit and Accounting Guides

Health Care Organizations
.78 The Audit and Accounting Guide Health Care Organizations was updated with conforming changes,
as of May 1, 2005 (product no. 012615kk), to reflect the issuance of authoritative pronouncements. Among
the conforming changes:
•

Auditing pronouncements and guidance. The auditing guidance has been modified to reflect the issuance
of PCAOB pronouncements including Auditing Standard No. 2, An Audit of Internal Control Over
Financial Reporting Performed In Conjunction With An Audit Of Financial Statements, Auditing Standard
No. 3, Audit Documentation, and Conforming Amendments to PCAOB Interim Standards Resulting from
the Adoption of PCAOB Auditing Standard No. 2, "An Audit of Internal Control Over Financial
Reporting Performed In Conjunction With An Audit Of Financial Statements." Conforming changes
were also made to reflect the issuance of various AICPA Auditing Interpretations.

•

Accounting pronouncements and guidance. The chapters and the illustrative financial statements for
"Sample Governmental Hospital Authority" in Appendix A, "Illustrative Financial Statements" have
been modified to reflect the issuance of GASB Statement No. 40, Deposit and Investment Risk Disclo
sures. A new appendix was added to Chapter 4, "Investments," to reflect the issuance of EITF Issue
No. 03-1 and FSP EITF 03-1-1, Effective Date of Paragraphs 10-20 of EITF Issue No. 03-1, The Meaning
of Other-Than-Temporary Impairment and Its Application to Certain Investments.

•

New Appendix H, References to AICPA Technical Practice Aids, was added to the Guide.

Government Auditing Standards and Circular A-133 Audits
.79 The Audit Guide Government Auditing Standards and Circular A-133 Audits was updated with
conforming changes as of May 1,2005 (product no. 012745kk). Among the conforming changes, the updated
guide:
•

Discusses the GAO's Internet Notice that provides guidance on internal control reporting for audits
conducted in accordance with both GAS and PCAOB standards. (See the discussion “Government
Auditing Standards Developments and Circular A-133 Audits" in this Alert for more information
about the Internet Notice.)

•

Discusses the effect of PCAOB standards and the AICPA Auditing Interpretations No. 17, "Clarifi
cation in the Audit Report of the Extent of Testing of Internal Control Over Financial Reporting in
Accordance With Generally Accepted Auditing Standards," of AU section 508 (AICPA, Professional
Standards, vol. 1, AU sec. 9508.85-.88), and No. 18 of AU section 508 (AICPA, Professional Standards,
vol. 1, AU sec. 9508.89-.92).

•

Adds footnotes to alert auditors to the issuance of the GAO's "Technical Amendment to the CPE
Requirements of the 2003 Revision of Government Auditing Standards" and "Guidance on GAGAS
Requirements for Continuing Professional Education." (See the discussion “Government Auditing
Standards Developments and Circular A-133 Audits" in this Alert for more information about these
issuances.)

•

Revises the definition of reportable conditions in the illustrative GAS report to be more consistent
with the definition in AU section 325, Communication of Internal Control Related Matters Noted in an
Audit (AICPA, Professional Standards, vol. 1), as amended.

State and Local Governments
. 80 The Audit and Accounting Guide Health Care Organizations is not the only industry-specific AICPA
Audit and Accounting Guide that auditors should consider when performing an audit of a governmental
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health care entity. The Audit and Accounting Guide State and Local Governments, (product no. 012665kk)
includes governmental health care entities in its scope and the auditing guidance in that Guide should also
be considered during an audit of a governmental health care entity that is included in the scope of the Audit
and Accounting Guide Health Care Organizations. (See paragraph 2.01 in the Audit and Accounting Guide
Health Care Organizations.) The Audit and Accounting Guide State and Local Governments provides guidance
on audit reports for state and local governments as well as on assessing materiality (opinion units). Chapter
16, "Auditor Association With Municipal Securities Filings," of that Guide discusses auditor association with
municipal securities filings and the use of Government Auditing Standards in reports and references in the
offering document—the official statement. Governments sometimes issue municipal securities to finance
facilities for nongovernmental organizations, including not-for-profit health care organizations. Those
nongovernmental organizations may be considered "obligated persons" with regard to the securities and
thus also provide audited financial statements for the official statement. (See paragraph 12.03 in the Audit
and Accounting Guide Health Care Organizations.)

. 81 The Audit and Accounting Guide State and Local Governments was updated with conforming changes
as of May 1,2005. Among the conforming changes, new paragraph 16.11 suggests that when the auditor has
not included a provision in the terms of the engagement that would require auditor association with official
statements, the auditor consider including in the terms of the engagement a requirement that any official
statements issued by the government, with which the auditor is not associated, clearly indicate that the
auditor is not associated.

Audit Issues and Developments
Charity Care and Patient Revenues and Receivables

Charity Care
. 82 Charity care is a type of uncompensated care that results from a provider's policy to provide health
care services free of charge to individuals who meet certain financial criteria. Health care organizations
establish their own criteria for charity care, and must determine whether the individual patient meets the
criteria. Accounting guidance for charity care is provided in the Audit and Accounting Guide Health Care
Organizations. According to paragraph 10.03 of the Guide, charity care represents health care services that
are provided but are never expected to result in cash flows. As a result, charity care does not qualify for
recognition as receivables or revenue in the financial statements. Distinguishing charity care from bad-debt
expense (or allowance, for governmental health care entities) requires the exercise of judgment. Paragraph
10.28 states that management's policy for providing charity care, as well as the level of charity care provided,
should be disclosed in the financial statements.
83 The following are examples of questions for auditors to consider when auditing charity care:

.

•

What is the organization's policy for charity care?

•

How is that policy enforced?

•

What determines if a patient is not able to pay?

•

How is the amount of charity care determined? Based on discounted rates? Full charge rates?

•

What if the patient can make a partial payment?

•

When is charity care determined to take place? Before substantial collection efforts? After sent to
collection?

•

Does charity care exclude services provided where payment is accepted under a third-party arrange
ment that is less than the full charged rates?
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.84 AcSEC has discussed issue summaries prepared by the Health Care Guide Task Force for the project
to overhaul the Audit and Accounting Guide Health Care Organizations. See the "On the Horizon" section of
this Alert for more information about that project. Charity care issues were discussed at the December 14-15,
2004, AcSEC meeting, including disclosures, categories of charity care, clarification of what is included in
charity care, and timing of identification. Highlights are available on the AICPA Web site at www.aicpa.org.
The Healthcare Expert Panel has noted that there is diversity in practice with respect to how health care
organizations record and account for charity care.

Patient Accounts Receivable
.85 Specific auditing objectives for patient accounts receivable include determining that the amounts
reported in the financial statements represent valid receivables that do not include receivables for charity
care, and evaluating collectibility. Uninsured patient charges, billings, and collections have been in the
spotlight in recent years, and in response, health care organizations may be reevaluating their policies and
procedures for establishing charity care criteria, setting charges to self-pay patients, and billing and collecting
related receivables. Auditors may need to determine whether there have been any changes.
.86 The client's estimate of the level of accounts receivable that may not be collectible, as a result of bad
debts and adjustments to charges in accordance with contracts, is reflected in the allowance for doubtful
accounts and the contractual allowances, which are offsets used to report receivables at their net realizable
value. When auditing estimates, auditors should be familiar with AU section 342, Auditing Accounting
Estimates (AICPA, Professional Standards, vol. 1, and for audits conducted in accordance with PCAOB
standards: AICPA, PCAOB Standards and Related Rules), which provides guidance on obtaining and evaluat
ing sufficient competent evidential matter to support significant accounting estimates used in a client's
financial statements.
.87 A review of the aging of receivables is often performed. This may include testing the reliability of the
aging report; reviewing past due accounts on the report, including the number and amount of such accounts;
reviewing past due balances, the client's prior history in collecting past due balances, and patient correspon
dence files; and so forth. This may be done with the assistance of the client in obtaining an understanding of
how the allowance was developed and determining whether it is reasonable. Testing the reasonableness of
the health care organization's estimate of the collectibility of receivables may also be performed by other
procedures, such as tests of subsequent collections. Examination of credit balances in the aging report may
find mispostings such as erroneous postings of contractual allowances.
.88 The reasonableness of estimated amounts receivable (or payable) under third-party payor contracts
may be further analyzed by reviewing signed contracts, considering the impact of historical payment denials
from the payors, reviewing correspondence with the payors, and considering the impact of interim pay
ments. For contracts with retrospective settlement provisions, estimates may be evaluated through a review
of contracts, settlement report filings, and correspondence with the payors, including any formal or informal
offers to settle disputed amounts.
.89 Another tool in evaluating the allowance for doubtful accounts and contractual allowances is the
application of analytical procedures. According to AU section 329, Analytical Procedures (AICPA, Professional
Standards, vol. 1, and for audits conducted in accordance with PCAOB standards: AICPA, PCAOB Standards
and Related Rules), analytical procedures are an important part of the audit process and consist of evaluations
of financial information made by a study of plausible relationships among both financial and nonfinancial
data. Often, the large number of customer accounts makes it difficult to determine the adequacy of the
allowance only by reference to individual accounts, making analytical procedures helpful to the audit
process.
.90 Analytical procedures that compare financial information with expected amounts may identify
unusual or unexpected changes. Consider the collection history of the health care organization when
AAM §8030.84
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evaluating the appropriateness of patient accounts receivable and related allowances. Year-to-year payment
experience and trends for payors and patients may provide useful information for auditors when developing
expected amounts. Consider whether there have been changes to the client's policies and procedures for
charity care, or for patient billing and collection. Auditors may need to pay closer attention to the client's
patient base. For example, consider whether the health care organization provides health care services to
patients in an area affected by significant employee layoffs. Consider the numbers of uninsured and
underinsured receiving health care services, and the trends toward consumer-directed health care and health
savings accounts with significantly higher deductibles, and toward reductions in health care benefits to
employees and retirees. Auditors may also need to pay closer attention to developments at third-party
payors. For example, consider whether there have been shifts in the requirements for participation in
governmental health care programs. Have there been consolidations of third-party payors, and have
third-party payors executed contracts with the client that provide for more favorable pricing, or protection
from chargemaster increases? Are contracts with payors more complex, making it more difficult to record
patient revenues and receivables and monitor payments under negotiated arrangements? Does the health
care organization provide services to patients in states where there have been changes in Medicaid programs,
such as changes in payment rates, program eliminations, or higher eligibility requirements?

.91 The auditor also may review revenue and receivables transactions and fluctuations after the balance
sheet date for items such as writeoffs. This may provide additional information about the collectibility of
receivables and the reasonableness of the allowance account on the balance sheet date.
.92 See Exhibit 5-1, "Auditing Considerations," in the Audit and Accounting Guide Health Care Organi
zations for examples of specific auditing objectives, selected control activities, and auditing procedures that
may be considered when auditing the major components of receivables, including the allowance for doubtful
accounts, and contractual adjustments.

.93 As previously discussed in this section, AcSEC has discussed issue summaries prepared by the Health
Care Guide Task Force for the project to overhaul the Audit and Accounting Guide Health Care Organizations.
Health care industry revenue recognition on a case-by-case basis (typically, a patient-by-patient basis) was
discussed at the April 19-20, 2005, meeting. Other revenue recognition criteria issues were discussed at the
November 15-16, 2005, meeting. The Healthcare Expert Panel has noted that there is diversity in practice,
notably in the case of self-pay patients, with respect to how health care organizations, following the guidance
in paragraph 5.03 in the Guide, record revenue and an allowance for estimated uncollectible amounts.

Prospective Payment System Audit Considerations
.94 Prospective rate setting may result from a contractual agreement with a third party, or be mandated
through legislation. The rules governing prospective payment systems (PPS) may be complex and subject to
modification. This section of the Alert discusses some of the audit implications to consider for PPS.
.95 The modification of negotiated contracts with managed care companies and changes to government
payor PPS regulations may have a significant impact on a health care organization. The health care
organization's full established rates may become subject to greater regulatory scrutiny. Personnel will require
additional training. The health care organization may contract with a third-party billing organization,
implement new computer systems, or make significant changes to existing systems so that the appropriate
revenues can be calculated, processed, and billed.
.96 Where a negative financial impact as a result of a new PPS rule or rule modification is especially
significant, the affected health care organization may choose to eliminate programs and services in anticipa
tion of, or in response to, adverse financial effects. If programs or services are not eliminated, the health care
organization may respond to anticipated declines in revenue with cost-cutting measures. Auditors should
consider the applicability of the guidance in FASB Statement No. 146, Accounting for Costs Associated with Exit
or Disposal Activities, for costs associated with exit or disposal activities, including certain contract terminations.
AICPA Audit and Accounting Manual
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.97 Changes to PPS regulations and contracts may create an incentive for some entities to look for
inappropriate methods of maximizing income, and may lead some entities to adopt inappropriate revenue
recognition policies. Occasionally, warning signals may indicate increased risk with respect to revenue
recognition and the need for increased professional skepticism. Auditors should consider the guidance in
AU section 312, Audit Risk and Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1; and
for audits conducted in accordance with PCAOB standards: AICPA, PCAOB Standards and Related Rules), on
the consideration of audit risk and materiality when planning and performing an audit of financial
statements. Also, SOP 00-1, Auditing Health Care Third-Party Revenues and Related Receivables, provides
guidance to auditors regarding uncertainties inherent in health care third-party revenue recognition.

Compliance With Debt Covenants
.98 Health care organizations that are experiencing losses, or deterioration in operating results or cash
flows, may not be in compliance with debt covenants, which could result in financial penalties, remediation
efforts, or the debt being callable. Auditors also should consider the need to perform additional auditing
procedures to assess the impact of other changes, such as accounting changes and reporting changes, on debt
covenants. If the health care organization is not in compliance with debt covenants, the auditor should
consider whether management has appropriately disclosed any contingencies and other items that may
require disclosure. The guidance in Auditing Interpretation No. 3, "The Impact on an Auditor's Report of
an FASB Statement Prior to the Statement's Effective Date," of AU sec. 410, Codification of Auditing Standards
and Procedures (AICPA, Professional Standards, vol. 1, and for audits conducted in accordance with PCAOB
standards: AICPA, PCAOB Standards and Related Rules), among other matters, provides that auditors should
consider whether disclosure is needed for the effects that may result upon the required future adoption of
an accounting principle, such as, for example, the future adoption of an accounting principle that may result
in a reduction to stockholder's equity and cause the entity to be in violation of its debt covenants, which in
turn may accelerate the due date for repayment of debt.

Malpractice
.99 Increases in malpractice insurance costs, legislation allowing caps on malpractice awards, and
medical and technological breakthroughs that result in the performance of more complex and riskier
procedures are some of the issues that health care organizations have to consider when evaluating insurance
coverage. Health care organizations may respond by opting to increase deductibles, or increase the extent
of risk retained as a result of changes in policy terms. Other responses may include changes in actuaries or
assumptions to determine malpractice losses, or establishing captive insurance entities to provide malprac
tice insurance.

.100 The existence of an insurance policy, by itself, is no assurance that the risk of financial loss is
transferred. The extent of risk transfer is key in determining whether a liability should be recognized. If the
health care organization has not transferred risk to an external third party, the organization should evaluate
its exposure to losses that arise from malpractice claims and record a liability, if appropriate. The ultimate
costs of malpractice claims, which include costs associated with litigating or settling claims, are accrued when
the incidents that give rise to the claims occur. Estimated losses from asserted and unasserted claims are
accrued either individually or on a group basis, based on the best estimates of the ultimate costs of the claims
and the relationship of past reported incidents to eventual claims payments.

.101 When auditing medical malpractice loss contingencies, auditors should review insurance contracts
and determine the extent of risk retained by the health-care organization. Once the extent of risk retained is
determined, the nature, extent, and timing of other auditing procedures can be determined.
.102 If the health care organization retains all or a portion of the risk with self-insurance, or through
purchase of a claims-made policy, the auditor should perform additional auditing procedures to obtain
reasonable assurance that the organization's accounting for medical malpractice losses is in accordance with
AAM §8030.97
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GAAP. See the related discussion, "Claims-Made Insurance Coverage," in the "Accounting Issues and
Developments" section of this Alert. Additional guidance about liabilities recognized pertaining to medical
malpractice claims is provided in Chapter 8, "Commitments and Contingencies," of the Audit and Account
ing Guide Health Care Organizations. See Chapter 8 of the Guide for accounting guidance for medical
malpractice claims insured by captive insurance companies.
.103 FASB Statement No. 5, Accounting for Contingencies, as amended, and interpreted by FASB Interpre
tation No. 14, Reasonable Estimation of the Amount of a Loss, and FASB Interpretation No. 45, Guarantor's
Accounting and Disclosure Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others,
provides guidance on accounting for contingencies, as discussed in paragraph 8.02 of the Guide. If losses
relating to a particular category of malpractice claims cannot be estimated, the potential losses related to that
category of claims are not accrued and the contingency is disclosed in the notes to the financial statements,
as required by FASB Statement No. 5. The Guide provides other financial statement disclosures required for
malpractice liabilities:
•

The program of medical malpractice insurance coverages and the basis for any related loss accruals

•

The carrying amount of accrued malpractice claims that are discounted in the financial statements
and the interest rate or rates used to discount claims

.104 As discussed in paragraph 8.37 of the Guide, an accrual for malpractice losses should be based on
estimated ultimate losses and costs associated with settling claims. Accruals should not be based on
recommended funding amounts, which in addition to a provision for the actuarially determined liability,
also includes a provision for (a) credit for investment income and (b) a margin for risk of adverse deviation.
Paragraph 8.37 provides examples of factors to consider and adjustments that may be required to convert
actuarially determined malpractice funding amounts to an appropriate loss accrual to be reported in the
financial statements.
.105 If an actuary is involved in a substantial way in determining the amount of a malpractice
self-insurance liability, the auditor should consider the requirements of AU section 336, Using the Work,
of a Specialist (AICPA, Professional Standards, vol. 1; and for audits conducted in accordance with PCAOB
standards: AICPA, PCAOB Standards and Related Rules). Additional guidance regarding the use of actuaries
and actuarial methods can be found in paragraphs 8.35 through 8.38 of the Guide.
.106 When auditing malpractice losses, auditors should also consider the guidance regarding auditing
estimates found in AU section 336. Also, see Exhibit 8-1, "Auditing Considerations," in the Guide for
examples of specific auditing objectives, selected control activities, and auditing procedures that may be
considered when auditing malpractice loss contingencies.

.107 AcSEC has discussed issue summaries prepared by the Health Care Guide Task Force for the project
to overhaul the Guide. See the "On the Horizon" section of this Alert for more information about that project.
Measurement of medical malpractice and other insurance-related liabilities was discussed at the January
25-26, 2005, and April 19-20, 2005, meetings. AcSEC meeting highlights are available on the AICPA Web
site at www.aicpa.org.

Reporting on Medicaid/Medicare Cost Reports
.108 TIS section 9110.15, "Reporting on Medicaid/Medicare Cost Reports," discusses the form of report
an auditor should issue to comply with the "certification" requirement from payors in regard to health care
organization financial statement audit engagements.4
4 TIS section 9000, Auditors' Reports, of Technical Practice Aids includes nonauthoritative Questions and Answers (Q&As) based on
selected practice matters identified by the staff of the AICPA Technical Hotline and various other bodies within the AICPA.
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.109 The inquiry section states that third-party payors (the most common examples are Medicare and
Medicaid) may require health care organizations to prepare and submit "cost reports" as a condition of
participation in a payor's program. Sometimes a specific payor (such as a state Medicaid program) will require
health care organizations to obtain an audit of their financial statements and, further, will require some form of
independent auditor association with or "certification" of cost reports submitted by the health care organization.
Auditors have expressed concern that providing such certification might erroneously imply that they are
providing assurance on the entity's cost report or on its compliance with cost report rules or regulations.
.110 The reply section discusses the form of report an auditor should issue to comply with the "certifi
cation" requirement from payors when an auditor has been engaged to perform an audit of a health care
organization's basic financial statements. The auditor could enter into a separate engagement to examine the
cost report under AT section 601, Compliance Attestation (AICPA, Professional Standards, vol. 1), as amended.
However, typically states do not require such extensive services and therefore, health care organizations may
be reluctant to engage the auditor to perform such an examination. If the health care organization includes
their cost report as accompanying information with their audited basic financial statements, an auditor may
report on the cost report as accompanying information in accordance with AU section 551, Reporting on
Information Accompanying the Basic Financial Statements in Auditor-Submitted Documents (AICPA, Professional
Standards, vol. 1), as amended, or AU section 550, Other Information in Documents Containing Audited Financial
Statements (AICPA, Professional Standards, vol. 1), as amended. TIS section 9110.15 provides an illustration of
an "in relation to" opinion in a restricted-use report on certain data within a cost report, if certain cost report
amounts or statistics have been subjected to auditing procedures applied in the audit of the basic financial
statements. Auditors should consider the guidance in AU section 532, Restricting the Use of the Auditor's Report
(AICPA, Professional Standards, vol. 1), before deciding whether to combine the illustrated report with the
auditor's report on the basic financial statements.

Accounting Issues and Developments
.111 Brief summaries about recently issued accounting pronouncements and other guidance were
previously presented in this Alert. In this section, other accounting issues and developments are discussed,
including information about certain accounting pronouncements issued in prior years that your health care
organization clients may have implemented in 2005 or are planning to implement. See the "On the Horizon"
section of this Alert for information about outstanding exposure drafts and FASB and AcSEC projects to
address accounting issues. Refer to the full text of the pronouncements and other guidance that are discussed.
You should be alert for updates, amendments, or other changes to the guidance discussed in this Alert.

Claims-Made Insurance Coverage
.112 EITF Issue No. 03-8, "Accounting for Claims-Made Insurance and Retroactive Insurance Contracts
by the Insured Entity," addresses certain issues for accounting for claims-made insurance and retroactive
insurance contracts. Included in its consensuses, EITF Issue No. 03-8 refers to the guidance in FASB
Interpretation No. 39, Offsetting of Amounts Related to Certain Contracts, to evaluate offsetting of prepaid
insurance and receivables for expected recoveries from insurers against recognized liabilities. Chapter 8 in
the Audit and Accounting Guide Health Care Organizations also provides guidance regarding the accounting
for medical malpractice claims and transfers of risk under claims-made insurance policies. The guidance in
Chapter 8 does not require the evaluation of these medical malpractice claims following the guidance in
FASB Interpretation No. 39. Chapter 8 states that the extent of risk transfer is key in determining whether a
liability should be recognized in a provider's financial statements pertaining to malpractice claims. A
claims-made insurance policy represents a transfer of risk within the policy limits to the insurance carrier
for asserted claims and incidents reported to the insurance carrier. The policy, however, does not represent
a transfer of risk for claims and incidents for claims not reported to the insurance carrier during the policy
period. Consequently, a health care organization that is insured under a claims-made insurance policy
recognizes the estimated cost of those insured claims and incidents not reported to the insurance carrier, in
accordance with the guidance in paragraphs 8.03 through 8.10 of the Guide.
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.113 The conforming changes to the Guide do not modify the specialized industry guidance in
Chapter 8 of the Guide (AICPA Industry Audit and Accounting Guides are category (b) in the hierarchy of
GAAP)5 to reflect the guidance in EITF Issue No. 03-8 (consensus positions of the FASB EITF are category
(c) in the hierarchy of GAAP), requiring a gross-up of a malpractice liability in accordance with FASB
Interpretation No. 39.
.114 AcSEC has discussed issue summaries prepared by the Health Care Guide Task Force for the project
to overhaul the Guide. See the "On the Horizon" section of this Alert for more information about that project.
Gross versus net presentation of insurance claims and related insurance recoverables were discussed at the
January 25-26,2005, meeting. AcSEC meeting highlights are available on the AICPA Web site at www.aicpa.
org.

Accounting and Disclosure Requirements for Employers—Medicare Prescription
Drug, Improvement and Modernization Act of 2003
.115 The new Medicare Part D prescription drug benefit went into effect January 1,2006. Employers and
unions that sponsor plans providing retiree prescription drug coverage may be participants in the retiree
drug subsidy program and qualify for federal subsidy payments.
.116 The FASB issued guidance for sponsors that provide prescription drug benefits on the accounting
for the effects of the Medicare Prescription Drug, Improvement and Modernization Act of 2003. FSP FAS
106-2, Accounting and Disclosure Requirements Related to the Medicare Prescription Drug, Improvement and
Modernization Act of 2003, which superseded FSP FAS 106-1, Accounting and Disclosure Requirements Related
to the Medicare Prescription Drug, Improvement and Modernization Act of 2003, generally is effective for the first
interim or annual period beginning after June 15, 2004. For certain nonpublic entities, it is effective for fiscal
years beginning after December 15, 2004. If your health care industry client is a sponsor of a postretirement
health care plan that provides prescription drug benefits, you should consider whether the guidance in these
FSPs have been appropriately applied to account for the effects of the Medicare Prescription Drug, Improve
ment and Modernization Act of 2003, whether any effects of that Act on the accumulated postretirement
benefit obligation and net periodic postretirement benefit cost are recognized, if required, and whether the
required disclosures about the effects of the subsidy have been presented.

Balance Sheet Classification Guidance for Borrowings and CCRCs
.117 Recent PCAOB inspection reports have included comments about the incorrect application of the
guidance in EITF Issue No. 95-22, "Balance Sheet Classification of Borrowings Outstanding under Revolving
Credit Agreements That Include both a Subjective Acceleration Clause and a Lock-Box Arrangement." When
auditing the balance sheet classification of borrowings under revolving credit arrangements of your health
care organization clients, be alert for transactions that should be classified as current in accordance with the
requirements in EITF Issue No. 95-22.
Help Desk—The SEC and PCAOB Alert—2005/06 (product no. 022496kk) has more infor
mation about inspection concerns noted during recent accounting firm examinations.

.118 The discussion "Compliance With Debt Covenants" in the "Audit Issues and Developments" section
of this Alert discusses some of the auditing considerations if an entity does not comply with debt covenants.
In this section, accounting guidance for balance sheet classification of borrowings that applies if a debtor
violates a debt agreement is discussed.
The proposed FASB Statement, The Hierarchy of Generally Accepted Accounting Principles, would supersede the hierarchy of GAAP
for nongovernmental entities currently presented in AU section 411, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles (AICPA, Professional Standards, vol. 1; and for audits conducted in accordance with Public Company
Accounting Oversight Board (PCAOB) standards: AICPA, PCAOB Standards and Related Rules).
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.119 Accounting guidance for the balance sheet classification of obligations is provided in FASB State
ment No. 78, Classification of Obligations That Are Callable by the Creditor, an amendment of Accounting
Research Bulletin (ARB) No. 43, Chapter 3A, "Current Assets and Current Liabilities," for long-term
obligations that are or will be callable by a creditor, either because a debtor's violation of debt agreement
provision at the balance sheet date makes the obligation callable, or because the violation is not cured within
a grace period. Callable obligations are classified as current liabilities unless certain conditions are met.
Short-term obligations expected to be refinanced on a long-term basis, including those callable obligations
discussed in FASB Statement No. 78, are classified according to the requirements of FASB Statement No. 6,
"Classification of Short-term Obligations Expected to Be Refinanced." EITF Issue No. 86-30, Classification of
Obligations When a Violation Is Waived by the Creditor, provides classification guidance for borrowers that
violate a debt covenant, and the creditor waives the right to call the debt.
.120 If you audit continuing care retirement communities (CCRCs), there has been a recent focus on
balance sheet classification reporting at CCRCs. The Audit and Accounting Guide Health Care Organizations
provides accounting and reporting guidance for CCRCs. Historically, CCRCs have reported liabilities
associated with the refundable portion of entrance fees as long-term liabilities and the related deferred
revenue as noncurrent. Briefly, the classification issue is whether FASB Statement No. 78 applies to the
refundable portion of entrance fee deposits and the deferred revenue associated with entrance fees. AcSEC's
Planning Subcommittee considered this issue for CCRC reporting with Healthcare Expert Panel repre
sentatives. You can obtain the issue summary, and the July 15, 2005, correspondence sent to the FASB for
this topic on the AICPA Web site at www.aicpa.org/members/div/acctstd/expertpanel_healthcare.asp.
The FASB had considered, but decided not to proceed with a project to provide guidance in an FSP on the
balance sheet classification of the refundable portion of entrance fee deposits and the deferred revenue
associated with entrance fees. Visit the AICPA Web site at www.aicpa.org/download/members/
div/acctstd/comltrs/Letter from_FASB.pdf, to obtain the FASB letter to the AICPA discussing the decision
not to add the CCRC project to its agenda.

Securities Lending Transactions
.121 Health care organizations are entering into securities lending agreements. Auditors of nongovern
mental health care organizations should consider the guidance in FASB Statement No. 140, Accounting for
Transfers and Servicing of Financial Assets and Extinguishments of Liabilities, when auditing securities lending
transactions. For governmental entities, guidance for securities lending transactions is provided in GASB
Statement No. 28, Accounting and Financial Reporting for Securities Lending Transactions.

Governmental Health Care Organization Accounting and Reporting for
Postemployment Benefits
.122 GASB Statement No. 45, Accounting and Financial Reporting by Employers for Postemployment Benefits
Other Than Pensions, was issued in June 2004. GASB Statement No. 45 is effective in three phases, as described
below, based on a government's total annual revenues in the first fiscal year ending after June 15,1999, with
earlier implementation encouraged. The definitions and cutoff points for that purpose are the same as those
in GASB Statement No. 34:
•

Periods beginning after December 15, 2006, for phase 1 governments (total annual revenues of $100
million or more)

•

Periods beginning after December 15, 2007, for phase 2 governments (total annual revenues of $10
million or more but less than $100 million)

•

Periods beginning after December 15, 2008, for phase 3 governments (total annual revenues of less
than $10 million)
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.123 Although governmental entities are not yet required to implement GASB Statement No. 45, your
governmental health care clients may be planning for implementation. For example, clients may be evaluat
ing whether an actuary should be engaged.
.124 GASB Statement No. 45 addresses the accounting and reporting of costs and obligations related to
OPEB. Other postemployment benefits are postemployment benefits other than pension benefits, including
postemployment health care benefits. GASB Statement No. 45 establishes standards for the measurement,
recognition, and display of OPEB expense and related liabilities (assets), note disclosures, and RSI in financial
reports. GASB Statement No. 45 requires the accounting and reporting of the annual cost of OPEB, and the
outstanding obligations and commitments related to OPEB, in essentially the same manner as is currently
required for pensions in GASB Statement No. 27, Accounting for Pensions by State and Local Governmental
Employers. GASB Statement No. 45 supersedes or amends all other previous authoritative guidance on
accounting and financial reporting for an employer's OPEB expense and related information.
.125 The nonauthoritative "Statement 20 Guidance" provided on the GASB Web site lists FASB Statement
No. 106, Employers' Accounting for Postretirement Benefits Other Than Pensions, FASB Statement No. 112,
Employers' Accounting for Postemployment Benefits, and FASB Statement No. 132(R), Employers' Disclosures
about Pensions and Other Postretirement Benefits (revised 2003), an amendment of FASB Statement No. 106, as
FASB Statements whose applicability will be affected as a result of the issuance of GASB Statement No. 45.

.126 GASB Statement No. 45 generally provides for prospective implementation—employers set the
beginning net OPEB obligation at zero as of the beginning of the initial year.

Governmental Health Care Organization Credit Risk Disclosures
.127 GASB Statement No. 40, Deposit and Investment Risk Disclosures, paragraph 7, requires credit quality
disclosures. Unless there is information to the contrary, obligations of the U.S. government, or obligations
explicitly guaranteed by the U.S. government, do not require disclosure of credit quality. GASB Statement
No. 40, paragraph 11, requires the disclosure of information about the concentration of credit risk associated
with investments. Investments issued or explicitly guaranteed by the U.S. government, and investments in
mutual funds, external investment pools, and other pooled investments, are excluded from the requirement.
Government-sponsored enterprise (GSE) investments are subject to credit risk disclosures, as discussed in
item 1.35 in the GASB Comprehensive Implementation Guide—2005. Common examples of GSEs are the Federal
Farm Credit Banks, Federal Home Loan Bank System, Freddie Mac (Federal Home Loan Mortgage Corpo
ration), Fannie Mae (Federal National Mortgage Association), and Sallie Mae (Student Loan Marketing
Association). Ginnie Mae (Government National Mortgage Association) securities are explicitly guaranteed
by the U.S. government.

Regulatory Developments
.128 This section of the Alert provides brief summaries of some of the regulations issued and regulatory
publications released since the writing of last year's Alert that may affect your clients in the health care
industry. The "Regulatory Pipeline" discussion in the "On the Horizon" section of this Alert discusses some
proposed rules that may be relevant to entities in the health care industry. Also consider the activities of
other regulatory bodies that may relate to your audits. See the "Information Sources" table at the end of this
Alert for a list of some Web sites that can provide additional information on regulatory developments. The
brief summaries provided in this section of the Alert are for informational purposes only. Refer to the full
text of the regulations and other documents that are discussed. You should be alert for updates, amendments,
or other changes to the rules discussed in this Alert, and for other developments related to regulatory activities.

Securities and Exchange Commission
Help Desk—See the AICPA Audit Risk Alert SEC and PCAOB Alert—2005106 (product no.
022496kk) for a thorough discussion of recent SEC developments.
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Continuing Disclosure Filings Under SEC Rule 15c2-12—DisclosureUSA
.129 Because of the SEC Rule 15c2-12 (17 CFR 240.15c2-12), issuers and other obligated persons of most
municipal securities offerings over set dollar amounts make "continuing disclosures" of annual financial
information and disclosures of certain, specific "material events." In the past, issuers and other obligated
persons usually have submitted documents with those disclosures in hardcopy format directly to each of the
nationally recognized municipal securities information repositories (NRMSIRs) and applicable state infor
mation depositories (SIDs).
.130 In 2004, DisclosureUSA.org began operating as an Internet-based "electronic post office" for those
filings. Instead of mailing numerous hard copies to NRMSIRs and SIDs, issuers and other obligated persons
and their dissemination agents may instead submit documents in any computer file format to Disclo
sureUSA.org at no charge. Those that currently do not wish to file electronic documents may instead file
paper documents for a small fee. DisclosureUSA.org will send the filings to each NRMSIR and applicable
SID. The SEC staff issued an Interpretative Letter authorizing the use of DisclosureUSA.org to meet the
continuing disclosure requirements, and encourages that use. The SEC is expected to consider mandating
the use of DisclosureUSA for all Rule 15c2-12 filings.

Help Desk—Instructions for making electronic and paper filings are at www.DisclosureUSA.
org. The SEC staff Interpretative Letter is available on the SEC Web site at www.sec.
gov/info/municipal/texasmac090704.pdf. The SEC Office of Municipal Securities release
"Tips for Making Continuing Disclosure Filings" is available on the SEC Web site at www.
sec.gov/info/municipal/discfiletips.htm.
.131 Auditors should consider advising their clients that are issuers and conduit borrowers to consider
the use of DisclosureUSA.org for their SEC Rule 15c2-12 filings. Although DisclosureUSA allows the
submission of electronic documents in any computer file format, the NRMSIRs and SIDS convert the files to
an Adobe® Acrobat® Portable Document Format (PDF) before releasing them to requesting parties. Auditors
should consider recommending to auditees that they submit their filings to DisclosureUSA in PDF to reduce
the possibility of subsequent data corruption. Auditors that help clients produce their financial statements
should consider using PDF. The PDF format also facilitates the security of financial statements and other
information that many entities post on their Internet sites.

SEC Antifraud Enforcement Action
.132 The general Audit Risk Alert—2005/06 discussion "Recent Accounting Frauds and Errors" notes SEC
enforcement cases about revenue recognition. An SEC enforcement action of interest to the health care
industry is briefly discussed in this section of the Alert. See SEC Litigation Release No. LR-19455, available
on the SEC Web site at www.sec.gov. The SEC settled an enforcement action against the former CFO of a
subsidiary of a nonprofit hospital and health care company for violation of the anti-fraud provisions of
federal securities laws. The subsidiary's financial results were consolidated in financial statements that were
included in various public bond offerings. The SEC alleged the CFO engaged in a fraudulent scheme to create
an appearance of steady earnings growth, using bogus manual journal entries that overstated operating
income and asset value (accounts receivable, fixed assets, and inventory), and understated liabilities in order
to ensure performance records met financial targets.

Current Accounting Issues
.133 The accounting staff in the SEC Division of Corporation Finance released "Current Accounting and
Disclosure Issues in the Division of Corporation Finance" (updated December 1,2005), available on the SEC
Web site at www.sec.gov. Among the current accounting and disclosure issues discussed are:

•

Lease accounting and disclosure

•

Investments (other than temporary declines in value, government-sponsored enterprises, and auc
tion rate securities)
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Issues associated with FASB Statement No. 133 (formal documentation, financial statement presen
tation and disclosure, auditing fair values)

Office of Inspector General
Publications: Work Plan and Semiannual Report
.134 The Office of Inspector General (OIG) of HHS investigates and monitors the Medicare and Medicaid
programs. On the HHS OIG Web site at www.oig.hhs.gov, you can access two publications that can be helpful
in obtaining information about current projects and investigative activities of the OIG—the OIG Work Plan
Fiscal Year 2006 and the OIG April 1-September 30, 2005 Semiannual Report.
.135 The Work Plan includes a section with ongoing and proposed OIG projects planned for CMS. The
projects planned for CMS are presented by categories that include hospitals (Medicare and Medicaid); home
health (Medicare); nursing homes (Medicare); managed care (Medicare); physicians and other health
professionals (Medicare); Medicaid administration, including upper payment limit programs; and other
services (Medicare and Medicaid). Some of those projects are presented in the following table.

Category
Medicare hospitals

•

•

•

•
•

•

•

•

•

•

Medicare home health

•

•

Project
Determine whether hospital and Medicare controls are
adequate to ensure the accuracy of hospital wage data used
to calculate wage indices for the inpatient PPS.
Review rural inpatient rehabilitation facilities' (IRF)
patients' and rural psychiatric hospitals' patients' lengths of
stay and cost of services.
Examine costs associated with new devices and
technologies to determine if reimbursement is appropriate.
Review outlier payments to psychiatric hospitals and
payments made for interrupted stays.
Determine the accuracy of Medicare payments for inpatient
rehabilitation stays when patient assessments are entered
late.
For payments to long-term care hospitals, review the
appropriateness of early discharges to home, interrupted
stays, outlier payments, and payments made under
arrangements to those hospitals.
Determine whether hospitals properly identify purchase
credits as a separate line in Medicare cost reports.
Determine whether current Medicare reimbursement
mechanisms appropriately reimburse providers for outlier
payments to hospital departments and community mental
health clinics.
Determine the extent to which hospitals are submitting
claims for services that should be bundled into outpatient
services.
Examine diagnosis related group (DRG) codes to determine
whether some acute care hospitals exhibit aberrant coding
patterns.
Evaluate the frequency of outliers and whether they cluster
in certain Home Health Resource Groups or geographical
areas.
Determine whether home health agencies' therapy services
met the threshold for higher payments.

(continued)
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Project
•

Determine whether skilled nursing facility care provided to
Medicare beneficiaries with consecutive inpatient stays was
medically reasonable and necessary.

•

Determine the extent and nature of medically unnecessary
or excessive billing for imaging and laboratory services.

•

Determine whether state Medicaid agencies' methods of
computing inpatient hospital award cost outlier payments
result in reasonable payments.

•

Determine whether states are appropriately determining
hospital's eligibility for Medicaid disproportionate share
hospital payments.

•

Determine the extent to which state Medicaid agencies have
contracted with consultants through contingency fee
payment arrangements and the impact of these
arrangements on the submission of questionable or
improper claims.

•

Determine how CMS's 2001 revised regulations have affected
state enhanced payments, focusing on the amount of
Medicaid funding claimed by selected States, as part of
upper payment limit programs, as well as the use of the funds.

.136 For a summary of the activities of the OIG for the six-month period ended September 30, 2005,
including notable criminal enforcement actions, civil settlements, and administrative sanctions, see the OIG
April 1-September 30, 2005 Semiannual Report.

Supplemental Compliance Program Guidance for Hospitals
.137 The OIG issued "OIG Supplemental Compliance Program Guidance for Hospitals," published in the
January 31,2005, Federal Register, to supplement prior compliance program guidance for hospitals issued in
1998. The guidance is available on the OIG home page at www.oig.hhs.gov/fraud/docs/complianceguidance/
012705HospSupplementalGuidance.pdf. Section II, "Fraud and Abuse Risk Areas," presents the following
fraud and abuse risk areas as particularly relevant to the hospital industry, noting that the guidance should
be used as a starting point for a hospital's legal review of its particular practices and for development or
refinement of policies and procedures to reduce or eliminate potential risk:

(A) Submission of Accurate Claims and Information
(B) The Referral Statutes: The Physician Self-Referral Law (the "Stark" Law) and the Federal Anti-Kickback Statute
(C) Payments to Reduce or Limit Services: Gainsharing Arrangements

(D) Emergency Medical Treatment and Labor Act (EMTALA)
(E) Substandard Care
(F) Relationships With Federal Health Care Beneficiaries
(G) HIPAA Privacy and Security Rules

(H) Billing Medicare or Medicaid Substantially in Excess of Usual Charges
(I) Areas of General Interest (discounts to uninsured patients, preventative care services, and profes
sional courtesy)
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Centers for Medicare and Medicaid Services
.138 You can find information about the proposed and final rules released by CMS and other CMS
activities on the CMS Web site at www.cms.hhs.gov. Many of the final and proposed rules released since the
writing of last year's Alert implement the provisions of the Medicare Prescription Drug, Improvement and
Modernization Act of 2003. CMS has created the Medicare Modernization Update at www.cms.hhs.
gov/MMAUpdate/ to provide information about CMS efforts to implement the Medicare Prescription Drug,
Improvement and Modernization Act of 2003, including the Medicare Part D prescription drug benefit
program. Beginning January 1, 2006, the Part D prescription drug benefit becomes effective. The initial
enrollment period for Medicare participants began on November 15, 2005, and continues through May 15,
2006. Enrollees contract directly with the insurers that have also negotiated agreements with CMS to provide
Part D prescription drug coverage. Enrollees can join a Medicare prescription drug plan, a Medicare
Advantage Plan, or other Medicare Health Plan. You can also find information about CMS demonstration
projects for Medicare pay-for-performance initiatives.
.139 As a reminder, health care organizations are continuing to implement final rules issued in prior years
to implement the Administrative Simplification provisions of HIPAA. Compliance deadlines in some
circumstances extend through May 23,2008. In August 2005, it was announced that CMS would not process
non-HIPAA compliant electronic Medicare claims that were submitted for payment as of October 1, 2005.
Also, CMS established a new Medicare PPS for inpatient psychiatric facilities to replace the existing
cost-based system. The final rule was published in the November 15, 2004, Federal Register, and is effective
for cost reporting periods beginning on or after January 1, 2005. The rule contains an outlier policy and a
stop-loss provision to ensure hospitals avoid significant losses during the transition period. Freestanding
psychiatric hospitals and certified psychiatric units in general acute care hospitals are included in the PPS.

U.S. Department of Health and Human Services
.140 HHS published the final rule HIPAA Administrative Simplification: Enforcement, in the February 16,
2006, Federal Register, to impose civil monetary penalties on entities that violate the rules adopted by HHS
to implement HIPAA Administrative Simplification provisions. The final rule provides that in the context
of the HIPAA rules, a covered entity generally could be held liable for a civil monetary penalty based on the
actions of any agent acting within the scope of the agency. A business associate will often be an agent of a
covered entity. A covered entity that complies with the HIPAA rules governing business associates will not
be held liable for a business associate's actions that violate the rules. If the covered entity does not enter into
the requisite arrangements or contracts, or does not take reasonable steps to cure a breach or end a violation
by the business associate, it could be held liable for the actions of the business associate agent.

Internal Revenue Service

Private Activity Bonds
.141 In December 2005, the Internal Revenue Service (IRS) published final regulations affecting issuers
of tax-exempt bonds, amending sec. 141 of the Internal Revenue Code (IRC), to provide rules on the
application of the private activity bond tests to refunding issues. The final regulations apply to bonds sold
on or after February 17, 2006, and subject to the January 16,1997 final regulations relating to the definition
of private activity bonds and related rules. Among other matters, the final regulations provide that, in
general, for the application of the private activity bond tests, a refunding issue and a prior issue are tested
separately under IRC section 141, and the determination of whether a refunding issue consists of private
activity bonds does not depend on whether the prior issue consisted of private activity bonds. The final
regulations also amend regulations under IRC sections 145,149, and 150, by providing rules on certain related
matters. Visit the IRS Web site at www.irs.gov to obtain the final regulations.
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Enforcement Project for Compensation Practices
.142 In 2004, as part of its Tax Exempt Compensation Enforcement Project, the IRS announced an
enforcement effort to identify and halt abuses by tax-exempt organizations that pay excessive compensation
and benefits to officers and other insiders. Visit the IRS Web site at www.irs.gov for the IRS news release
announcing this enforcement effort.
.143 The IRS, seeking information about compensation practices and procedures, contacted nearly 2,000
charities and foundations. Particular areas of focus included the compensation of specific officers and various
kinds of insider transactions. A December 14,2005, speech by an IRS Commissioner highlights IRS initiatives
on tax-exempt organization issues, noting the Commissioner expects IRS scrutiny in 2006 of executive loans
and a closer look at hospital executive compensation. Visit the IRS Web site at www.irs.gov to obtain the
speech.

Issues of Interest to Tax-Exempt Organizations Available on IRS Web Site
.144 The IRS Web site for tax-exempt organizations at www.irs.gov/eo was expanded to include a page
describing recent testimony of IRS and U.S. Department of the Treasury officials with issues of interest to
tax-exempt organizations, including the tax-exempt hospitals and health care organizations.

Revision of Form 1023
.145 The IRS revised Form 1023, “Application for Recognition of Exemption Under Section 501(c)(3) of
the Internal Revenue Code." The Form 1023 revisions to the specialized schedule for hospitals were discussed
in "Written Statement of Mark W. Everson, Commissioner of Internal Revenue Before the Committee on
Ways and Means, United States House of Representatives, A Review of the Tax-Exempt Hospital Sector,
May 26, 2005." Visit the IRS Web site at www.irs.gov, to obtain the Statement and additional information
about Form 1023.

On the Horizon
.146 Auditors should keep abreast of auditing and accounting developments and upcoming guidance
that may affect their engagements. You should check the appropriate standard-setting Web sites (listed
below) for a complete picture of all of the accounting and auditing projects in progress. The AICPA general
Audit Risk Alert—2005/06 (product no. 022336kk) presents brief information about selected projects that may
have a broad interest and are expected to result in final standards in the near future. Brief information about
projects that are especially relevant to the health care industry is presented in this Alert.

.147 Remember that exposure drafts are nonauthoritative and cannot be used as a basis for changing
GAAP or GAAS.
Help Desk—See the AICPA Audit Risk Alert SEC and PCAOB Alert—2005/06 (product no.
022496kk) for information about proposed SEC rules and PCAOB auditing standards on the
horizon.
.148 The following table lists the various standard-setting bodies' Web sites, where information may be
obtained on outstanding exposure drafts, including downloading a copy of the exposure draft. These Web
sites contain much more in-depth information about proposed standards and other projects in the pipeline.
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Standard-Setting Body

Web Site

AICPA Auditing Standards
Board (Note that for audits of
public companies, the Public
Company Accounting Oversight
Board sets auditing standards.)

www.aicpa.org/members/div/auditstd/drafts.htm

Public Company Accounting
Oversight Board

www.pcaobus.org

AICPA Accounting Standards
Executive Committee

www.aicpa.org/members/div/acctstd/edo/index.htm

Financial Accounting
Standards Board

www.fasb.org

Governmental Accounting
Standards Board

www.gasb.org

Professional Ethics
Executive Committee

www.aicpa.org/members/div/ethics/index.htm

Accounting Pipeline
Combinations of Not-for-Profit Organizations
.149 The FASB plans to issue an exposure draft of its proposed standard on not-for-profit combinations
in the second quarter of 2006. In addition to developing standards of accounting and reporting for the
acquisition of another entity by a not-for-profit organization, the not-for-profit organizations combinations
project will provide guidance to assist not-for-profit organizations with applying FASB Statement No. 142,
Goodwill and Other Intangible Assets. You can obtain additional information about the status of this project,
including a summary of tentative decisions reached by the FASB, on the FASB Web site at www.fasb.org.
Auditors of not-for-profit health care organizations will note among the tentative decisions reached at the
December 20, 2005, FASB meeting, a requirement that not-for-profit health care organizations that report a
performance indicator in accordance with the requirements in the Audit and Accounting Guide Health Care
Organizations, present any contribution inherent in a merger or acquisition separately from the performance
indicator, unless the acquired business or nonprofit activity meets the criteria to be classified as held-for-sale
in paragraph 32 of FASB Statement No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets.

.150 The general Audit Risk Alert—2005/06 informs readers about the FASB's release in June 2005 of an
exposure draft of a proposed Statement, Business Combinations, that would replace FASB Statement No. 141,
Business Combinations. That exposure draft notes that the proposed guidance would not apply to combina
tions between not-for-profit organizations or the acquisition of a for-profit business by a not-for-profit
organization.

Proposed FASB Statement, Consolidated Financial Statements, Including Accounting and
Reporting of Noncontrolling Interests in Subsidiaries
.151 The general Audit Risk Alert—2005/06 informs readers about the FASB's release in June 2005 of an
exposure draft of a proposed Statement, Consolidated Financial Statements, Including Accounting and Reporting
of Noncontrolling Interests in Subsidiaries, that would replace ARB No. 51, Consolidated Financial Statements, as
amended. Paragraph 35 of the exposure draft notes that the guidance in paragraphs 20 through 34 of the
proposed Statement would not be applied by not-for-profit organizations until interpretive guidance related
to those paragraphs is issued.
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Proposed FASB Statement for Fair Value Measurements
.152 The FASB's exposure draft of a proposed FASB Statement, Fair Value Measurements, is discussed in
the general Audit Risk Alert—2005/06. On October 21, 2005, the FASB posted a working draft of the final
standards section of the Statement on the FASB Web site. The working draft has been revised. Proposed
guidance in the working draft (revised 3/15/06) is briefly discussed in this Alert.

.153 The proposed FASB Statement would define fair value and establish a framework for measuring
fair value under accounting pronouncements. Fair value is defined in paragraph 5 of the working draft as
the price that would be received for an asset or paid to transfer a liability in a transaction between market
participants at the measurement date. As discussed in paragraphs 19 through 21, valuation techniques used
to measure fair value would be required to be consistent with the market approach, the income approach,
and/or the cost approach. When a valuation technique is used to measure fair value, it should be appropriate
in the circumstances and consistently applied. A change in valuation technique is appropriate if the change
results in a measurement more representative of fair value in the circumstances.
.154 The proposed FASB Statement would not require any new fair value measurements, but would
apply under other accounting pronouncements that require fair value measurements. The proposed FASB
Statement would amend a number of existing pronouncements. Expanded disclosures would be required,
focusing on the inputs used to measure fair value and the effects of the measurements on income (or changes
in net assets) for the period. To check for the issuance of a final FASB Statement, visit the FASB Web site at
www.fasb.org.

FASB Project—Cash Flow Hedge Accounting
.155 FASB Statement No. 133, Accounting for Derivative Instruments and Hedging Activities, paragraph 29,
as amended, describes the additional criteria that must be met to designate a forecasted transaction as a
hedged transaction in a cash flow hedge.
.156 At the April 19-20, 2005, AcSEC meeting, it was noted that in the health care industry, there are
differences in opinion as to whether cash flow hedge accounting is appropriate for floating-to-fixed interest
rate swaps involving auction-rate debt, resulting in diversity in practice in the application of the cash flow
hedge accounting guidance in paragraph 29. Interest rate swaps involving auction-rate debt are one of the
most common types of derivative transactions entered into by not-for-profit health care organizations.

.157 In February 2006, the FASB added a project to its agenda to provide implementation guidance for
paragraph 29(h). The implementation guidance would clarify existing guidance as to when the risk of
changes in cash flows attributable to the changes in the designated benchmark interest rate can be designated
as the hedged risk in a cash flow hedge of a variable-rate financial asset or liability (for example, auction rate
notes issued by health care entities).
.158 The April 19-20, 2005, AcSEC meeting highlights are available on the AICPA Web site at www.
aicpa.org. For more information about this FASB project, visit the FASB Web site at www.fasb.org.

Proposed GASB Statement, Sales and Pledges of Receivables and Future Revenues
.159 In September 2005, the GASB released an exposure draft of a proposed GASB Statement, Sales and
Pledges of Receivables and Future Revenues. The proposed GASB Statement would establish accounting and
reporting standards for transactions where a government receives or is entitled to proceeds in exchange for
future cash flows generated by collecting specific receivables or specific future revenues. The proposed GASB
Statement presumes that a transaction would be reported as a collateralized borrowing, unless criteria
indicating a sale has taken place are met. For collateralized borrowing transactions, the receivables or future
revenues would be considered for financial statement purposes as pledged rather than sold. For sale
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transactions, the selling government would no longer recognize as assets the receivables sold, and would
remove the individual accounts at their carrying values, with the difference between proceeds and carrying
value recognized as a gain or loss. In a sale of future revenues, the selling government would report the
proceeds as revenue or deferred revenue. The exposure draft proposes disclosures in the notes to the financial
statements related to future revenues that are pledged or sold. For updated information about the exposure
draft, visit the GASB Web site at www.gasb.org.

Proposed GASB Statement, Accounting and Financial Reporting for Pollution
Remediation Obligations
.160 In January 2006, the GASB released an exposure draft of a proposed GASB Statement, Accounting
and Financial Reporting for Pollution Remediation Obligations. Once any one of five specified obligating events
occurs, a government would be required to estimate the components of expected pollution remediation
outlays and accrue a liability (or capitalize an asset), if appropriate, using an expected cash flows measure
ment technique. Certain disclosures would be required for recognized pollution remediation liabilities and
recoveries. For updated information about the exposure draft, visit the GASB Web site at www.gasb.org.

Proposed GASB Technical Bulletin, Accounting and Financial Reporting by Employers
and OPEB Plans for Payments from the Federal Government Pursuant to the Provisions of
Medicare Part D
.161 In February 2006, the GASB released a proposed GASB Technical Bulletin that would clarify the
application of existing standards of accounting and financial reporting to payments that an employer receives
from the federal government under the new Medicare Part D prescription drug benefit went into effect
January 1, 2006.

Proposed SOP on Accounting by Parent Companies and Equity Method Investors for
Investments in Investment Companies
.162 AICPA Proposed SOP, Clarification of the Scope of the Audit and Accounting Guide Investment
Companies and Accounting by Parent Companies and Equity Method Investors for Investments in Investment
Companies, would provide guidance for determining whether an entity is within the scope of the Audit and
Accounting Guide Investment Companies. An investment company that is within the scope of that Guide may
be (1) a subsidiary of another entity or (2) an investment of an investor that has the ability to exercise
significant influence over the investment company and applies the equity method of accounting to its
investment in the entity. If so, investment company accounting, the specialized industry accounting princi
ples in the Audit and Accounting Guide Investment Companies, should be retained in the financial statements
of the parent company or equity method investor if certain conditions are met. The proposed SOP provides
guidance for determining whether investment company accounting should be retained in the financial
statements of the parent company or the equity method investor. The exposure draft does not include special
provisions for not-for-profit organizations. Not-for-profit organizations would apply the SOP in the same
manner as other entities.
.163 The proposed SOP would require certain disclosures, and would amend paragraphs 11.10 and 11.17
in the Audit and Accounting Guide Health Care Organizations. Health care organizations that are parent
companies of, or equity investors in, investment companies should be alert for the release of a final SOP,
which is expected in the second quarter of 2006.

Overhaul of the Audit and Accounting Guide Health Care Organizations
.164 The AICPA Health Care Guide Revision Task Force6 is working on an overhaul of the Audit and
Accounting Guide Health Care Organizations for nongovernmental entities. On the AICPA Web site at
6 The Health Care Guide Revision Task Force comprises members of the Healthcare Expert Panel and others who have significant
experience and knowledge in health care accounting and auditing.
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www.aicpa.org/members/div/acctstd/highlights_AcSEC_healthcare_issues_meetings.asp, excerpts from
AcSEC meeting highlights regarding health care issues discussed in connection with the project are available.
Some of the meeting highlights about issues, such as malpractice liabilities, charity care, and patient revenues,
were previously discussed in this Alert.

Regulatory Pipeline
.165 Certain proposed rules that were released and not final as of the writing of this Alert, and that may
be particularly relevant to the health care industry, are discussed in this section. You should refer to the full
text of the releases discussed. See the "Information Sources" table at the end of this Alert for a list of some
Web sites that can provide information about regulatory developments and updated information about the
proposed rules discussed in this section of the Alert.

Office of Inspector General
.166 OIG released "Draft OIG Compliance Program Guidance for Recipients of PHS Research Awards,"
published in the November 28, 2005, Federal Register, for recipients of extramural research awards from the
National Institutes of Health and other agencies of the U.S. Public Health Service (PHS).

.167 The OIG released the proposed rule "Medicare and State Health Care Programs: Fraud and Abuse;
Safe Harbor for Certain Electronic Prescribing Arrangements Under the Anti-Kickback Statute," published
in the October 11, 2005, Federal Register, establishing (1) a new Medicare Prescription Drug, Improvement,
and Modernization Act-mandated electronic prescribing safe harbor, and (2) new safe harbor protection for
electronic health records software and directly-related training services.

.168 The OIG released the proposed rule, "Medicare and State Health Care Programs: Fraud and Abuse;
Safe Harbor for Federally Qualified Health Centers Under the Anti-Kickback Statute," published in the July
1, 2005, Federal Register, establishing standards for a safe harbor that would protect certain remuneration
provided by individuals or entities to certain health centers.

Internal Revenue Service
.169 The IRS released "Standards for Recognition of Tax-Exempt Status if Private Benefit Exists or If an
Applicable Tax-Exempt Organization Has Engaged in Excess Benefit Transactions," published in the
September 9,2005, Federal Register, with proposed regulations clarifying the substantive requirements for tax
exemption under IRC sec. 501(c)(3). The proposed regulations provide guidance on factors the IRS would
consider in determining whether a 501(c)(3) tax-exempt organization that engages in one or more excess
benefit transactions described in IRC section 4958 will continue to be recognized as exempt under section
501(c)(3). Examples to illustrate the requirement that the exempt organization serve a public interest rather
than a private interest would be added under section 501(c)(3).

Securities and Exchange Commission
.170 The SEC released a proposed rule, Executive Compensation and Related Party Disclosure, that would
revise SEC rules governing disclosure of executive and director compensation, related party transactions,
director independence and other corporate governance matters, and security ownership of officers and
directors. The revisions would apply to disclosures in proxy and information statements, periodic reports,
current reports, and other Securities Exchange Act of 1934 (1934 Act) filings, and to registration statements
filed under the 1934 Act and Securities Act of 1933.
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Resource Central
Education courses, Web sites, publications, and other resources available to CPAs

AICPA Products and Publications
.171 In addition to the AICPA publications already discussed in this Alert, the following are some of the
AICPA products and publications that may also be of interest to auditors of health care organizations. To
order these and other AICPA products, receive information about AICPA activities, and find help on your
membership questions, call the AICPA Service Center Operations at (888) 777-7077.

Checklist and Illustrative Financial Statements for Health Care Organizations
.172 The Checklist and Illustrative Financial Statements for Health Care Organizations is a nonauthoritative
financial accounting and reporting practice aid that is updated annually. The most recent update of the
checklist is the June 2005 edition (product no. 009026kk).

Audit and Accounting Manual
.173 The Audit and Accounting Manual (revised as of August 1,2005) (product no. 005135kk) is a valuable
nonauthoritative practice tool designed to provide assistance for audit, review, and compilation engage
ments. It contains numerous practice aids, samples, and illustrations, including audit programs; auditors'
reports; checklists; and engagement letters, management representation letters, and confirmation letters.

Auditing Governmental Financial Statements: Programs and Other Practice Aids
.174 The AICPA has developed this nonauthoritative Practice Aid (product no. 006602kk) for auditors,
as a companion to the Audit and Accounting Guide State and Local Governments. Although this Practice Aid
does not address concerns unique to the audits of the basic financial statements presented by special-purpose
governments, you can use it as a "core" tool for those engagements.

Understanding and Implementing GASB's New Financial Reporting Model: A Question and
Answer Guide for Preparers and Auditors of State and Local Governmental Financial
Statements (Revised Edition)
.175 This nonauthoritative publication (product no. 022516kk) provides a summary of the significant
portions of GASB Statement No. 34 and related GASB publications in a question-and-answer format.

Auditing Recipients of Federal Awards: Practical Guidance for Applying OMB Circular
A-133 (Third Edition)
.176 This newly revised and expanded publication (product no. 006621kk) incorporates the 2003 revision
of Government Auditing Standards and the guidance in the AICPA Audit Guide Government Auditing
Standards and Circular A-133 Audits. With new chapters and new practice aids, it continues to include a
comprehensive case study that could be used as a staff training tool. The publication comes with a CD-ROM
containing all of the practice aids.

Audit Committee Toolkit: Not-for-Profit Organizations
.177 Audit Committee Toolkit: Not-for-Profit Organizations provides a comprehensive set of best practices
for audit committees of not-for-profit organizations to help them carry out their responsibilities effectively.
The toolkit covers governance topics ranging from increasing the usefulness of the audit committee charter
and hiring the chief audit executive to conducting an executive session and evaluating independent auditors.
It is available through the AICPA Audit Committee Effectiveness Center at www.aicpa.org/audcommctr/
toolkitsnpo/homepage.htm.
AICPA Audit and Accounting Manual

AAM §8030.177

8120-28

Alerts

71

6-06

Audit Committee Toolkit: Government Organizations
.178 Audit Committee Toolkit: Government Organizations covers a variety of governance topics, including
conducting an executive session, discussions to expect from the independent auditor, peer review of CPA
firms, evaluating independent auditors, fraud, and internal controls. It is available through the AICPA Audit
Committee Effectiveness Center at www.aicpa.org/audcommctr/toolkitsgovt/homepage.htm.

AICPA reSOURCE
.179 With AICPA reSOURCE you can access accounting and auditing materials online with the AICPA
Library or the AICPA Library + FASB Library. You can tailor your subscription by choosing titles you use
most often. An Audit and Accounting Guide set for Health Care Organizations is available consisting of the
Audit and Accounting Guide Health Care Organizations, Checklist and Illustrative Financial Statements for Health
Care Organizations, and Health Care Industry Developments Audit Risk Alert. Top audit and accounting guides,
checklists, and audit risk alerts are available as individual subscriptions. To subscribe or to learn more about
AICPA RESOURCE, go online at www.cpa2biz.com.

Education Courses
.180 The AICPA has developed a number of CPE courses that are valuable to CPAs working in the health
care industry, many of them available for both group study and self study. For more information, call (888)
777-7077.

Online CPE
.181 AICPA InfoBytes. AICPA InfoBytes, offered exclusively through cpa2biz.com, is the AICPA's flag
ship online learning product. Divided into one- and two-credit courses that are available 24/7, AICPA
InfoBytes offers hundreds of hours of learning in a wide variety of topics. To register or learn more, visit
www.cpa2biz.com.

National Healthcare Industry Conference
.182 The annual AICPA National Healthcare Industry Conference provides up-to-date information on
the latest developments in health care issues. To get information, call (888) 777-7077 or go online at www.
cpa2biz.com.

AICPA Governmental Audit Quality Center
.183 The AICPA Governmental Audit Quality Center (GAQC) is a firm-based, voluntary membership
center designed to promote audit quality and provide firms with tools and resources to help them in their
governmental audits. The GAQC's Internet site, www.aicpa.org/GAQC, which provides information on
membership, is a comprehensive tool for members, including news updates, information on performing
audits under GAS, Circular A-133, and various federal audit guides, and important product and educational
updates. While some of the Internet site is available only to member firms, nonmembers can access a good
portion of the site, including the latest news and product information, details on important aspects of
performing governmental audits, and updates on audit quality issues.

AICPA Hotlines
Accounting and Auditing Technical Hotline
.184 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call (888) 777-7077 or visit the AICPA Web site at www.aicpa.org.
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Ethics Hotline
.185 Members of the AICPA Professional Ethics Team answer inquiries concerning independence and
other behavioral issues related to the application of the AICPA Code of Professional Conduct. Call (888)
777-7077. Send email inquiries to ethics@aicpa.org.

American Institute of Certified Public Accountants—Web Site
.186 AICPA Online (www.aicpa.org) is the AICPA's Web site on the Internet. The site offers users the
opportunity to stay abreast of developments in accounting, auditing, and professional ethics. AICPA Online
resources include professional news, membership information, state and federal legislative updates, AICPA
press releases, speeches, exposure drafts, and a list of links to other accounting- and finance-related sites. On
the AICPA Web site at www.aicpa.org/members/div/acctstd/expertpanel_healthcare.asp, you will find
meeting highlights of the AICPA Healthcare Expert Panel and other information about AICPA activities of
interest to auditors of health care organizations.

Other Helpful Web Sites
.187 Further information on matters addressed in this Audit Risk Alert is available through various
publications and services offered by a number of organizations. Some of those organizations are listed in the
"Information Sources" table at the end of this Alert.
.188 This Audit Risk Alert replaces the Health Care Industry Developments—2004/05 Audit Risk Alert. The
Health Care Industry Developments Audit Risk Alert is published annually. As you encounter audit or industry
issues that you believe warrant discussion in next year's Alert, please feel free to share them with us. Any
other comments that you have about the Alert would also be appreciated. You may e-mail these comments
to mkasica@aicpa.org or write to:

Maryann Kasica, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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Information Sources
Organization

Web Site

American Institute of Certified
Public Accountants
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
Telephone: (888) 777-7077
(Service Center Operations)

www.aicpa.org

Public Company Accounting Oversight Board

www.pcaobus.org

Financial Accounting Standards Board
Order Department:
401 Merritt 7
P.O. Box 5116
Norwalk, CT 06856-5116
Telephone: (800) 748-0659

www.fasb.org

Governmental Accounting Standards Board
Order Department:
401 Merritt 7
P.O. Box 5116
Norwalk, CT 06856-5116
Telephone: (800) 748-0659

www.gasb.org

Industry associations:
Healthcare Financial Management Association
The Catholic Health Association
of the United States
Federation of American Hospitals

www.hfma.org

Centers for Medicare and Medicaid Services

www.cms.hhs.gov

Government Accountability Office

www.gao.gov

Internal Revenue Service

www.irs.gov

Municipal Securities Rulemaking Board

www.msrb.org

National Federation of Municipal Analysts

www.nfma.org

Securities and Exchange Commission

www.sec.gov

U.S. Department of Health and
Human Services

www.hhs.gov

U.S. Office of Management and Budget

www.omb.gov

www.chausa.org
www.fahs.com

[The next page is 8121.]
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AAM Section 8040
Insurance Industry Developments—2005/06
STRENGTHENING AUDIT INTEGRITY
SAFEGUARDING FINANCIAL REPORTING

NOTICE TO READERS
INSURANCE INDUSTRY DEVELOPMENTS—2005/06
This Audit Risk Alert, prepared by the AICPA staff, is intended to provide auditors of insurance
company financial statements with an overview of recent economic, industry, regulatory and
professional developments that may affect the engagements and audits they perform.

This publication is an Other Auditing Publication as defined in AU section 150, Generally Accepted
Auditing Standards (AICPA, Professional Standards, vol. 1). Other Auditing Publications have no
authoritative status; however, they may help the auditor understand and apply SASs.

If an auditor applies the auditing guidance included in an Other Auditing Publication, he or she
should be satisfied that, in his or her judgment, it is both appropriate and relevant to the circumstances
of his or her audit. The auditing guidance in this document has been reviewed by the AICPA Audit
and Attest Standards staff and published by the AICPA, and is presumed to be appropriate. This
document has not been approved, disapproved, or otherwise acted on by a senior technical committee
of the AICPA.

Julie Gould, CPA
Technical Manager
Accounting and Auditing Publications
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How This Alert Helps You1
.01 This Audit Risk Alert helps you plan and perform your insurance audits. The knowledge delivered
by this Alert assists you in achieving a more robust understanding of the business environment in which
your clients operate. This Alert is an important tool in helping you identify the significant risks that may
result in the material misstatement of your client's financial statements. Moreover, this Alert delivers
information about emerging practice issues, and information about current accounting, auditing, and
regulatory developments.
.02 If you understand what is happening in the insurance industry and you can interpret and add value
to that information, you will be able to offer valuable service and advice to your clients. This Alert assists
you in making considerable strides in gaining that industry knowledge and understanding it.

Industry and Economic Developments
.03 Economic expansion in 2005 started off slowly in the first quarter, with the U.S. annualized growth
rate holding constant at 3.8 percent from the fourth quarter of 2004. Real gross domestic product (GDP) only
increased 3.3 percent in the second quarter, according to the Bureau of Economic Analysis. (The pace of
expansion slowed in the early spring, but activity picked up by the end of the second quarter.)

.04 Before Hurricane Katrina, the yield curve had started to flatten and inflation came into view, with
the rising price of oil, gas, and commodities being passed on to consumers. In an effort to slow inflation, the
Federal Reserve Board (FRB) increased rates 25 basis points eight times in 2005 to raise the federal fund
discount rate to 4.25 percent. The auditor needs to consider the rising rate impact on an institution's
profitability, liquidity, and investment portfolio value. Management needs to have adequate asset liability
management procedures in place to understand and manage its interest-rate risk and liquidity risk in this
rising interest rate environment.
.05 September 2005 news reports estimated private insurer costs related to Hurricane Katrina (Katrina)
could reach $40 to $60 billion or more.1
2 (This has now been magnified by Hurricanes Rita and Wilma.) In
contrast, as reported by Insurance Services Office, losses from the major hurricanes in 2004 were approxi
mately only one third of this amount, or $21 billion. First-time jobless claims rose 71,000 to 398,000 in the
week ended September 10, which is the highest level in two years. The Labor department estimated Katrina
accounted for 68,000 claims. Manufacturing softened, with energy prices affecting the bottom line.
.06 Katrina's effects will ripple throughout the economy; expected GDP expansion has been reduced by
0.7 percent and 0.4 percent for the third and fourth quarters, respectively, inflation may continue to rise, as
this hurricane was different from others in that it directly disrupted pipelines, oil refineries, trade, and
agriculture. The cost of borrowing and the return on investment will squeeze margins if Katrina flattens the
yield curve further. The FRB raised interest rates, despite the hurricane. However, not all economists viewed
the decision as constructive. For specific year-end audit risks related to the hurricane, see the sections
1 This Alert includes auditing information from both the AICPA and Public Company Accounting Oversight Board (PCAOB)
auditing standards. In referring to AICPA professional standards, this Alert cites the applicable sections of AICPA Professional Standards.
In referring to PCAOB standards, this Alert cites the applicable sections of PCAOB Standards and Related Rules. In those cases in which
the auditing standards of the AICPA and those of the PCAOB are the same, this Alert cites the applicable section of the AICPA
Professional Standards publication only. Additionally, when referring to the professional standards, this Alert cites the applicable sections
of the codification and not the numbered statements, as appropriate. For example, Statement on Auditing Standards (SAS) No. 54 is
referred to as AU section 317 of the AICPA Professional Standards.
2 Total damages are expected to exceed $200 billion, with the federal government expected to spend over $100 billion for response
and recovery efforts associated with Katrina in Alabama, Florida, Louisiana, Mississippi, and other affected areas (www.uscongress.
com).
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"Property and Casualty Spotlight—Hurricanes Katrina and Rita" and "Regulatory Risk—Property and
Casualty Assessment Facts and Circumstances." For additional interest rate risk discussion, see the section
herein entitled "Life and Health Sector."

Property and Casualty Sector
.07 The U.S. property and casualty insurance industry reported its best performance in decades in the
first half of 2005. The industry combined ratio was 92.7 percent and the return on surplus was 15.3 percent
according to the Insurance Information Institute. However, third-quarter catastrophe losses of an estimated
$40 to $60 billion from Hurricanes Katrina and Rita offset much of the previous gains. In addition to property
lines, insurers writing trade credit and bond guarantee coverages may have incurred losses due to Katrina.
Some companies are also subject to assessments related to fund losses levied by high-risk pools in Florida,
Alabama, Mississippi, and Louisiana.

Commercial
.08 Survey data released by The Council of Insurance Agents and Brokers depicts that, prior to the
hurricane losses, commercial property and casualty premium rates were softening in response to increased
competition. Decreases in deductibles as well as underwriting flexibility surrounding current terms and
conditions indicated an appetite for increased market share. However, subsequent to the hurricanes, rates
are expected to level off or increase for property lines, particularly in hurricane-exposed areas of the southeast
and Gulf Coast. Areas affected by slight premium increases include surety bonds, directors' and officers'
insurance, broker errors and omissions, construction and medical malpractice lines, as well as worker's
compensation, with the exception of California, where 2004 legislative reforms have caused significant
decreases in worker's compensation premiums.

Personal Lines
.09 The Insurance Information Institute reports that small decreases in claim cost and frequency have
resulted in continuing moderation of homeowner insurance premium cost in 2005. (This is partially due to
the fact that some companies have limited new business or even reduced policy count with exposure to
Florida windstorms.)

.10 In automobile lines, safer cars, a reduced number of accidents, new technology to recover stolen autos,
as well as fraud-fighting efforts, have all kept auto insurance rate increases moderate. These positive factors
have been offset by rising costs for medical care, vehicle repairs, and higher jury awards.

Response to Catastrophe
.11 Many companies suffered significant catastrophe losses in 2005. For more specific information see
the next section "Property and Casualty Spotlight—Hurricanes Katrina and Rita." Affected companies have
had solvency ratings considered for downgrade. To counteract, companies replaced lost capital by issuing
debt or equity securities. Having protected their rating and capacity, companies are anticipating more
profitable opportunities from increased rates upon renewal of affected property coverages. In addition,
property catastrophe risk exposure is becoming increasingly popular with hedge funds as an alternative for
portfolios diversification to enhance returns. Some hedge funds are even establishing their own reinsurance
companies.

Property and Casualty Spotlight—Hurricanes Katrina and Rita
.12 Hurricane Katrina made landfall in Florida on August 25, 2005, and again in the states of Louisiana,
Mississippi, and Alabama on August 29, 2005. Densely populated areas of Louisiana and Mississippi were
evacuated in anticipation of the storm. There was unprecedented damage from storm surges and wind (the
AICPA Audit and Accounting Manual
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federal government underwrites flood insurance, but insurers are bracing for losses from other claims, such
as wind damage). The New Orleans' levies were breached, resulting in widespread flooding throughout the
region. Additionally, the unprecedented 30-foot storm surge caused significant flood damage in other parts
of Louisiana, as well as in Mississippi and Alabama. Shortly after insurers had begun to assess the impact of
Katrina, Rita followed a similar path but, luckily, with less severe destruction.3 According to Insurance
Service Office Inc. (ISO),4 "the preliminary estimate of damages to homes and businesses in six states would
make Katrina the most costly U.S. natural disaster ever, surpassing the inflation-adjusted $20.8 billion in
losses from Hurricane Andrew in 1992."
.13 On October 4,2005, the Securities and Exchange Commission (SEC) announced new regulatory relief
designed to help ensure that insurers have the capital and liquidity to pay Katrina and Rita victims. The
Division of Corporation Finance has taken steps to enable insurers for victims of Katrina and Rita to take
advantage of short-form registration statements on Form S-3, and to speed the processing of new registration
statements. The Division of Corporation Finance has been instructed to continue these administrative steps
through December 1,2005. Practitioners who work with or at insurance and reinsurance companies will have
to address a number of accounting and disclosure, and auditing considerations, that will arise as the financial
consequences of these events are recognized in financial statements.

Audit Risk Area—Claims Expense and Loss Reserves
.14 Claim and claim expense payments. In most cases, claim and claim expense payments originate with
evidence of loss that may include signed proofs of loss, releases, medical bills, repair bills, or invoices for
fees of independent adjusters. When these documents are received, they are reviewed and analyzed before
payment is authorized.

.15 Liabilities for the cost of unpaid claims, including estimates of the cost of claims incurred but not
reported, are accrued when insured events occur. Under generally accepted accounting principles (GAAP),
the liability for unpaid claims is based on the estimated ultimate cost of settling the claims (that is, the total
payments expected to be made) and should include the effects of inflation, and other social and economic
factors.

.16 Given the unique nature of the events surrounding these storms and the difficulties of gaining access
to the affected areas in order to perform claim-adjusting procedures, information used to inform the
estimation process surrounding claims and loss reserves may not be available in a timely fashion. Under
GAAP, consideration should be given to the guidance in Financial Accounting Standards Board (FASB)
Statement No. 5, Accounting for Contingencies; FASB Interpretation No. 14, Reasonable Estimation of the Amount
of a Loss—an Interpretation of FASB Statement No. 5; Statement of Position (SOP) 94-6, Disclosure of Certain
Significant Risks and Uncertainties; and SEC Staff Accounting Bulletin (SAB) No. 87, Contingency Disclosures
on Property/Casualty Insurance Reserves for Unpaid Claim Costs, which governs accounting and reporting if
property liability loss reserves qualify as loss contingencies. Additional guidance can be found in SAB No.
92, Accounting and Disclosures Relating to Loss Contingencies; and Financial Reporting Release No. 20, Rules
and Guide for Disclosures Concerning Reserves for Unpaid Claims and Claim Adjustment Expenses of PropertyCasualty Underwriters.
.17 Under Statutory Accounting Principles (SAP), Statement of Statutory Accounting Principles (SSAP)
No. 55, Unpaid Claims, Losses and Loss Adjustment Expenses, provides that the liability for unpaid losses and
loss adjustment expenses shall be based upon the estimated cost of settling the claims (including the effects
of inflation and other societal and economic factors), using past experience adjusted for current trends, and
any other factors that would modify past experience. SSAP No. 62, Property and Casualty Reinsurance; and
Hurricane Wilma rounded out the U.S. season with its impact on Florida.
From the October 4, 2005, Associated Press online article, Survey: $34.4B in Claims From Katrina.
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SSAP No. 65, Property and Casualty Contracts, provide guidance on reinsurance accounting and accounting
for contracts having certain features, such as claims made policies and high deductible policies, respectively.
.18 Auditing Considerations. Due to the increased number and complexity of transactions surrounding
claims and claim expenses, inherent risk surrounding the recording and payout of claims can increase. The
auditor needs to evaluate the client's response and adherence to criteria and related internal controls
surrounding expenses.
.19 The identification of changes surrounding valuation variables and consideration of their effect on
losses are critical audit steps. The evaluation of these factors requires the involvement of specialists as well
as input from various operating departments within the company such as marketing, underwriting, actuar
ial, reinsurance, and legal. To recognize and measure loss estimates, an inherent assumption in loss reserve
projections is that historical loss patterns can be used to predict future patterns with reasonable accuracy.
Because both hurricane frequency and strength have increased over the past two seasons; variables surround
ing past and future loss patterns and the effect of changes in such variables on the results of loss projections
need to be carefully considered in the ever-changing storm environment. Since assessments made for
current-year activity are often based upon analysis of prior year activity, accurate information may not be
available until after the audit. Losses may not be clearly visible during the current 2005 audit; material
changes in estimates of the liability for claims and claims adjustment expense for insurance companies could
occur in the future.
.20 AU section 342, Auditing Accounting Estimates (AICPA, Professional Standards, vol. 1), states that the
auditor should obtain an understanding of how management developed the accounting estimates included
in the financial statements. Claims expense and loss reserve estimates are significant variables on the financial
statements of an insurance entity. Accordingly, regardless of the approach used to audit expenses and
estimates, the auditor should gain an understanding of how management developed estimates. Additionally,
Chapter 4 and Appendix A of the AICPA Audit and Accounting Guide Property and Liability Insurance
Companies, which incorporates SOP 92-4, Auditing Insurance Entities' Loss Reserves, is an additional source of
guidance. Moreover, Interpretation No. 2 to AU section 312, Audit Risk and Materiality in Conducting an Audit,
"Evaluating Differences in Estimates" (AICPA, Professional Standards, vol. 1, AU sec. 9312.05; AICPA, PCAOB
Standards and Related Rules, AU sec. 9312.05), clarifies guidance for evaluating differences in estimates.
.21 The auditor can also refer to AU section 336, Using the Work of a Specialist (AICPA, Professional
Standards, vol. 1), as well as noting current practitioner prohibitions and restrictions that exist related to the
performance of nonaudit services for audit clients, including certain actuarial services. Practitioners should
be aware of and comply with these prohibitions and restrictions, including the AICPA independence rules,
SEC independence rules, PCAOB independence rules, as well as rules passed by the U.S. Government
Accountability Office (GAO; formerly U.S. General Accounting Office), state licensing boards, and others.

Audit Risk Area—Reinsurance Recoverables
.22 FASB Statement No. 113, Accounting and Reporting for Reinsurance of Short-Duration and Long-Duration
Contracts, provides guidance on the recording and reporting of recoveries of losses that are reinsured.
Consideration should be given to the terms of the reinsurance agreements and the creditworthiness of the
reinsurer. Significant payment terms may be material to liquidity.

Audit Risk Area—Litigation and Asserted Claims
.23 Frequently, in complex catastrophes, litigation arises among policyholders, regulators, insurers, and
reinsurers. This can be related to issues such as how deductibles apply, whether coverage is provided under
the policy, or other complex issues.
AICPA Audit and Accounting Manual
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.24 Accounting and Auditing Considerations. Accounting for litigation loss contingencies is set forth by
FASB Statement No. 5, which requires different accounting practice in regards to probable, reasonably
possible, or remote contingencies. Additional guidance found in FASB Interpretation No. 14 should be
followed. Fitch Ratings has stated that potential liability and dispute risk over deductibles is high. Addition
ally, lack of evidential matter surrounding deductibles and other claims, as well as the issue of who has
coverage responsibility, may complicate litigation disputes. For example, most homeowners' policies cover
wind damage but exclude coverage for flood regardless of cause. Disagreements surrounding flood versus
wind damage may occur. AU section 337, Inquiry of a Client's Lawyer Concerning Litigation, Claims, and
Assessments (AICPA, Professional Standards, vol. 1), states that an auditor ordinarily does not possess legal
skills and, therefore, cannot make legal judgments concerning information coming to his attention. Accord
ingly, the auditor should request the client's management to send a letter of inquiry to those lawyers with
whom management consulted concerning litigation, claims, and assessments. The auditor may consider
using AU section 336, Using the Work of a Specialist, which provides guidance to the auditor who uses the
work of a specialist in performing an audit of financial statements.

Audit Risk Area—Deferrals
.25 Premiums. Some companies allowed premium payments to be deferred, keeping policies in place
and allowing policies to renew despite nonpayment of billings. The Louisiana Department of Insurance put
into place Emergency Rule 15, requiring that insurers keep coverage in force for a 30-day period. For some
policies, the deferred amounts may never be collected and it may be necessary to establish a valuation
allowance. Consideration should be given to the revenue recognition guidance in FASB Statement No. 60,
Accounting and Reporting by Insurance Enterprises, paragraph 14.

.26 Deferred policy acquisition costs. Consideration should be given to the accounting for acquisition
costs related to deferred premiums and any related valuation allowances and other costs a company may
incur to assist agents who were located in the affected areas.

Audit Risk Area—Changes in Investment Portfolio
.27 Other Than Temporary Impairments. Declines in the value of Investments in Debt and Equity
Securities that are expected to be other than temporary (OTT) should be recognized in accordance with FASB
Statement No. 115, Accounting for Certain Investments in Debt and Equity Securities; SEC SAB No. 59, Accounting
for Noncurrent Marketable Equity Securities (Topic 5M); and FASB Staff Position (FSP) 115/124-1, The Meaning
of Other-Than-Temporary Impairment and Its Application to Certain Investments. An enterprise should consider
whether it has the intent and ability to hold investments with unrealized losses to recovery in addition to
considering the effects of credit deterioration on the part of issuers of the securities.
.28 Sales of Held to Maturity Securities. There has been an increase in the demand for cash by some
insurance companies. The last two sentences of paragraph 8 of FASB Statement No. 115, addresses other
unusual circumstances that cannot be reasonably anticipated where the sale of held-to-maturity securities
would not necessarily call into question an entity's intent to hold other debt securities to maturity. At its
September 15,2005 meeting, the FASB Emerging Issues Task Force (EITF) stated that selling held-to-maturity
securities as a result of Katrina may meet the exception criteria, depending on the entity's circumstances.

Audit Risk Area—Residual Markets
.29 Companies need to understand and account for any liabilities arising from any residual market
mechanisms. Particular consideration should be given to the Citizens Property Insurance Corporation,
Florida Hurricane Catastrophe Fund, the Louisiana Citizens Property Insurance Corp, the Mississippi
Windstorm Underwriting Association, the Mississippi Residential Underwriting Association, the Texas
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Windstorm Insurance Association, and the Alabama Insurance Underwriting Association. The recognition
of assessments of recoupable amounts can be different between statutory and GAAP. For additional
information, see the section “Regulatory Risk—Property and Casualty Assessment Facts and Circumstances"
in the "Industry and Economic Developments" section of this Alert.

Audit Risk Area—Municipal Bond Payouts
.30 Business Week reports that rating agencies and bond insurers have identified over $15 billion of
outstanding bonds along the Gulf Coast that could be affected by Katrina's damage to local economies and
infrastructure. As the money sources for both general-obligation bonds (bonds backed by local taxes) and
revenue bonds (from individual sites) dry up when communities shut down, the interruption of investor
bond payments will cause insurance companies to be liable for some claims. The recovery status of the Gulf
Coast will determine the severity of Katrina's effects on bond insurers. Payouts may affect client ratings,
obligations, and other aspects of the audit.

Audit Risk Area—Going-Concern Sensitivities
.31 As a matter of course, insurance companies without geographic diverse clientele are more sensitive
to environmental effects (such as hurricanes), which could lead to questions about an entity's going-concern
assumption. Clients with a localized base in the New Orleans and Gulf Coast areas need to be evaluated for
substantial effects. It is also important to consider your client's lines of business; businesses, home, and
automobile policies will be largely affected. How diversified is your client?
.32 Auditing Guidance. AU section 341, The Auditor's Consideration of an Entity's Ability to Continue as a
Going Concern (AICPA, Professional Standards, vol. 1), requires auditors to evaluate, as part of every audit,
whether there is substantial doubt about the ability of the entity to continue as a going concern for a
reasonable period of time, not to exceed one year beyond the financial statement date. A significant
consideration in the auditor's evaluation of an insurance enterprise's ability to continue as a going concern
is whether the enterprise complies with regulatory risk-based capital requirements.

In Harm's Way
.33 Finally, for companies and their subsidiaries directly in the path of the storms, the SEC issued an
order to provide relief from the usual requirements, including various compliance filing deadlines and relief
of auditor independence requirements as they relate to auditors performing bookkeeping services for their
clients as long as management decision-making is excluded. In addition to congressional relief funds, the
Internal Revenue Service (IRS) is also offering taxpayer and business assistance.

.34 The AICPA has issued the following Technical Practice Aids (TPAs):
•

TPA section 5400.05, "Accounting and Disclosures Guidance for Losses From Natural Disasters—
Nongovernmental Entities," which identifies certain issues that may arise in accounting for losses
from natural disasters and lists relevant accounting literature to consider in addressing those financial
reporting issues

•

TPA section 9070.05, "Consideration of Impact of Losses From Natural Disasters Occurring After
Completion of Audit Field Work and Signing of the Auditor's Report But Before Issuance of the
Auditor's Report and Related Financial Statements"

•

TPA section 8345.01, "Audit Considerations When Client Evidence and Corroborating Evidence in
Support of the Financial Statements Has Been Destroyed by Fire, Flood, or Natural Disaster"

•

TPA section 8345.02, "Considerations When Audit Documentation Has Been Destroyed by Fire,
Flood, or Natural Disaster"
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.35 Note that the FASB has stated that losses for (hurricane) business interruption and infrastructure
destruction will probably not be able to be classified as extraordinary.

Regulatory Risk—General Governmental
.36 Many industry executives believe, notwithstanding the catastrophe losses incurred by property
casualty insurers, that regulatory risk is the biggest challenge faced by companies during 2005. Whenever
new laws are passed, there is risk of noncompliance due to error (or irregularity). Practitioners need to keep
abreast of the developing legislation as changes can affect all of management's assertions. Investigations of
industry practices by the SEC, the U. S. Justice Department, the New York Attorney General, and others have
focused on industry broker compensation practices and, by certain companies, bid-rigging schemes, im
proper accounting for finite reinsurance transactions, and improper reporting of premiums to avoid assess
ments. For further information, see the subsection entitled "Reinsurance Arrangements" in the "Accounting
and Auditing" section of this alert.

.37 The use of credit-scoring for ratings is still opposed by regulators in certain jurisdictions. Debate
continues over regulatory modernization, rate regulation, and a greater role for federal regulation. Addition
ally, Congress may consider another proposal to establish a trust fund to resolve asbestos injury liabilities
with the Fairness in Asbestos Injury Resolution (FAIR) Act currently before the Senate. The Terrorism Risk
Insurance Act (TRIA) passed by Congress in 2002 after the 9/11 terrorist attacks expires at the end of 2005.
Whether or not this legislation will be extended, possibly with increased retentions and coinsurance, is
uncertain. If TRIA is not renewed, carriers may have a significant increase in retained catastrophe loss
exposure from terrorist acts, especially with respect to worker's compensation covers for which the exposure
cannot be excluded.
.38 A significant amount of insurers' investment portfolios is invested in fixed-income investments.
Accordingly, insurers are exposed to the potential for a decline in portfolio market value should long-term
interest rates rise, leading to unrealized losses and potentially to surplus declines. With the FRB increasing
the federal funds throughout 2005 and energy price increases contributing to inflation worries, many
institutional investors, including insurers, believe that long-term rates may be headed higher.

Regulatory Risk—Property and Casualty Assessment Facts and Circumstances
.39 Elevated hurricane activity over the prior two seasons has increased assessments levied by statesponsored residual market insurers, high-risk insurance pools, catastrophe funds, and similar structures
(structures). Many states have structures that provide coverage (including reinsurance) in high-risk areas or
for high-risk insureds. Certain of these structures operate as insurance and/or reinsurance companies and
have the ability to assess insurers5 operating in their respective state in the event that the structure's fund
has insufficient amounts to pay claims.

.40 The auditor needs to gain an understanding of all structures that could materially affect the client. To
gain an understanding, an auditor can either directly contact the individual structure or the auditor may be
able to access structure Web sites to obtain the necessary regulatory information about the plan's operations
to assess the reasonableness of the assessments recorded in the financial statements. Some of the structures
that have been in the news this year include:
•

Citizens Property Insurance Corporation of Florida (Florida Citizens) (www.citizensfla.com)

•

Florida Hurricane Catastrophe Fund (FHCF) (www.sbafla.com/fhcf/about.asp)

5 Insurers can directly surcharge their customers to recoup any surcharges made against them by the structures. Specific accounting
is discussed later in this section.
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•

Texas Windstorm Insurance Association (www.twia.org)

•

Louisiana Citizens Property Insurance Corporation (www.lacitizens.com)

•

The Mississippi Windstorm Underwriting Association (www.msplans.com/mwua/)

•

The Mississippi Residential Underwriting Association (www.msplans.com/MRPIUA/about_us.
shtml)

•

Alabama Insurance Underwriting Association (www.alabamabeachpool.org)

.41 Changing requirements issued by structures that affect how such structures are organized and/or
funded increase the risks associated with regulatory compliance, accounting practice, and auditing consid
erations surrounding management's assertions. A crucial step towards obtaining audit assurance is to be
cognizant of potential pitfalls surrounding assessment facts and circumstances during the planning stages
of the audit and thereafter. Below are some questions to consider.

.42 Has the client properly identified the type of assessment category (or categories) levied by the
regulatory structure? SOP 97-3, Accounting by Insurance and Other Enterprises for Insurance-Related Assess
ments, defines four guaranty-fund assessment categories, namely, retrospective premium-based, prospective
premium-based, prefunded premium-based, or administrative.6 (Under SAP, SSAP No. 35, Guaranty Fund
and Other Assessments, does not distinguish between retrospective and prospective premium-based assess
ments and instead treats all premium-based assessments similarly to the retrospective premium-based
assessments described in SOP 97-3.) Structures levy assessments based upon specific regulation. For example,
Florida Citizens and Louisiana Citizens Property Insurance Corporation both levy retrospective premium
based assessments. Other structures may levy different types of assessments. Problems in determining the
proper assessment type can affect whether an insurer has applied the appropriate accounting and disclosure
since the assessment type affects the timing of recorded liabilities and related disclosures. For example, if a
structure is limited to annual assessment caps with remainders recovered through future year's assessments,
those future assessments may be either categorized as retrospective or prospective for GAAP reporting,
depending on the specific structure and state regulations.
.43 Has the client maintained compliance with current legislation? Lack of compliance can skew
management's assertions. For example, under SAP, Interpretation 03-01, Application of SSAP No. 35 to the
Florida Hurricane Catastrophe Fund, which provided 2003 guidance specific to the FHCF, has not been updated
for 2004 FHCF legislative changes, which now require insurers to act as agents. Insurers now collect
assessments from policyholders, rather than being initially liable for the assessment and passing this cost on
through additional premiums as was previously the case. Interpretation 03-01 is no longer authoritative for
assessments levied by the FHCF and is currently being revised by the National Association of Insurance
Commissioners (NAIC). Lack of familiarity with this new legislation could cause an overstatement of
liabilities as SSAP No. 35, paragraph 10 states that when the reporting entity acts as an agent and (a) the
assessment is reflected as a separately identifiable item on the billing to the policyholder and (b) remittance
of the assessment by the reporting entity to the state or federal agency is contingent upon collection from the
insured, the liability for fees and assessments rests with the policyholder rather than with the reporting entity
and the assessment is not reported in the insurer's statement of operations. Your client's only obligation may
be to collect and subsequently remit the fee or assessment.

.44 Has the client inappropriately applied analogous interpretation of GAAP or SAP? In the aforemen
tioned example, the interpretation passed was applicable only to the FHCF. The auditor needs to ensure that
any structure-specific guidance should not be applied by analogy to other structures, unless the guidance
states otherwise.
For additional discussion, see SOP 97-3.
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.45 Has the assessment met all requirements for recognition? Management's assertions of completeness
and valuation (including related presentation and disclosure) are affected by difficulties surrounding timing
and estimation, respectively. Under GAAP, the auditor should look to paragraph .10 of SOP 97-3 to ensure
that the following three criteria are met:
•

Has an assessment been imposed or information of a probable assessment levy occurred prior to the
issuance of the financial statements? (This includes the subsequent events period.)

•

Did the event obligating an entity to pay an imposed or probable assessment occur on or before the
date of the financial statements? Note that the term "event" may mean more that one event per
paragraph .36 of SOP 97-3. For example, for natural catastrophe retrospective premium-based
assessments, the triggering events are both the occurrence of the catastrophe and the writing of the
premium that obligates the entity for the assessment liability.

•

Is the amount of the assessment reasonably estimable?

.46 Has the client accounted for SAP and GAAP timing recognition differences that arise due to the type
of assessment? Under SAP, SSAP No. 35 rejects the guidance in SOP 97-3 and does not distinguish between
retrospective and prospective premium-based assessments; instead, all premium-based assessments are
accounted for similar to retrospective premium-based assessments as described in SOP 97-3. Note that in
certain instances, SAP does parallel FASB Statement No. 5 accounting since paragraph 6 of SSAP No. 35
states that loss-based assessments are presumed probable when the losses on which the assessments are
expected to be based, are incurred.

.47 Has the client estimated the liability based upon real-time evidential matter? Increased hurricane
activity has increased audit risk surrounding unrecorded liabilities. Some clients may not have accrued 2005
liabilities until mid-year as there may have been questionable evidence if additional assessments would be
levied. As a result of the 2005 hurricanes, additional assessments may occur for 2005 and 2006 as certain
structures have reported fund deficits during 2005. Your client should have considered past and future
events, based upon type of assessment and timing variables.
.48 Has management's methodology for valuing assessment liabilities been consistent from period to
period? Current practice allows (but does not require) the discounting of aggregate obligations if the
amount/timing of payments are "fixed or reliably determinable." Due to increased assessments over the
past two years, management's consistency surrounding discounting choices needs to be carefully evaluated,
especially in the current environment of rising and/or stagnant interest rates. (In a decreasing interest rate
environment, risk surrounding the understatement of liabilities is reduced, as it is more difficult to rationalize
enhanced discounting.) The auditor should also note if all necessary disclosures relating to FASB Statement
No. 5; FASB Interpretation No. 14; and SOP 94-6, Disclosure of Certain Significant Risks and Uncertainties, are
present.
.49 Has the client properly managed delays in obtaining prior-year estimates? In some cases, current
year assessments are based upon prior-year data and delays may occur obtaining assessment valuation
information. Under GAAP, paragraph 3 of FASB Interpretation No. 14 states that when no estimate within
a given range is better than another, the liability should be the minimum amount in the range. Under SAP,
paragraph 10 of SSAP No. 5, Liabilities, Contingencies and Impairments of Assets, states that when the reasonable
estimate of the loss is a range, the amount in the range that is considered the best estimate shall be accrued.
When, in management's opinion, no amount within management's estimate of the range is a better estimate
than any other amounts, however, the midpoint (mean) of management's estimate in the range shall be
accrued. If management determines that the high end of the range cannot be quantified, then a range does
not exist, and management's best estimate should be accrued.
.50 Has the client accounted for assessments not officially levied by applicable structures? Paragraph
.16 of SOP 97-3 states that an entity need not be formally notified of an assessment by a structure to make a
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reasonable estimate of its liability. Auditors need to note if clients have included assessments in the reporting
period to avoid unrecorded liabilities. Under SAP, SSAP No. 35 provides that entities subject to assessments
may have to make assumptions about future events, such as when the fund making the assessment will incur
costs and pay claims to determine the amounts and the timing of assessments.
.51 Has the client waited for board of directors (or other authoritative) approval to recognize assess
ments levied, or not yet levied, by applicable structures? Authoritative approval is not the trigger that
determines loss as defined in FASB Statement No. 5, Accounting for Contingencies. Contingent liabilities are
recorded when probable and reasonably estimable. Clients need to determine whether an assessment is
probable and measurable and then, consistent with the provisions of FASB Statement No. 5, determine if
recognition and/or disclosure is warranted. Similarly, paragraph 4 of SSAP No. 35 requires that a liability
should be recognized when (a) information available prior to the issuance of the financial statements indicates
that it is probable that a liability has been incurred at the date of the financial statements and (b) the amount
of the liability can be reasonably estimated.
.52 Has the client accounted for SAP and GAAP timing differences when recognizing and valuing
potential future policyholder premium surcharges and premium tax offsets? For property and casualty
companies, the majority of contracts are of short duration. Under GAAP, paragraph .22 of SOP 97-3 states
that assets are recognized for recoveries of amounts based on current laws and projections of future premium
collection or policy surcharges from in-force policies (with appropriate valuation allowances established).
This does not include expected renewals of short-duration contracts but does include assumptions as to
persistency rates for long-duration contracts. The combination of in-force policy restriction applied to a
short-duration contract product line usually means that asset recognition is limited. However, under SSAP
No. 35, an asset may be recognized (gross) for premium tax credits and for policyholder surcharges that will
be collected in the future to the extent the asset is probable of realization (with appropriate valuation
allowance being recorded.)
.53 Has the client recognized policyholder surcharges for amounts that are, in substance, pass-through
funds? As described above, policy surcharges are recognized for in-force policies when appropriate. However,
some structures require the insurer to collect policyholder surcharges from insureds for state (and other structure)
assessments for future premiums and remit the surcharge to the state or other regulatory body on behalf of the
policyholder. In this case, the insurer (your client) is not obligated for insurance payments related to these
assessments. Paragraph .26 of SOP 97-3 clarifies that amounts for receivables and surcharges collected that
pass-through the insurance entity to the state or other regulatory body should not be recorded as revenues and
that amounts due or paid are not expensed. Under SAP, SSAP No. 35 provides that such surcharges shall not be
reported in the insurer's statement of operations when both of the following conditions are met:

1. The assessment is reflected as a separately identifiable item on the billing to the policyholder; and
2. Remittance of the assessment by the reporting entity to the state or federal agency is contingent upon
collection from the insured.
.54 Is the transaction related to an assessment or reinsurance? Certain structures operate as both
assessors and reinsurers. Under GAAP, assessments should be accounted for under SOP 97-3, reinsurance
transactions and certain involuntary pools under FASB Statement No. 113, Accounting and Reporting for
Reinsurance of Short-Duration and Long-Duration Contracts. Under SAP, assessments should be accounted for
under SSAP No. 35, Guaranty Fund and Other Assessments; and reinsurance transactions and certain involun
tary pools under SSAP No. 62, Property and Casualty Reinsurance, and SSAP No. 63, Underwriting Pools and
Associations Including Intercompany Pools, respectively. Insurers ceding business under reinsurance agree
ments would record ceded premiums for premiums paid to the fund and ceded losses (not assessment
liabilities) for recoveries from the fund.
.55 Have reinsurance contract variables been properly evaluated? As with all insurance contracts, risk
transfer criteria need to be analyzed and the asset needs to be evaluated for collectibility from the reinsurance
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structure. Timely collectibility may be in question if a reinsurance structure's fund is depleted, which may
be the case for some structures for 2005, although ultimate collectibility may not be at risk if the structure of
the fund provides for the assessment of all insurers writing business in the affected state until such time as
the fund is replenished. The contract should also state how amounts recoverable are calculated. There also
must be evidence that there is no obligation that the ceding company repay the reinsurance structure if the
ceding company does not collect the amount from policyholders through future policy surcharges. For
additional information on reinsurance, see the section "Reinsurance Arrangements" in the "Accounting and
Auditing" section of this Alert.

Life and Health Sector
.56 Moderate equity market returns and a stagnant level of general market interest rates may limit
prospects for growth in earnings and surplus. Sales of variable and fixed annuities have decreased on a
year-to-year basis; however, insurers have experienced increases in sales of equity-indexed annuities. Overall,
sales of individual life insurance policies have been flat for several years. However, universal life products
continue to experience double-digit growth, largely on the success of no-lapse guarantee products. A large
number of quality life insurers competing for distribution may result in pressures on margins, transfer of certain
valuable services to distributors, and the addition of more risky policyholder option features. Increased costs of
regulation and the need for frequent product innovation are increasing administration costs for insurers.

.57 The U.S. life insurance industry is generally well capitalized, with healthy asset quality. However,
certain key elements that may affect the auditor's risk assessment include but are not limited to the following:
•

Low-investment yields caused by the sustained low-interest rate environment have put pressure on
earnings.

•

Equity markets, though volatile, have improved from their lowest levels in early 2003, but near-term
prospects for growth may not be consistent with pricing assumptions. The S&P 500 index has
fluctuated during 2005, but has increased since the end of 2004.

•

With some exceptions, most notably among airline and automotive issuers, credit-related impair
ments moderated. However, value impairments could be exacerbated by a significant rise in general
market interest rates.

•

There is increased risk of impairments related to investments in properties located in those areas
significantly affected by Katrina and Rita. Additionally, companies and industries with product lines
affected may have additional exposure. There are potential impairment concerns surrounding
investments, such as real estate securities and receivables, municipal bond investments, oil and gas
activity, transportation, and automobile loans. Increased in-house costs at financial institutions
surrounding loan servicing, insurance settlements, foreclosures, and additional staffing could affect
cash receipt inflows of your client's investment portfolio. The auditor needs to examine specific
collateral surrounding the client investment portfolio and evaluate potential impairment under FASB
Statement No. 115 and FSP No. 115-1. The increased risk of impairment could also include losses as
a result of negative changes in cash flows timing for investments subject to the? guidance of EITF No.
99-20, "Recognition of Interest Income and Impairment on Purchased and Retained Beneficial
Interests in Securitized Financial Assets."

•

The lack of historical experience used during the development of various policyholder options has
increased the level of regulatory scrutiny and decreased the availability of reinsurance capacity. These
events could result in unanticipated statutory surplus strains and reduced profitability.

Interest Spread Compression and General Market Interest Rates
.58 General market interest rates have remained low for an extended period of time, which has resulted
in a continuing decline in portfolio rates of return. This is an important issue for insurers with fixed interest
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annuity and life insurance products. For many life insurers, portfolio rates are approaching levels needed to
support minimum rates guaranteed to policyholders and, therefore, they have limited ability to reduce
crediting rates to adjust to further declines in portfolio yields. It is generally perceived that a moderate
increase in interest rates is necessary to improve the spread compression associated with current market
rates. However, a significant and sustained increase in new money rates could result in a disintermediation
between assets and liabilities and other than temporary impairments of invested assets.

.59 Much attention has been given to the topic of OTT impairments, particularly those that may arise
from increases in general market interest rates and/or increases in sector spreads. OTT impairments may
significantly affect life insurers' earnings as interest rates increase, causing certain securities to be impaired.
Companies have the option to declare their positive intent to hold these impaired securities until recovery
and/or maturity, thereby avoiding having to recognize the loss in current earnings, but then are limited in
their ability to sell the securities. There may be situations under which a change in facts and circumstances
would allow companies to subsequently change their intent to hold the securities until forecasted recovery,
but assertions of positive intent to hold should not be taken lightly.
.60 Statutory accounting does not subject insurers to this impairment model. Rather, impairments related
to interest rates and/or sector spreads are recorded when there is an intent to sell the related security. For
additional information on OTT impairment, see the section "Security Valuation Developments" in the
"Accounting and Auditing" section of this Alert.

Life and Health Spotlight—Guarantees and Other Developments

Minimum Guaranteed Death Benefits and No-Lapse Guarantee Mortality Features
.61 Variable annuity products that contain minimum guaranteed death benefits (MGDBs) or guaranteed
minimum income benefits (GMIBs) pose two main issues to consider:

1. Companies may experience general account charges for the payout of these benefits (upon either
death or annuitization, as applicable) when the market value of the separate account assets is not
sufficient to support the level of benefit payment.
2. GAAP and statutory accounting may require insurers to establish reserves for variable annuity
guarantees on these products, thereby placing strain on capital strength.

.62 The NAIC's Risk Based Capital C3 Phase II initiative requires cash-flow testing for annuities or other
products with exposure to interest rate risks. Interest-rate risk may increase if there is a duration mismatch
between assets and liabilities. Testing includes multiple scenarios with various interest rate fluctuations to
determine whether reserves are adequate. This testing may cause some life insurers to increase their capital
requirements for interest sensitive products.
.63 Companies that issue universal life insurance with no-lapse guarantee mortality features are subject
to the provisions of SOP 03-1, Accounting and Reporting by Insurance Enterprises for Certain Nontraditional
Long-Duration Contracts and Separate Accounts, and should establish liabilities in addition to account balances
if amounts assessed each period for the feature are expected to result in profits in earlier years followed by
losses in subsequent years. These guarantees may involve a significant pricing risk because of the lack of
experience related to policyholder persistency and the use of long-term interest spreads. Additionally,
increased regulatory scrutiny and the cost or availability of reinsurance against conservative statutory
reserving techniques could reduce statutory solvency levels and returns on statutory capital. See Regulation
XXX and AXXX Considerations for further discussion.

.64 SOP 03-1 contains guidance for accounting for MGDBs, GMIBs, and no-lapse guarantee features.
These features are also addressed in FSP 97-1, Situations in Which Paragraphs 17(b) and 20 of FASB Statement
No. 97, Accounting and Reporting by Insurance Enterprises for Certain Long-Duration Contracts and for Realized
AICPA Audit and Accounting Manual
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Gains and Losses from the Sale of Investments, Permit or Require the Accrual of an Unearned Revenue Liability, and
in AICPA TPA section 6300.08 through 6300.13. Auditors should be familiar with all of these pronouncements
in applying the guidance in SOP 03-1.

Regulation XXX/AXXX Considerations
.65 State insurance regulators adopted regulation XXX in 2000 to provide for the cost of renewal
guarantees in term insurance products. Later, universal life no-lapse guarantees based on the payment of
minimum premiums were also covered by this regulation. In 2003, state regulators adopted AXXX, intended
to capture secondary guarantees covered by other policy designs, which states, "Reserves need to be
established for the guarantees provided by a policy." In many cases, life insurers have transferred the reserve
requirements under these regulations to off-shore reinsurance companies. As a result of significant growth
in term insurance renewal guarantees and universal life no-lapse guarantees, some insurance technical
experts predict that the availability and cost of bank letters of credit backing offshore reinsurance may be
severely affected within the intermediate future. Also, subsequent interpretation of these new regulations
may result in some insurers being required to post additional statutory reserves to cover no-lapse guarantees.

.66 The NAIC Life Health Actuarial Task Force is working on an interim proposal related to AXXX. The
proposal was expected to be adopted in 2005, but may be delayed since the New Orleans meeting was
canceled due to Katrina. It is anticipated that the compromise will result in higher capital and reserve
requirements, price increases for universal life policies with secondary guarantees, and revised product
designs. The increased reserves will be required on policies effective July 1,2005, and later. Some life insurers
are expected to use affiliated reinsurance relationships to cede these additional reserves, thereby decreasing
the effect on earnings and return on equity. The compromise will be in effect for two years, at which point
it is expected that a principles-based approach for determining statutory reserves will be in place.

Frontline on Internal Control7
Enterprise Risk Management
.67 Rating agencies are beginning to encourage insurers to adopt advanced risk management practices,
often referred to as enterprise risk management (ERM). ERM is an extension of risk-based capital concepts
to include all aspects of business operations that involve risk: insurance risk, investment risk, and operating
and financial risk. The rating agencies have expressed their intent to evaluate the processes and techniques
by which companies manage risk exposure as an integral part of their qualitative review of the company's
business practices.
.68 In 1992, COSO issued Internal Control—Integrated Framework to help companies assess and improve
their internal control systems. More recently, passage of the Sarbanes-Oxley Act of 2002 (Sarbanes-Oxley)
and the subsequent establishment of the PCAOB have continued the relevance of the COSO Internal
Control—Integrated Framework, as the framework broadly serves as the accepted method for management for
maintaining systems of internal control.
.69 In September 2004, COSO issued Enterprise Risk Management—Integrated Framework. This new frame
work expands on internal control, providing a more comprehensive focus on the broader subject of enterprise
risk management. Although it does not replace the internal control framework (though it does encompass
it), organizations can use this ERM framework both to satisfy their internal control needs and to move toward
a more complete risk management process. Among other aspects, the auditor needs to be familiar with the
framework paradigm, which consists of four objectives—strategic, operations, reporting, and compliance—
For AICPA developments, see the section of this Alert entitled "Auditing Pipeline—Nonpublic."
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superimposed over eight components—internal environment, objective setting, event identification, risk
assessment, risk response, control activities, information and communication, and monitoring?

COSO and Smaller Companies
.70 A Wall Street Journal review of about 50 of the public filings shows that "the reported material
weaknesses range from issues that are easily correctable to large problems that may require restating past
financial results. Many of the problems have been reported by small to midsized companies. Among
problems turning up are a lack of specialized accounting expertise, unfettered employee access to some
financial systems, problems identifying when certain assets need to be written off and difficulty in tracking
and reporting costs." At the SEC's request, COSO undertook a project to provide guidance on applying the
COSO framework in the context of the small business environment. As stated in the COSO framework, no
two entities will or should design their internal controls in the same way. The needs of entities differ
dramatically. COSO believes that the guidance developed for smaller entities should:
•

Focus only on internal control over financial reporting (the guidance would not address internal
control related to operations and compliance objectives).

•

Focus on techniques for applying internal control concepts, rather than for evaluating internal control.

•

Not cover documentation requirements set forth by the SEC or the PCAOB.

.71 An exposure draft titled Guidance for Smaller Public Companies Reporting on Internal Control over
Financial Reporting, was exposed in October 2005 and is a supplement to the guidance COSO published in
1992, Internal Control—Integrated Framework. The document illustrates essential internal control over financial
reporting using real-world small company examples. Practitioners should remain alert to any final pro
nouncement.
.72 Additionally, at its August 10, 2005, meeting, the SEC's Advisory Committee on Smaller Public
Companies adopted a resolution recommending that the SEC further extend for certain registrants the dates
to comply with the filing requirements under Section 404 and certain other rules under the Exchange Act of
1934 (the Exchange Act). Subsequently, the SEC finalized the extension date for a nonaccelerated filer to
comply with the management report on internal control over the financial reporting requirement in Items
308(a) and (b) of Regulations S-K and S-B and the related registered public accounting firm report. The date
has been extended from its first fiscal year ending on or after July 15, 2006, to its first fiscal year ending on
or after July 15, 2007. Additionally, the SEC proposed for public comment amendments to periodic report
filing deadlines which would, among other matters, create a new category of companies called "large
accelerated filers," adjust the definition of "accelerated filers," cause accelerated filers to become subject to
certain deadlines, and amend the definition of accelerated filers (www.sec.gov).

Additional SEC and PCAOB Information
.73 To assist auditors with implementation of Audits of Internal Control Over Financial Reporting, on
May 16, 2005, the PCAOB issued questions and answers numbered 38 through 55 relating to the issuance of
PCAOB No. 2 (applicable question 37 was issued on January 15,2005). The PCAOB submitted to the SEC for
approval PCAOB Auditing Standard No. 4, Reporting on Whether a Previously Reported Material Weakness
Continues to Exist, so auditors can report on the elimination of a material weakness in a company's internal
control over financial reporting. The standard establishes a voluntary engagement that would be performed
at the election of the company. On May 17, 2005, the SEC issued a Staff Statement Management's Report on
Internal Control Over Financial Reporting, which covered feedback on staff's views on certain issues raised in
8 Paragraph .25 of AU section 319, Consideration of Internal Control in a Financial Statement Audit (AICPA, Professional Standards, vol. 1;
and for audits conducted in accordance with PCAOB Standards: AICPA, PCAOB Standards and Related Rules'), requires that, in all audits,
the independent accountant obtain an understanding of each of the five components of internal control (the control environment, risk
assessment, control activities, information and communication, and monitoring) sufficient to plan the audit.
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the implementation of Section 404. Areas included but were not limited to implementation of internal control
provisions, reasonable assurance, risk, scope, internal control deficiencies, disclosures of material weak
nesses, and information technology internal controls.

.74 Additionally, on November 30, 2005, the PCAOB issued a report discussing issues identified in the
course of the PCAOB's monitoring of the implementation of Auditing Standard No. 2, An Audit of Internal
Control Over Financial Reporting Performed in Conjunction With an Audit of Financial Statements. The Board found
that both firms and issuers faced enormous challenges in the first year of implementation, including strains
on available resources; a shortage of staff with prior training and experience in designing, evaluating, and
testing controls; and the limited time frame that issuers and auditors had to implement Section 404. These
challenges were compounded in cases when companies needed to make significant improvements in their
internal control systems to make up for deferred maintenance of those systems. Additionally, as of October
31, 2005,14.7 percent of accelerated filers had adverse Section 404 reports. For the insurance industry, 10 of
the 125 accelerated filers (8 percent) had adverse Section 404 reports.9 For further information on public
company rules and regulations, see the AICPA Risk Alert SEC and PCAOB Developments—2005/06, www.
sec.gov and www.pcaobus.org.

The NAIC's Sarbanes-Oxley Initiative Update
.75 Commencing in 2003, the NAIC has been reviewing the requirements of Sarbanes-Oxley. The NAIC
is considering proposed revisions to the Model Audit Rule to incorporate certain aspects of Sarbanes-Oxley,
which would be applicable to all insurers, both public and nonpublic. Of the 11 titles of Sarbanes-Oxley, the
key titles of interest to the NAIC are Titles II, III, and IV. These titles relate to auditor independence (Title II),
corporate responsibility (including audit committees) (Title III), and enhanced financial disclosures (Title
IV). Enhanced financial disclosures include management's assertion relative to the effectiveness of its internal
controls over financial reporting and the auditor's attestation report on management's assertion.

.76 In July 2004, subgroups were formed to address Titles II and III. The subgroups consisted of
regulators, industry representatives, and members of the public accounting profession drawn from the
AICPA's NAIC Task Force. The Title IV subgroup was to be formed after Title II and III subgroups were
substantially completed with their charges. Both Title II and III subgroups presented recommendations for
changes to the Model Audit Rule (MAR) to the NAIC/AICPA Working Group, the sponsor of the initiative,
at the December 2004 Quarterly NAIC meeting. The Title IV subgroup was also formed at the December 2004
meeting and held its first meeting in February 2005.

.77 In March 2005, after minor modifications to existing Title II and Title III proposed MAR changes, the
subgroup's recommendations were exposed for comment. In June 2005, Title II and III recommendations
were adopted by the NAIC/AICPA Working Group. It was decided by the Working Group that the
recommendations would not be presented to its parent committee (Financial Condition (E) Committee) for
its consideration until the Title IV Subgroup completed its charges and recommendations so that all
Sarbanes-Oxley proposed recommendations could be considered at one time.
.78 Title II recommendations from the Subgroup include a change in partner rotation requirements from
seven to five years, prohibition of nine-prohibited nonauditor services, applicable only to companies with
premiums greater than $100 million, and a "cooling off period" for a company's employment of partners
and senior managers on the audit team.

.79 Title III recommendations from the subgroup include the requirement that all insurance entities are
to have audit committees, and if there is no separate audit committee, the entire board constitutes the audit
9 AICPA National Conference on Current SEC & PCAOB Developments, December 2005, Session 107.
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committee. Additionally, audit committee independence requirements are dependent upon the level of
written premium and are to be in effect one year before the effective date of the Title IV reporting requirement.
.80 The original proposal relating to Title IV would have required a Section 404 management report and
an independent attestation by the external auditor on internal controls over financial reporting for all
companies with premiums greater than $25 million. At the August 11, 2005 subgroup meeting, interested
parties presented alternative proposals, one of which proposed requiring only management reporting and
making the requirement applicable only to insurers with premiums greater than $500 million. The review
by the Title IV subgroup will continue. Adoption of recommendations by the NAIC/AICPA Working Group
is targeted for the December 2005 NAIC National Meeting. Recommendations from the subgroups would
then be sent to the Financial Condition (E) Committee for their consideration at the Spring 2006 NAIC
National Meeting.
.81 Relative to any Sarbanes-Oxley-related modifications to the MAR, substantive changes to the Rule
must go through the NAIC's due process because the MAR is an accreditation standard. The due process
associated with accreditation standards generally involves a two-year exposure period followed by a
two-year implementation period, thus changes to the Rule may not be effective for approximately four years
after being approved by the Executive and Plenary Committees. Auditors should monitor the progress of
this important initiative.

Reporting Significant Deficiencies in Internal Control to Insurance Regulators

10

.82 Beginning in 2004, a number of insurance companies have, for the first time, conducted an assessment
of internal controls over financial reporting either for purposes of complying with Section 404 of SarbanesOxley, in connection with the audit of a related SEC registrant, or in preparation for anticipated compliance
with Section 404 in a subsequent period. These efforts have, for many insurance companies, resulted in the
identification of more internal control deficiencies than in the past.
.83 The AICPA issued A Statutory Framework for Reporting Significant Deficiencies in Internal Control to
Insurance Regulators (Statutory Framework), which outlines a suggested framework for auditors to follow
when reporting internal control deficiencies related to financial reporting identified during the course of an
annual audit of statutory financial statements. This Statutory Framework was developed by members of the
AICPA NAIC/AICPA Task Force and is intended to provide auditors of insurance company financial
statements with an overview of recent regulatory developments that may affect the engagements and audits
they perform. The document can be found on the AICPA Web site at www.aicpa.org/members/
div/auditstd/index.htm. It should be read in conjunction with Section 11 of the MAR, and AU section 325,
Communication of Internal Control Related Matters Noted in an Audit (AICPA, Professional Standards, vol. 1). This
is not intended to suggest that insurers or their auditors are required to apply the concept of PCAOB Auditing
Standard No. 2 as reflected in A Framework for Evaluating Control Exceptions and Deficiencies to insurance
companies for purposes of statutory reporting, but rather solely to provide guidance to auditors on
evaluating and reporting to regulators on deficiencies that have been identified. For purposes other than
satisfying Section 11 of the MAR, the auditor also has to consider any additional reporting requirements of
AU section 325 and AU section 380, Communication With Audit Committees (AICPA, Professional Standards,
vol. 1), as amended. Even when no reportable conditions are identified, six states11 have a requirement that
a letter be filed stating no material weaknesses have been identified.10
11
10 This publication is an Other Auditing Publication as defined in AU section 150, Generally Accepted Auditing Standards (AICPA,
Professional Standards, vol. 1.) Other Auditing Publications have no authoritative status; however, they may help the auditor understand
and apply SASs. If an auditor applies the auditing guidance included in an Other Auditing Publication, he or she should be satisfied
that, in his or her judgment, it is both appropriate and relevant to the circumstances of his or her audit. The auditing guidance in this
document has been reviewed by the AICPA Audit and Attest Standards staff and published by the AICPA and is presumed to be
appropriate. This document has not been approved, disapproved, or otherwise acted on by a senior technical committee of the AICPA.
11 For purposes of this framework, the term states includes other jurisdictions that are members of the NAIC.
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.84 Due to this increase in the identification of deficiencies in internal control over financial reporting at
many insurance companies, the differences in reporting requirements, and the perceived differences in
definition of significant deficiency to be applied under Section 11 of the NAIC Model Regulation Requiring
Annual Audited Financial Reports (the MAR), Reporting on Significant Deficiencies in Internal Control, and that
of PCAOB Auditing Standard No. 2, An Audit of Internal Control Over Financial Reporting Performed in
Conjunction With An Audit of Financial Statements, insurers sought additional guidance on reporting signifi
cant deficiencies to the regulator.
.85 Section 11 of the MAR requires that, in addition to the annual audited financial statements, each
insurer provide the Insurance Department with a written report prepared by the accountant describing
significant deficiencies (known as reportable conditions, including material weaknesses) in the insurer's internal
control structure noted by the accountant during the audit in accordance with AU section 325. No report
should be issued if the accountant does not identify significant deficiencies. If significant deficiencies are
noted, the written report should be filed annually by the insurer with the Insurance Department generally
within 60 days following the filing of the annual audited financial statements. The insurer is required to
provide a description of remedial actions taken or proposed to correct significant deficiencies, if the actions
are not described in the auditor's report.12

.86 The AICPA NAIC Task Force has undertaken efforts to determine whether individual states will
again accept reporting of only those significant deficiencies and material weaknesses related to statutorybasis financial reporting of which the auditor becomes aware during the course of the audit that are
unremediated as of the balance sheet date as being in compliance with the requirements of Section 11 of the
MAR. Updated information on the confirmation process will be available from Kim Kushmerick at the
AICPA (kkushmerick@aicpa.org).

Accounting and Auditing
Reinsurance Arrangements
.87 The New York Attorney General's office, the SEC, several state insurance departments, and
other governmental and regulatory bodies are currently investigating the use of finite risk reinsurance
contracts13 and whether companies have properly accounted for these products. Several companies have
recently restated previously issued financial statements to change their accounting for reinsurance arrange
ments, and some insurance company executives have been indicted or are the subject of enforcement actions.
Reinsurance accounting and reporting—in particular, the question of what constitutes an acceptable transfer
of risk and whether side agreements having accounting consequences exist between ceding and assuming
companies—continue to be important issues requiring careful analysis.
.88 FASB Statement No. 113, Accounting and Reporting for Reinsurance of Short-Duration and Long-Duration
Contracts, and EITF Discussion Topic D-34, "Accounting for Reinsurance: Questions and Answers about
FASB Statement No. 113," continue to be the primary sources of guidance used to determine whether a
12 State laws may vary, and thus it is necessary that companies and their auditors verify reporting requirements by reference to
domiciliary state laws and regulations. For example, some states require the filing of the AU section 325 report (SAS No. 60 report) at
the same time the audited financial statements are filed.

13 Finite or financial reinsurance contracts limit the risk (and rewards) of the underlying business transferred from the ceding
company to the reinsurer, often through adjustable features within the reinsurance contract that alter the cash flows between the parties
based on the level of losses ceded. Although finite reinsurance may restrict the amount of insurance risk transferred to the assuming
company, the contract must still transfer significant insurance risk as defined by FASB Statement No. 113, and the reinsurer must still
be exposed to a reasonable possibility of a significant loss, if the contract is to qualify for reinsurance accounting. By transferring less
risk to the reinsurer, the insurer receives coverage on potential claims at a lower cost than traditional reinsurance. Due to the highly
complex structure of these limited risk agreements, there can be abuses where no risk is transferred (such as a disguised loan), and the
auditor should be alert to such agreements.
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contract transfers risk and meets the conditions for reinsurance accounting. The FASB has a current project
on its agenda to clarify what constitutes transfer of significant insurance risk in insurance and reinsurance
contracts that will begin by defining insurance contracts and related terms. In addition, the project will
explore bifurcation for risk-transfer testing of contracts that contain both financing and insurance compo
nents. Information on the status of this project can be found on the FASB's Web site at www.fasb.org. The
NAIC is requiring additional disclosures related to certain property and casualty reinsurance contracts. See
information at the NAIC Web site at www.naic.org and in the next section of this Audit Risk Alert.

.89 The AICPA Insurance Expert Panel drafted a white paper that was sent to the FASB in November
2003, identifying certain risk transfer issues with respect to the application of risk transfer tests to certain
contracts, and differing interpretations as to the scope of FASB Statement No. 113's paragraph 11 exception
to the requirement that contracts accounted for as reinsurance expose the reinsurer to a reasonable possibility
of significant loss. The white paper outlines issues identified in practice with possible responses, but does
not include recommendations, and is available on www.aicpa.org.
.90 EITF Issue No. 93-6, "Accounting for Multiple Year Retrospectively Rated Contracts by Ceding and
Assuming Enterprises," and EITF Issue No. 93-14, "Accounting for Multiple Year Retrospectively Rated
Contracts by Insurance Enterprises and Other Enterprises," and EITF Topic D-35, "FASB Staff Views on Issue
No. 93-6," represent guidance on required accruals when future rights and obligations under a multiple-year
contract change based on loss experience to date.
.91 SOP 98-7, Deposit Accounting: Accounting for Insurance and Reinsurance Contracts That Do Not Transfer
Insurance Risk, should be used to determine the appropriate method of accounting for contracts that do not
meet the requirements for reinsurance accounting under FASB Statement No. 113. SOP 98-7 outlines the
appropriate accounting for contracts based on whether the contract transfers:

1. Only significant timing risk
2. Only significant underwriting risk

3. Neither significant timing nor underwriting risk

4. Indeterminate risk
.92 Other accounting standards continue to have implications for transactions involving reinsurance
arrangements. For example, FASB Interpretation No. 46, Consolidation of Variable Interest Entities, may
necessitate counterparties to reinsurance arrangements placed in certain kinds of structures or entities (for
example, catastrophe bond structures) to consider consolidation of these structures or entities. In addition,
certain reinsurance contracts may contain embedded derivatives that require accounting in accordance with
FASB Statement No. 133, Accounting for Derivative Instruments and Hedging Activities. Auditors should review
FASB Statement No. 133 Implementation Issue B36 (B36), Modified Coinsurance Arrangements and Debt
Instruments That Incorporate Credit Risk Exposures That Are Unrelated or Only Partially Related to the Creditwor
thiness of the Obligor under Those Instruments, which addresses embedded derivatives in modified coinsurance
(modco) and coinsurance with funds withheld arrangements and other contracts with similar provisions
where, for example, a return under the contract is calculated based on a referenced pool of assets.

.93 As products become more advanced and complex, careful consideration is required to determine
whether the contracts are being accounted for appropriately based on a complete understanding of the facts
and circumstances. Alternative risk transfer products and finite risk covers usually present complex issues
with respect to evaluating the contracts for risk transfer under FASB Statement No. 113. Auditors should
assess whether companies have adequate internal controls to identify and analyze complex reinsurance
agreements to determine the proper accounting.
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Some Additional Auditing Considerations
.94 Auditors of companies with significant reinsurance contracts may also consider directing procedures
as required under AU section 319, Consideration of Fraud in a Financial Statement Audit (AICPA, Professional
Standards, vol. 1; AICPA, PCAOB Standards and Related Rules'), towards these arrangements in an attempt to
identify:
•

Contracts back-dated to avoid retroactive reinsurance accounting on coverage of losses that had
already been incurred;

•

Side agreements to reimburse the reinsurer for covered losses or to return profits under a contract in
a different accounting period;

•

"Linked" contracts where losses experienced under one will be reimbursed under another in the
future and which should be considered together in the risk transfer analysis;

•

Contracts whose terms do not make economic sense and indicate a side agreement or "linkage" with
another contract that should be considered in the accounting evaluation;

•

Exclusive reinsurance arrangements with offshore assuming companies that raise consolidation
questions; or

•

Commutations where the settlements are not in accordance with contract terms and suggest a
noncontractual agreement on the allocation of profits and losses.

. 95 Auditors can consider whether company disclosures with respect to significant reinsurance agree
ments are in accordance with FASB Statement No. 113, and that disclosures with respect to ongoing
regulatory investigations, if any, are adequate.

New NAIC Reinsurance Disclosure and Filing Requirements
. 96 Reinsurance issues have taken center stage at the NAIC as regulators react to New York State Attorney
General Spitzer's investigations of finite reinsurance, as well as allegations that undisclosed side agreements
between ceding and assuming companies contributed to large property-casualty insolvencies. During 2005,
the NAIC's Statutory Accounting Principles Working Group exposed updates to SSAP No. 62, Property and
Casualty Reinsurance, which would expand disclosure requirements related to ceded reinsurance. These
disclosures, which are also included as interrogatories in the annual statement, would require detailed
information about specific ceded reinsurance contracts. The new disclosures are to be included in response
to Interrogatories in the 2005 Annual Statement filings; the revisions defer the requirement to include these
disclosures in the audited financial statements until year-end 2006.
97 The new financial statement disclosures include:

.
•

Whether any quota share reinsurance contracts include provisions that would limit the reinsurer's
losses below the stated quota share percentage (e.g., a deductible, loss ratio corridor, loss cap,
aggregate limits, or similar provisions). If such contracts exist, management is required to disclose
whether or not the limiting provisions have had an effect on ceded losses.

•

Whether any significant contracts contain any of six specific contractual features often associated with
finite reinsurance arrangements.14

14 Contact terms greater than two years when the contract is noncancelable by the reporting entity; cancellation provisions that
trigger an obligation on the reporting entity to enter into a new reinsurance agreement with the reinsurer; aggregate stop loss
reinsurance coverage; an unconditional or unilateral right by either party to commute the treaty; a provision permitting reporting or
payment of losses less frequently than on a quarterly basis; and any features designed to delay timely reimbursement to the ceding
entity.
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•

Whether there are any significant contracts with related parties, other than approved pooling
arrangements.

•

Whether any contracts are accounted for as reinsurance under SAP and as deposits under GAAP, or
vice versa, and if so, why.

. 98 For contracts meeting the first three bulleted criteria, management is further required to disclose (a)
a summary of the reinsurance contract terms, (b) a brief discussion of management's principal objectives in
entering into the agreement, including the economic purpose to be achieved, and (c) the aggregate financial
statement impact gross of all such ceded reinsurance contracts on the balance sheet and statement of income.
. 99 In addition to the expanded disclosures, the NAIC has adopted a supplemental filing requiring the
CEO (Chief Executive Officer) and CFO (Chief Financial Officer) to separately attest to the appropriateness
of the accounting procedures applied to the company's ceded reinsurance arrangements. Supplement 20-1,
Reinsurance Attestation Supplement, shall be filed by March 1 and requires the CEO and CFO to make
representations related to:
•

The existence of any side agreements

•

Whether management has documented its risk transfer analysis, and such documentation is available
for review

•

The company's compliance with SSAP No. 62, Property and Casualty Reinsurance

•

Whether appropriate internal controls are in place to monitor reinsurance

.100 During 2005, the New York Insurance Department submitted a proposal to bifurcate, for accounting
purposes, certain contracts containing significant financing components. Companies would account for the
portion of the contract that is financing as a deposit, and the portion representing risk transfer as reinsurance.
This proposal is still under consideration by the P&C Reinsurance Study Group of the NAIC, and it is unlikely
that the bifurcation issue will be resolved for 2005.
Security Valuation Developments

.101 Insurance companies hold significant investments. Under GAAP, paragraph 16 of FASB Statement
No. 115, Accounting for Certain Investments in Debt and Equity Securities, states that individual securities
classified as either available-for-sale or held-to-maturity must be assessed to determine whether a decline in
fair value below the amortized cost basis is other than temporary. If such a decline is judged to be other than
temporary, the cost basis of the individual security is written down to fair value as the new cost basis, with
the amount of the writedown included in earnings (that is, accounted for as a realized loss). The new cost
basis should not be changed for subsequent recoveries in fair value.
.102 In 2004, to answer questions on evaluating other-than-temporary impairment, the FASB issued EITF
Issue No. 03-1, "The Meaning of Other-Than-Temporary Impairment and Its Application to Certain Invest
ments." The project included two stages. The first, a disclosure stage, included additional numerical and
narrative disclosures for debt and marketable equity securities that have unrealized losses. The second stage
included specific measurement and impairment accounting guidance.

.103 When entities started to put the second stage of the EITF Issue into practice, a number of issues
became problematic. For example, clients and their auditors noted that it was difficult to determine whether
impairment occurs on an aggregate or individual basis. Additionally, practitioners, including those in the
insurance industry, noted that the asset liability management process could be adversely affected since most
liabilities for insurance companies are carried at historical cost and many more assets would now be carried
at fair value. The FASB responded to concerns. FSP EITF Issue No. 03-1-1, Effective Date of Paragraphs 10-20
of EITF Issue No. 03-1, "The Meaning of Other-Than-Temporary Impairment and Its Application to Certain
Investments," delayed the recognition and measurement guidance contained in paragraphs 10 through 20.
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Proposed FSP EITF Issue No. 03-1-a, Implementation Guidance for the Application of Paragraph 16 of EITF Issue
No. 03-1, "The Meaning of Other-Than-Temporary Impairment and its Application to Certain Investments," evalu
ated interest rate impaired debt securities analyzed under paragraph 16 of Issue No. 03-1.
.104 On June 29,2005, the FASB directed the staff to finalize proposed FSP No. EITF 03-1-a, renamed FSP
No. 115/124-1, Accounting for Certain Investments in Debt and Equity Securities. This FSP was issued in the
fourth quarter of 2005 and is effective for other-than-temporary impairment analyses conducted in periods
beginning after December 15,2005, with early application permitted. However, as the draft FSP was effective
for periods subsequent to September 15, 2005, many of your clients may have implemented this FSP for 2005
year-ends.
.105 The FSP amends FASB Statements No. 115 and No. 124, and APB Opinion No. 18, The Equity Method
of Accounting for Investments in Common Stock. Additionally, the FSP nullifies the guidance in paragraphs
10-18 of EITF Issue No. 03-1, supersedes Topic D-44, "Recognition of Other-Than-Temporary Impairment
upon the Planned Sale of a Security Whose Cost Exceeds Fair Value," and refers to existing other-thantemporary impairment guidance—for example, FASB Statement No. 115, Accounting for Certain Investments
in Debt and Equity Securities, APB Opinion No. 18, and SEC SAB No. 59, Accounting for Noncurrent Marketable
Equity Securities. Additionally, the FSP carries forward the requirements of paragraphs 8 and 9 (cost-method
investments) and paragraphs 21 and 22 (disclosure requirements) of EITF Issue No. 03-1.

.106 The guidance is applicable to debt and equity securities that are within the scope of Statements No.
115, No. 124 and securities excluded from those statements and not accounted for under the equity method
pursuant to APB Opinion No. 18 (i.e., cost-method investments). As indicated in paragraph 127(b) of FASB
Statement No. 115, insurance companies are required to report equity securities at fair value, even if they do
not meet the scope criteria in paragraph 3 of FASB Statement No. 115. Therefore, the FSP also applies to all
equity securities held by insurance companies. Additionally, the outside form of the investment determines
the accounting. (For example, an investment in mutual fund shares is equity, even if the mutual fund consists
mostly of debt securities.) Finally, investments that require bifurcation and separate accounting for host
instruments under paragraph 12 of FASB Statement No. 133 are included. Clarification includes:
•

Measurement. If a decline is deemed to be other than temporary, the investment should be written
down to fair value at the balance sheet date.

•

Post impairment income recognition. If impairment is recognized, the client must recognize income
based on expected, not contractual, cash flows.

•

Timing. The FSP incorporates certain guidance set forth in Topic D-44, "Recognition of Other-ThanTemporary Impairment upon the Planned Sale of a Security Whose Cost Exceeds Fair Value," clarifies
the timing of impairment recognition.

Year-End Accounting and Auditing Issues
.107 FASB Statement No. 115 should continue to be followed along with the new FSP. The FASB Special
Report, A Guide to Implementation of Statement 115 on Accounting for Certain Investments in Debt and Equity
Securities: Questions and Answers, is also relevant. For public companies, SEC SAB No. 59, Accounting for
Noncurrent Marketable Equity Securities (Topic 5M), is in effect.

.108 Additional auditing considerations for fiscal year-end 2005 should include an evaluation of man
agement's current and former practices regarding FASB No. 115 securities, accounting practice consistency
among periods, and rationale for any practice changes in the areas surrounding FSP No. 115-1. Unsubstan
tiated changes in management practice need to be carefully questioned for appropriateness under the
aforementioned GAAP requirements.
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Statutory Accounting
.109 Under SAP, determining whether impairment has occurred on an investment under the NAIC
Accounting Practices and Procedures Manual (the Manual) is similar to GAAP. Management needs to consider
all available evidence in determining whether an impairment exists and if that impairment is other than
temporary. For each type of investment, specific measurement criteria are set out in the SSAPs. Differences
do arise between GAAP and SAP regarding the timing of an impairment loss for securities subject to EITF
Issue No. 99-20, "Recognition of Interest Income and Impairment on Purchased and Retained Beneficial
Interests in Securitized Financial Assets." Additionally, under SSAP, impairments related to interest rates
and/or sector spreads are recorded when there is an intent to sell the related security.

.110 The Practices and Procedures Manual requires that a loss be realized for OTT impairments of the value
of investments. Significant judgment is involved in determining whether a decline in fair value is temporary
or reflects conditions that are more persistent. Evidence should support management's assertion that a
decline in fair value is only temporary. The NAIC Emerging Accounting Issues Working Group deferred a
tentative consensus on impairments until the FASB issued guidance. However, the Group adopted as final,
an amendment to Interpretation 02-07, Definition of the Phrase "Other than Temporary," "to provide guidance
on interest related and non-interest related impairment." Since the SSAPs did not define the aforementioned
phrase, the working group clarified that (a) other than temporary does not mean "permanent impairment" and
(b) it is not appropriate for reporting entities, independent auditors, or state examiners to only apply
predefined thresholds to determine other than temporary impairments. They added that thresholds can be
used as an initial step in determining impairment but cannot be used as a substitute for a full analysis of all
qualitative considerations. Practitioners should remain alert to future developments.

Surplus Enhancement
.111 In all audits of GAAP-basis and SAP-basis financial statements, consideration should be given to
the effects of unusual transactions as well as accounting differences on solvency and the adequacy of the
company's SAP-basis capital and surplus. Unusual transactions should be evaluated that materially affect
SAP-basis income or surplus, or transactions for which the effects on SAP-basis financial statements would
be substantially different from the effects on GAAP-basis financial statements. That evaluation is especially
important when an insurer's surplus is at or near minimum levels or if an insurer's risk-based capital ratio
is at or near an action or control level.
.112 In addition, an auditor should be alert to significant and unusual transactions or events at or near
year-end that may require significant judgment about the proper accounting treatment, including the
following:
•

Financially oriented reinsurance transactions

•

Changes in reserve estimates

•

Asset impairments

•

Reinsurance collectibility

•

Sale or leaseback transactions of statutory nonadmitted assets

•

"Parking" of securities

•

Loaning or borrowing securities

•

Intercompany transactions

•

Transactions involving special-purpose entities (SPEs) and variable interest entities

•

Asset swaps

•

Asset reclassifications

•

Other types of potential "window-dressing" transactions

AICPA Audit and Accounting Manual

AAM §8040.112

8138-6

Alerts

70

5-06

.113 SOP 94-1, Inquiries of State Insurance Regulators, as amended by SOP 01-5, Amendments to Specific
AICPA Pronouncements for Changes Related to the NAIC Codification, requires that, if a permitted accounting
practice is material to an insurance enterprise's financial statements, the auditor obtain sufficient competent
evidential matter to corroborate management's assertion that the accounting treatment is permitted. In many
situations, that requirement will cause the auditor to obtain written confirmation, on an annual basis, from
the domiciliary state insurance department that the accounting practice continues to be permissible.

.114 If the financial effect of such permitted practices is material, either individually or in the aggregate,
to a company's SAP-basis surplus, sufficient competent evidential matter should be received before the
issuance of an auditor's report on either the company's GAAP-basis or SAP-basis financial statements.

FASB Statement No. 133 Implementation Guidance
.115 The Derivatives Implementation Group (DIG) helped the FASB staff answer significant questions
that companies face when implementing FASB Statement No. 133, Accounting for Derivative Instruments and
Hedging Activities.
.116 The FASB staff has issued guidance on numerous FASB Statement No. 133 implementation issues,
and this guidance can be obtained from the FASB Web site at www.fasb.org. Following is a listing of the
insurance-product-related topics that were addressed, together with a brief discussion of the nature of each
issue and the date of FASB clearance. This list is intended to highlight to auditors of insurance companies
those areas where the application of FASB Statement No. 133 may be required. In addition to the issues listed
below, several other FASB Statement No. 133 Implementation Issues are applicable to companies operating
in all industries; such issues also may be relevant to an audit of an insurance company.

Topic

Guidance

A16—Definition of a Derivative: Synthetic Guaranteed
Investment Contracts (March 14, 2001)

Synthetic guaranteed investment contracts meet
the definition of derivatives in accordance with
paragraph 6 of FASB Statement No. 133.

B7—Embedded Derivatives: Variable Annuity Prod
ucts and Policyholder Ownership of Assets (June 23,
1999)

Traditional variable annuity products do not
contain embedded derivatives that warrant
separate accounting under FASB Statement No.
133, even though the insurer, rather than the
policyholder, actually owns the assets.

B8—Embedded Derivatives: Identification of the Host
Contract in a Non-Traditional Variable Annuity Con
tract (revised September 25, 2000)

Nontraditional variable annuity contracts are
distinguished from traditional variable annuity
contracts by the fact that investment risk
associated with the assets backing the
nontraditional variable annuity contracts is shared
between the issuer and the policyholder. The host
contract for a nontraditional variable annuity
contract is the traditional variable annuity portion
of the contract (that is, without the nontraditional
embedded components).

B9—Embedded Derivatives: Clearly and Closely Re
lated Criteria for Market Adjusted Value Prepayment
Options (December 6, 2000)

The economic characteristics and risks of the
embedded derivative (market-adjusted value
prepayment option) in a market value annuity
contract are clearly and closely related to the
economic characteristics and risks of the host
contract and, therefore, need not be bifurcated in
accordance with paragraph 12 of FASB Statement
No. 133.

AAM §8040.113

Copyright © 2006, American Institute of Certified Public Accountants, Inc.

70

8138-7

Insurance Industry Developments—2005/06

5-06

Topic

Guidance

BIO—Embedded Derivatives: Equity Indexed Fife In
surance Contracts (July 28,1999)

The existence of a death benefit provision does not
exclude the entire equity-indexed life insurance
contract from being subject to FASB Statement No.
133 for either the issuer or the policyholder
because the policyholder can obtain an equitylinked return by exercising the surrender option
before death.

B25—Embedded Derivatives: Deferred Variable Annu
ity Contracts with Payment Alternatives at the End of
the Accumulation Period

Deferred variable annuity contracts may contain
minimum benefit guarantees in either the
accumulation or payout phases of the contract.
This issue provides derivative accounting
guidance for four separate minimum guarantee
scenarios.

B26—Embedded Derivatives: Dual-Trigger Property
and Casualty Insurance Contracts (March 14, 2001)

A property and casualty contract that provides for
the payment of benefits and claims as a result of
both an identifiable insurable event and changes in
a variable would not contain an embedded
derivative instrument that is required to be
separately accounted for under FASB Statement
No. 133 provided (a) benefits and claims are paid
only if an identifiable insurable event occurs (for
example, theft or fire), (b) the amount of the
payment is limited to the amount of the
policyholder's incurred insured loss, and (c) the
loss is not virtually certain to occur.

B27—Embedded Derivatives: Dual-Trigger Financial
Guarantee Contracts (March 14,2001)

A financial guarantee insurance contract for which
payment of a claim is triggered only by the
occurrence of the insured's credit losses exceeding
a specified level on its loans held (though the
amount of the payment is affected by the credit
losses in a customized pool of loans by third
parties exceeding the same specified level) is an
insurance contract that is not subject to FASB
Statement No. 133 requirements because it
indemnifies the insured for its actual losses
incurred above a specified level. A provision
limiting claims in the event the insured's credit
losses exceed the credit losses in a referenced pool
or index of consumer loans represents a type of
deductible, rather than an embedded derivative
that warrants separate accounting under FASB
Statement No. 133.

B28—Embedded Derivatives: Foreign Currency Ele
ments of Insurance Contracts (March 14,2001)

Contracts that pay claims in a currency different
from the one in which the loss is measured at a
predetermined contract exchange rate are not
deemed to have an embedded foreign currency
derivative.

B29—Embedded Derivatives: Equity-Indexed Annuity
Contracts with Embedded Derivatives (March 14, 2001)

Equity-indexed annuities that contain "point-topoint" or "ratchet design" features qualify as
contracts with embedded equity derivatives that
must be bifurcated and reported at fair value in
accordance with paragraph 12 of FASB Statement
No. 133.

(continued)
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Topic

Guidance

B30—Embedded Derivatives: Application of Statement
97 and Statement 133 to Equity-Indexed Annuity Con
tracts

Equity-indexed annuities contain a debt
instrument with an embedded (equity option)
derivative. Upon receipt of the consideration for
the equity-indexed contract, the issuer is required
to allocate a portion of the consideration to the
derivative and the remainder to a fixed annuity
host contract. Interest credited and changes in the
fair value of the derivative should be recognized
in earnings. The host contract should be accreted
to the minimum account value at the end of the
contract using the effective yield method. A
minimum liability shall not be recorded if, prior to
the maturity of the contract, the aggregate of the
host account value and the market value of the
derivative is less than the value of the contract on
a FASB Statement No. 97 basis (that is, without
bifurcating the derivative).

B31—Embedded Derivatives: Accounting for Pur
chases of Life Insurance (July 12, 2001)

FASB Technical Bulletin No. 85-4 prescribes the
accounting for life insurance contracts commonly
referred to as COLI (corporate-owned life
insurance), BOLI (business-owned life insurance),
and key-man insurance. This accounting treatment
is applicable even though these insurance
contracts include derivative-like provisions that
would otherwise require separate accounting as
derivatives under paragraph 12 of FASB Statement
No. 133.

B36—Modified Coinsurance Arrangements and Debt
Instruments That Incorporate Credit Risk Exposures
That Are Unrelated or Only Partially Related to the
Creditworthiness of the Obligor under Those Instru
ments (April 2003)

An instrument that incorporates credit risk
exposures that are either unrelated or only
partially related to the creditworthiness of that
instrument's obligor has an embedded derivative
that is not considered "clearly and closely related"
to the economic characteristics and risks of the
host contract. B36 affects the accounting for creditlinked notes that incorporate a third party's credit
(or default) risk and modified coinsurance
arrangements between reinsurers and ceding
insurance companies and similar arrangements,
which typically include a provision for passing a
return that is linked to the performance of
investments held by the ceding company to the
reinsurer.

The scope of B36 encompasses any receivable or
payable where the interest is determined by
reference to an actual pool of assets (unless the
pool were comprised entirely of risk-free debt
securities and/or real estate) or determined by any
index other than a "pure" interest rate index.
Cl—Scope Exceptions: Exception Related to Physical
Variables (February 17,1999)
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requires the issuer to pay to the holder a specified
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Topic
G4—Cash Flow Hedges: Hedging Voluntary Increases
and Interest Credited on an Insurance Contract Liabil
ity (July 28,1999)

Guidance
FASB Statement No. 133 would permit an
insurance company to qualify for cash-flow hedge
accounting if it is hedging the possibility that it
may need to voluntarily increase the interest rate
used to credit interest on certain whole life,
universal life, repetitive premium variable
annuity, and single premium variable annuity
contract liabilities. However, to qualify for cash
flow hedge accounting, changes in the hedged
interest payments attributable to the hedged risk
must be sufficiently correlated with the changes in
the cash flows of the hedging derivative.

Compare and Contrast—FASB Statement No. 133 and SSAP No. 86
.117 SSAP No. 86, Accounting for Derivative Instruments and Hedging, Income Generation, and Replication
(Synthetic Asset) Transactions, addresses the concepts outlined in FASB Statement No. 133 and establishes a
statutory accounting model for derivative transactions entered into after January 1,2003. (Alternatively, an
insurer was able to apply SSAP No. 86 to all derivatives to which the insurer was a party as of the effective
date.) Some of the more significant requirements of SSAP No. 86 that differ from FASB Statement No. 133
include the following:
•

An embedded derivative instrument is not separated from the host contract and accounted for
separately as a derivative instrument.

•

Effectiveness is not bifurcated. Derivative instruments that meet the criteria of an effective hedge are
valued and reported in a manner that is consistent with the hedged asset or liability (referred to as
hedge accounting). Derivative instruments that do not meet or no longer meet the criteria of an
effective hedge are accounted for at fair value.

•

Changes in the fair value of a derivative that does not meet the criteria of an effective hedge are
recorded as unrealized gains or losses.

Share-Based Payment
.118 On December 16, 2004, the FASB issued Statement No. 123(R), Share-Based Payment.15 The
Statement revises existing requirements under the original FASB Statement No. 123, Accounting for StockBased Compensation, and supersedes APB Opinion No. 25, Accounting for Stock Issued to Employees, and its15
15 The FASB has issued FASB FSP No. 123(R)-1, Classification and Measurement of Freestanding Financial Instruments Originally Issued as
Employee Compensation. The FSP defers the requirements of FASB Statement No. 123(R) for freestanding financial instruments subject to
FASB Statement No. 123(R) and supersedes FSP EITF Issue No. 00-19-1, Application of EITF Issue No. 00-19 to Freestanding Financial
Instruments Originally Issued as Employee Compensation, and amends paragraph 11(b) of FASB Statement No. 133, Accounting for
Derivative Instruments and Hedging Activities, and FASB Statement No. 133 Implementation Issue No. C3, Scope Exceptions: Exception
Related to Share-Based Payment Arrangements. Under the FSP, a freestanding financial instrument originally issued as employee
compensation for substantive employee service will be subject to the recognition and measurement provisions of FASB Statement No.
123(R) for the entire life of the instrument, unless its terms are modified after the time that the rights conveyed by the instrument are
no longer dependent on the holder being an employee. The FASB has also issued FSP No. 123(R)-b, Practical Exception to the Application
of Grant Date as Defined in FASB Statement No. 123(R), to give guidance on the application of grant date of an award subject to FASB
Statement No. 123(R). Additionally, the FASB has issued FSP 123(R)-3, Transition Election Related to Accounting for the Tax Effects of
Share-Based Payment Awards, to provide an alternative transition method for use in calculating the payment awards and calculating the
pool of excess tax benefits available to absorb tax deficiencies recognized subsequent to adoption (www.fasb.org).
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related implementation guidance.16 For effective dates and deferral information, see www.fasb.org and
www.sec.gov.

Scope
.119 The Statement establishes standards for the accounting for transactions in which an entity exchanges
its equity instruments for goods or services. The Statement focuses primarily on accounting for transactions
in which an entity obtains employee services in share-based payment transactions. Additionally, the
Statement does not change the accounting guidance for share-based payment transactions with parties other
than employees provided in FASB Statement No. 123, as originally issued, and EITF Issue No. 96-18,
"Accounting for Equity Instruments That Are Issued to Other Than Employees for Acquiring, or in
Conjunction with Selling, Goods or Services." This Statement does not address the accounting or employee
share ownership plans, which are subject to AICPA SOP 93-6, Employers' Accounting for Employee Stock
Ownership Plans. However, this Statement eliminates the alternative to use APB Opinion No. 25's intrinsic
value method of accounting that was provided in FASB Statement No. 123 as originally issued. Under APB
Opinion No. 25, issuing stock options to employees generally resulted in recognition of no compensation
cost. This Statement requires entities to recognize the cost of employee services received in exchange for
awards of equity instruments based on the grant-date fair value of those awards (with limited exceptions).
.120 FASB Provides a Practical Exception to Grant Date Requirements of FASB Statement No. 123(R).
FASB Statement No. 123(R) provides that share-based payments exchanged for employee services and
classified as equity awards generally are measured at their fair value on the grant date. One of the
requirements to achieve a grant date is that the employer and the employee receiving the award (that is, the
grantee), have a mutual understanding of the key terms and conditions of an award. Based on discussions
with the FASB staff, it has been concluded that the significant terms of an award (including the number of
awards to be granted to the individual employee) must be communicated to the grantee to achieve a grant
date and, therefore, a measurement date under FASB Statement No. 123(R). For additional information, go
to www.fasb.org.

Some Auditing Considerations
.121 Institutions of all sizes have issued stock options. Small institutions have issued options to obtain
skilled employees from larger institutions. Large institutions offer stock options across the board to numer
ous employees, including management. Under old accounting rules, dilution was offset by the nonrecogni
tion of compensation expense related to the granting of options. Subsequent to the adoption of FASB
Statement No. 123(R), an option issuance would both reduce net income and increase dilution, decreasing
earnings per share (EPS). Ironically, the shift toward the new standard could cause an increase in EPS, as the
company compensates by issuing fewer options, decreasing outstanding shares. Management will now be
concerned with this delicate balance.

.122 The auditor will need to adapt audit procedures surrounding stock options; for many companies,
stock options will now be a material portion of the financial statements instead of a disclosure-only item:
•

The auditor may notice a shift toward the issuing of restricted stock. Institutions will be looking for
additional methods to change their compensation structures since there will now be fewer options
issued to management. The auditor can evaluate any changes surrounding salaries and other
compensation incentives surrounding top management and evaluate compliance with appropriate
rules and regulations.10
*

10 This includes AICPA Accounting Interpretation No. 1 of APB Opinion No. 25; FASB Interpretation No. 28, Accounting for Stock
Appreciation Rights and Other Variable Stock Option or Award Plans; FASB Interpretation No. 38, Determining the Measurement Date for Stock
Option, Purchase, and Award Plans Involving Junior Stock; and FASB Interpretation No. 44, Accounting for Certain Transactions Involving
Compensation. See the standard for additional literature affected.
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•

Inherent risk will naturally increase surrounding any new calculation methodologies. For assistance
with application, the auditor can refer to FASB literature as well as to SEC SAB No. 107, Topic 14,
Share-Based Payment.17 The aforementioned literature is also discussed in the AICPA Webcast, FASB
Stock Options: An Advanced Analysis of Statement No. 123(R), which is available at www.cpa2biz.com.

•

Given the complicated nature of the accounting, management may inappropriately alter stock option
expense to help manage the bottom line. Auditors need to pay close attention to the underlying
assumptions used by management. AU section 342, Auditing Accounting Estimates (AICPA, Profes
sional Standards, vol. 1; AICPA, PCAOB Standards and Related Rules'), provides guidance on obtaining
and evaluating sufficient competent evidential matter to support significant accounting estimates
used in a client's financial statements.

Auditor Indemnification and Liability
AICPA Proposed Ethics Interpretation on Indemnifications and Limitations of
Liability Provisions
.123 On September 15, 2005, the AICPA Professional Ethics Executive Committee (PEEC) issued an
omnibus proposal containing proposed interpretations on indemnification/limitation of liability provisions
and forensic accounting services. This omnibus proposal includes a new proposed Ethics Interpretation No.
101-16, "Indemnification, Limitation of Liability, and ADR Clauses in Engagement Letters," under Rule 101,
Independence. The proposed Interpretation would provide guidance to members on the possible impact of
certain indemnification and limitation of liability provisions may have on a member's independence when
included in engagement letters or other agreements entered into with a client. Under the proposal, certain
types of indemnification and limitation of liability provisions are considered to pose an unacceptable threat
to a member's independence (for example, where the member seeks to limit or eliminate his or her liability
with respect to actual damages arising from the member's negligence or the client's negligence), whereas
others would not impair independence (for example, where a member seeks to limit or eliminate his or her
liability arising from the client's knowing misrepresentation, willful misconduct, or fraudulent behavior).
The proposed Interpretation also makes clear that the use of indemnification or limitation of liability
provisions does not relieve a member from the requirement to exercise due professional care and comply
with all professional standards (for example, in the case of an audit, specific performance standards under
generally accepted auditing standards [GAAS]) as required by Rule 201, General Standards and Rule 202,
Compliance With Standards.

.124 The proposal also describes the impact that specific indemnification and limitation of liability
provisions will have on a member's independence in connection with an attest engagement, including those
related to member's negligence, willful misconduct, or fraudulent behavior; client's negligence; client's
knowing misrepresentation, willful misconduct, or fraudulent behavior; unsuccessful party to pay adver
sary's fees (loser pays arrangement); and punitive damages. The proposed Interpretation also provides
guidance on arrangements whereby a member and client agree to use arbitration, mediation, or other
alternative dispute resolution (ADR) methods to resolve a dispute between them, or an agreement to waive
a jury trial.
.125 When developing this proposal, the PEEC considered guidance issued by other regulators, including
the SEC, as well as the Proposed Interagency Advisory issued by the Federal Financial Institutions Exami
nation Council (FFIEC) on May 10, 2005, Interagency Advisory on the Unsafe and Unsound Use of Limitation of
Liability Provisions and Certain Alternative Dispute Resolution Provisions in External Audit Engagement Letters,
17 Among other matters, SAB No. 107 notes that reasonable assumptions do not imply a single conclusion or methodology, and it is
rare for only one acceptable choice to exist while estimating fair value. Additionally, estimates of fair value are not intended to predict
actual future events, and subsequent events are not necessarily indicative of the reasonableness of original estimates. Additionally the
SEC Staff Progress Report on Market Approaches to Valuing Employee Stock Options Under SEAS 123R reports on the SEC's progress in
evaluating proposals to value employee stock options (www.sec.gov).
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but acknowledged that there are critical differences between public or regulated entities and nonpublic
companies with respect to regulatory oversight and requirements; investor and marketplace communica
tions, access, and interactions; and board of directors and audit committee composition, responsibilities, and
procedures.

The SEC
.126 The SEC's Codification of Financial Reporting Policies and Frequently Asked Questions—
Indemnification by Client (Section 602.02.f.i). Inquiry was made about whether an accountant who certifies
financial statements included in a registration statement or annual report filed with the SEC under the
Securities Act or the Exchange Act would be considered independent if he or she had entered into an
indemnity agreement with the registrant. In the particular illustration cited, the board of directors of the
registrant formally approved the filing of a registration statement with the SEC and agreed to indemnify and
save harmless each and every accountant who certified any part of such statement, “from any and all losses,
claims, damages or liabilities arising out of such act or acts to which they or any of them may become subject
under the Securities Act, as amended, or at 'common law," other than for their willful misstatements or
omissions."
.127 When an accountant and his or her client, directly or through an affiliate, have entered into an
agreement of indemnity that seeks to ensure the accountant immunity from liability for his or her own
negligent acts, whether of omission or commission, one of the major stimuli to objective and unbiased
consideration of the problems encountered in a particular engagement is removed or greatly weakened. Such
a condition must frequently induce a departure from the standards of objectivity and impartiality that the
concept of independence implies. In difficult matters, such as the determination of the scope of audit
necessary, existence of such an agreement may easily lead to the use of less extensive or thorough procedures
than would otherwise be followed. In other cases, it may result in a failure to appraise with professional
acumen the information disclosed by the examination. Consequently, the accountant cannot be recognized
as independent for the purpose of certifying the financial statements of the corporation.
.128 Question 4 of the SEC's December 13, 2004, FAQ on Auditor Independence. Has there been any
change in the Commission's longstanding view (Financial Reporting Policies—Section 600-602.02.f.i., "In
demnification by Client") that when an accountant enters into an indemnity agreement with the registrant,
his or her independence would come into question?
.129 Answer. No. When an accountant and his or her client, directly or through an affiliate, enters into
an agreement of indemnity that seeks to provide the accountant immunity from liability for his or her own
negligent acts, whether of omission or commission, the accountant is not independent. Further, including in
engagement letters a clause that a registrant would release, indemnify, or hold harmless from any liability
and costs resulting from knowing misrepresentations by management would also impair the firm's inde
pendence (www.sec.gov).

Regulatory Update
Recent Statutory Accounting Principles
.130 The NAIC continues to create and clarify statutory accounting guidance for certain insurance
enterprises through an ongoing maintenance process. The most recent Accounting Practices and Procedures
Manual was published by the NAIC as of March 2005. Modifications made subsequent to the publication of
the Manual are available from the NAIC Web site (www.naic.org). The insurance laws and regulations of
the states require insurance companies domiciled in those states to comply with the guidance provided in
the Manual except as prescribed or permitted by state law.
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.131 The 2005 Manual contains two Statements of Statutory Accounting Practices adopted in 2004 and
effective for implementation on January 1, 2005:
1. SSAP No. 88, Investments in Subsidiary, Controlled and Affiliated Entities, a Replacement of SSAP No. 46,
revises the accounting model for determining which noninsurance entities are subject to statutory
basis valuation adjustments. These entities are valued based on audited GAAP equity with adjust
ments made as specified in paragraph 9 of the SSAP, mostly to reduce GAAP equity for assets that
would be nonadmitted or not recognized on a statutory basis.

2. SSAP No. 91, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities,
replaces SSAP No. 18, Transfers and Servicing of Financial Assets and Extinguishments of Liabilities; SSAP
No. 33, Securitization; and SSAP No. 45, Repurchase Agreements, Reverse Repurchase Agreements and
Dollar Repurchase Agreements. SSAP No. 91 is modeled on FASB Statement No. 140, Accounting for
Transfers and Servicing of Financial Assets and Extinguishments of Liabilities, which was a replacement
of FASB Statement No. 125, the basis for SSAPs No. 18, No. 33, and No. 45.

.132 In September 2005, the NAIC modified SSAP No. 62, Property and Casualty Reinsurance, by expanding
disclosure requirements for 2005 regarding reinsurance contracts that may contain finite reinsurance char
acteristics. Although the new disclosures are to be included in response to Interrogatories in the 2005 Annual
Statement filings, the revisions to the SSAPs defers the requirement to include these disclosures in the audited
financial statements until year-end 2006. For additional information, see the section ''New NAIC Reinsurance
Disclosure and Filing Requirements" in the "Accounting and Auditing" section of this alert.
.133 The NAIC is continuing to study risk transfer issues for Property Casualty companies. The American
Academy of Actuaries Committee on Property and Liability Financial Reporting issued a study in August
2005 entitled, Risk Transfer in P&C Reinsurance: Report to the Casualty Actuarial Task Force (CATF) of the
NAIC. The report contains the results of a survey of current industry practices regarding risk transfer and
alternative approaches to the evaluation of risk transfer. The Property and Casualty Reinsurance Study
Group (Study Group) of the NAIC Accounting Practices and Procedures (E) Task Force is currently studying
the analysis of risk transfer to qualify for reinsurance accounting. In a memorandum dated March 24, 2005,
the Study Group requested the assistance of the CATF to identify what risk transfer tests are being used in
the industry today and to provide guidance on what the minimum transfer of risk standard should be. The
Study Group has indicated its intention to complete the analysis and be prepared to adopt changes effective
by year-end; therefore more guidance should be anticipated in this area.
.134 As of September 2005, two new SSAPs have been adopted that are not effective until January 1,2006:

1. SSAP No. 90, Accounting for the Impairment or Disposal of Real Estate Investments. This SSAP supersedes
paragraphs 9, 10 and 19 of SSAP No. 40, Real Estate Investments. It adopts FASB Statement No. 144
with modification (see paragraphs 40 and 41 of SSAP No. 90 for specifics).
2. SSAP No. 93, Accounting for Low Income Housing Tax Credit Property Investments. The SSAP requires
such investments to be carried at the lower of amortized cost or fair value, which is a change to the
previous requirement for the use of equity accounting.

.135 As of September 2005, SSAP No. 92, Treatment of Cash Flows When Quantifying Changes in Valuation
and Impairments, An Amendment to SSAP No. 43—Loan-backed and Structured Securities, was still under
consideration with a tentative effective date of years beginning on and after December 31, 2005.
.136 An exception to the 90 day non-admission guidance in SSAP No. 6, Uncollected Premium Balances,
Bills Receivable for Premiums and Amounts Due from Agents and Brokers, was passed for policyholders affected
by Hurricanes Katrina and Rita. Auditors working with insurers affected by those storms should be aware
of this exception.
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.137 Additionally, 17 new Interpretations were adopted during 2004 and incorporated in the revised
Manual. As of September 2005,14 new Interpretations were adopted that are effective for 2005. Additionally,
several "nonsubstantive" revisions to various SSAPs and changes to the Appendixes were made during 2004
and through September 2005.

NAIC—Actuarial Data Integrity
.138 Effective for 2004 year-end audits, the NAIC Property and Casualty Annual Statement Instructions were
revised to require additional coordination among the auditor, the appointed actuary, and management and
may potentially require additional procedures for the auditor related to claim loss and loss adjustment
expense data. Section 9 of the instructions, "Scope of Examination and Report of Independent Certified Public
Accountant," states:

The insurer shall also require that the independent certified public accountant subject the
data used by the appointed actuary to testing procedures. The auditor is required to
determine what historical data and methods have been used by management in developing
the loss reserve estimate and whether he or she will rely on the same data or other statistical
data in evaluating the reasonableness of the loss reserve estimate. After identifying the
relevant data, the auditor should obtain an understanding of the controls related to the
completeness, accuracy, and classification of loss data and perform testing as the auditor
deems appropriate. Through inquiry of the appointed actuary, the auditor should obtain an
understanding of the data identified by the appointed actuary as significant. It is recognized
that there will be instances when data identified by the appointed actuary as significant to
his or her reserve projections would not otherwise have been tested as part of the audit, and
separate testing would be required. Unless otherwise agreed among the appointed actuary,
management and the auditor, the scope of the work performed by the auditor in testing the
claims data in the course of the audit would be sufficient to determine whether the data
tested is fairly stated in all material respects in relation to the statutory financial statements
taken as a whole. The auditing procedures should be applied to the claim loss and defense
and cost containment expense data used by the appointed actuary and would be applied to
activity that occurred in the current calendar year (e.g., tests of payments on claims paid
during the current calendar year).
.139 There may be circumstances in which data deemed significant by the appointed actuary are not
included as part of the statutory financial statement audit. This may result in a need for additional testing
outside the scope of the statutory audit to comply with the NAIC data integrity requirements. The conclusion
regarding the need for the auditor to perform additional procedures should be agreed with management,
after discussion with the appointed actuary. Additional procedures needed to fulfill the NAIC requirement
for data integrity could be accomplished through an Agreed-Upon Procedures report, performed in accord
ance with AICPA professional standards. In October 2004, the American Academy of Actuaries Committee
on Property & Liability Financial Reporting published a paper on this area entitled Data Testing Requirement
in 2004 P/C Annual Statement Instructions: Guidance For Actuaries Signing Statements of Actuarial Opinions on
Loss and Loss Expense Reserves. The paper can be found on the American Academy of Actuaries Web site at
www.actuary.org.

NAIC Adoption of FASB Statement No. 132(R) Disclosures
.140 In the summer of 2005, the NAIC determined that all insurance entities will be required to comply
with the disclosure requirements of FASB Statement No. 132(R), Employers' Disclosures about Pensions and
Other Postretirement Benefits, in both annual and audited financial statements (that is, the reduced disclosures
for nonpublic entities was rejected by the NAIC).
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Consideration of the Examiner's Handbook
.141 The MAR states that auditors "shall" consider the procedures in the NAIC Financial Condition
Examiner's Handbook (the Examiner's Handbook) in the conduct of the audit as the independent certified
public accountant deems necessary. Although the AICPA supports increased communication with regula
tors and a better understanding of the financial examination process and procedures, it does not require
auditors to perform procedures from the Examiner's Handbook that they would not have otherwise
performed as part of a GAAS audit. This revision of the MAR places emphasis on giving consideration to
the procedures contained in the Examiner's Handbook. In planning the audit, auditors may consider
incorporating into their planning documentation that they have given consideration to the Examiner's
Handbook procedures as they deemed necessary. In the conduct of financial examinations, examiners
review, use, and/or rely upon the auditor's working papers.

Reminder—Access to CPA Audit Documentation
.142 An external auditor is required by the NAIC MAR to provide timely access to or copies of audit
documentation when requested by regulators.

.143 Interpretation No. 1, "Providing Access to or Copies of Audit Documentation to a Regulator," of
AU section 339, Audit Documentation (AICPA, Professional Standards, vol. 1, AU sec. 9339.01-15; AICPA,
PCAOB Standards and Related Rules, AU sec. 9339.01-.15), addresses the responsibilities of an auditor when
a regulator requests access to audit documentation. Auditors should note that PCAOB Auditing Standard
No. 3 (AICPA, PCAOB Standards and Related Rules, AU sec. 339), supersedes SAS No. 96 for audits of public
companies and other issuers.
.144 The AICPA's task force on NAIC matters has worked actively with subgroups consisting of
designated regulators and NAIC representatives to pursue ways to increase the examiners' reliance upon
the statutory audit and use of underlying audit documentation. Suggested protocols were forwarded to the
Financial Examiners Handbook Technical Group for consideration of possible revisions to the Examiner's
Handbook, and letters were sent to chief examiners in the states apprising them of the new process.

.145 The AICPA NAIC Task Force helped to establish the four-step process to provide a protocol for
financial examiners that are having difficulty in pursuing a resolution of (a) questions with respect to a firm's
individual engagement to perform a statutory audit, (b) difficulties in gaining access to working papers, or
(c) the regulator concerns about the work performed by the CPA. If a financial examiner determines that
additional response is required, after informing appropriate management, the financial examiner would
contact the following individuals in this suggested order, as needed:

1. The engagement partner
2. The designated national firm representative

3. Chair of the insurer's audit committee
4. State board of accountancy, ethics (or quality review) committee, or other regulatory bodies deemed
appropriate

.146 Firms or individual practitioners performing statutory audits of regulated insurance entities that
wish to designate a national firm representative and have not already done so should contact NAIC
representatives at (816) 783-8006 or (816) 783-8132.

The American Jobs Creation Act of 2004
.147 The American Jobs Creation Act of 2004, (the Jobs Creation Act) (Pub. L. No 108-357), contains
changes to a variety of areas and is expected to affect most businesses. Areas of practice affecting insurance
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companies include but are not limited to unfunded deferred compensation plans, new disclosure and penalty
regimes for reportable transactions (tax shelters), distributions from policyholder and shareholder surplus
accounts, foreign earnings taxation (including tax credits and temporary incentives for U.S. corporations to
repatriate earnings previously reinvested in foreign subsidiaries),18 and transition repeal of the Foreign Sales
Corporation / Extraterritorial regime.

.148 More specifically for insurance companies, the Senate amendment provision suspends for a stock
life insurance company's taxable years beginning after December 31, 2003, and before January 1, 2006, the
application of rules imposing income tax on distributions to shareholders from the policyholder's surplus
account of a life insurance company (Internal Revenue Code [IRC] section 815). The provision also reverses
the order in which distribution reduces various accounts, so that distributions would be treated as first made
out of the policyholder's surplus account, to the extent thereof, and then out of the shareholders surplus
account, and lastly out of other accounts. Furthermore, because foreign related-party reinsurance arrange
ments may be used as a technique for eroding the U.S. tax base, the Act amends IRC Section 845(a) to clarify
that the IRS has the authority to allocate, recharacterize, or make any other adjustment to items of each party
to a reinsurance agreement, in order to reflect the proper amount, source, or character of the item. For further
information, see the Jobs Creation Act.

The Pension Funding Equity Act of 2004
.149 The Pension Funding Equity Act of 2004 (the Pension Act) (H.R. 3108) contains certain provisions
that affect property and casualty insurance companies. The Pension Act modifies the definition of a property
casualty insurance company and contains significant changes to the definition of a Section 501(c)(15) tax-exempt
insurance company. Additionally, the Pension Act repeals the Section 809 differential earnings adjustment for
mutual life insurance companies. Separate portions of the Act have multiple effective dates, starting with tax
years beginning after December 31, 2003.

Defining a Property Casualty (Liability) Insurance Company
.150 Prior to the Act. The definition of a property casualty insurance company was based on the company's
"primary and predominant business activity," that is, a company was considered to be a property casualty
insurance company if its primary and predominant business was insurance. A separate definition of an
insurance company applied to life insurance companies as defined in Section 816(a) of the IRC, which stated
that an insurance company is any company for which "more than half of its business during the tax year is the
issuing of insurance or annuity contracts or the reinsuring of risks underwritten by insurance companies."
.151 Subsequent to the Act. The Pension Act created a uniform definition of an insurance company for
property casualty and life insurance companies by amending the definition of a property casualty insurance
company in Section 831 to include the definition stated in Section 816(a). The new definition of a property
casualty insurance company may affect companies that have substantial amounts of other business activity,
such as investment income relative to their insurance income. The classification of an entity as an insurance
company for federal tax purposes has potentially broad implications, including classification as a corporation
for federal tax purposes, eligibility for certain favorable accounting methods, and the avoidance of classifi
cation as a passive foreign investment company. The change is effective for tax years beginning after
December 31, 2003, for most property casualty insurance companies.

Tax-Exempt Status of a Property Casualty Insurance Company (Section 501(c)(15))
.152 The effective date for changes are for tax years beginning after December 31, 2003, with special
transition provisions with respect to certain companies. The summary below is for informational purposes
only and should not be relied upon as a substitute for a complete reading of the code.
18 Practitioners can also refer to FASB Board Directed FSP 109-2, Accounting and Disclosure Guidance for the Foreign Earnings
Repatriation Provision within the American Jobs Creation Act of 2004, effective December 2004.

AAM §8040.148

Copyright © 2006, American Institute of Certified Public Accountants, Inc.

70

8138-17

Insurance Industry Developments—2005/06

5-06

Existing Law in 2003

A non-life insurance company qualifies
for tax-exempt status if the greater of net
or direct written premiums, determined
on a controlled group basis, does not
exceed $350 thousand.

Pension Funding Equity Act of
2004 Amendments

1. For companies other than mutual
property casualty companies, annual
gross receipts, determined on a controlled
group basis, must not exceed $600
thousand and premiums received must be
greater than 50 percent of gross receipts.
2. For a mutual property casualty company,
annual gross receipts must not exceed
$150 thousand and annual premiums
must be greater than 35 percent of gross
receipts, provided that certain code
requirements are met.

There is no limitation on the amount of
“nonpremium" (e.g., investment) income
that a tax-exempt non-life insurance
company may receive in a tax year.
However, the amount of nonpremium
income may affect whether the entity is
an insurance company for federal tax
purposes and therefore determines its
tax-exempt status.
Control group definition: The premium
test is determined by including all
members of a controlled group, which
is defined by Section 1563(a) (50-percent
ownership requirement, with life
insurance companies included).

1. The premium requirement determines
that nonpremium (e.g., investment)
income must be $300 thousand or less.
2. For a mutual property casualty company,
the aforementioned premium
requirement determines that the most
nonpremium (e.g., investment) income a
company can have is $97,499 (less than 65
percent of $150 thousand).

Control group definition: The Pension Act
adds the requirement to include the receipts
of foreign and tax-exempt corporations to the
control group.

.153 The changes to tax-exempt status under Section 501(c)(15) will cause some companies that were
tax-exempt in 2003 to become taxable in 2004 and 2005. These companies should evaluate the implications
of a transition from tax-exempt to taxable status. Consideration should be given to the effect of any change
on accounting methods, accounting periods, carryover of tax attributes, filing requirements, and personal
holding company taxes. Consideration should also be given to any financial statement implications, includ
ing annual statements that may be filed with state insurance commissioners.

Section 831(b) Election
.154 The Pension Act also made a small change to the definition of an insurance company that may elect
to be taxed only on investment income.

Existing Law in 2003
The choice to be taxed only on
investment income (831(b) election):

• Is available if the greater of net or
direct written premiums exceeds
$350 thousand but does not exceed
$1.2 million.

Pension Funding Equity
Act of 2004 Amendments
The choice to be taxed only on
investment income (831(b) election):
• Is available if the greater of net or direct
written premiums does not exceed
$1.2 million (floor is eliminated).

.155 In addition, in 2004 and 2005, there has been significant press regarding the difficulties that many
companies have faced and continue to face in making their minimum pension funding contributions. With
the decline in the stock market in recent years, many pension plans experienced significant asset losses that
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resulted in overfunded positions shifting into underfunded status. These plans are subject to the minimum
funding requirements of the pension laws. As such, the asset losses must be paid for through increased
minimum funding requirements. Although almost all pension plans required additional contributions,
pension plans of large companies were especially affected because of the additional funding rules that apply
to these plans.
.156 For large pension plans, a portion of the minimum funding requirement is based upon the difference
between the plan's current liability and the value of the plan's assets. The current liability is a measure of the
value of the benefits earned to date and is generally calculated using an interest rate based upon the interest
rates on 30-year Treasury securities as specified by the IRS. The contribution based upon this difference,
referred to as the deficit reduction contribution (DRC) resulted in large increases in contributions for
employers with large under funded plans, many of whom had no funding requirements in recent years.

.157 Employers have found that the DRC has increased significantly for two reasons. The first is the asset
losses described above, which widened (or created) the deficit between current liability and assets. The
second is that the interest rate used to calculate the current liability has been depressed in comparison to
other interest rates in the market place. Employers argued that interest rates more reflective of the market
should be used to calculate the current liability. In response, Congress adjusted the interest rate used for plan
years beginning in 2002 and 2003 to allow interest rates as high as 120 percent of the 30-year Treasury rate,
rather than 105 percent.
.158 Some companies have taken the step of terminating their underfunded plans, which adds to the
liability of the Pension Benefit Guaranty Corporation (PBGC). Congress passed the Pension Funding Equity
Act to provide some relief for the 2004 and 2005 plan years by:
•

Replacing the interest rate based upon the 30-year Treasury securities with an interest rate based
upon long-term investment grade corporate bonds; and

•

Allowing for the election of an alternate DRC calculation for certain plans of employers in the airline
and steel industries.

.159 The interest rate based on long-term investment grade corporate bonds is significantly higher than
the interest rate based on the 30-year Treasury securities. The use of a higher interest rate reduces the
calculated current liability and thus has the effect of reducing the DRC for an underfunded plan. In cases
with only some underfunding, the use of the rate based on corporate bond rates will eliminate the need to
make a DRC altogether. This relief applied to all defined benefit plans, not to plans in specific industries.
.160 Multiemployer plans are not subject to the DRC calculation; however, they also need to increase the
funding requirements because of the asset losses. Under the Pension Act, multiemployer plans can elect to
defer the amortization of certain investment losses. Lastly, for 2004 and 2005, the Pension Act changed the
interest rate used for non-annuity benefits under section 415(b) of the IRC by replacing the 30-year Treasury
rate with a flat rate of 5.5 percent.
Terrorism Insurance Developments

.161 The market for terrorism risk insurance was severely disrupted by the events of September 11,2001.
Those events resulted in reinsurers choosing to no longer cover terrorism risk, or if they do, to make coverage
extremely expensive. On November 26,2002, the President signed into law the Terrorism Risk Insurance Act
(TRIA) of 2002. TRIA, which became effective immediately, established a temporary federal program of
shared public and private compensation for insured commercial property and casualty losses resulting from
acts of terrorism.
.162 Accordingly, terrorism exclusions on existing insurance policies were removed and all policyholders
had the ability to secure coverage for terrorism risk through mandatory offer requirements placed on insurers.
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TRIA placed the federal government temporarily in the terrorism risk reinsurance business because the
program was written to sunset on December 31, 2005. However, bills have been introduced in 2005 in both
the Senate (S.467) and the House of Representatives (H.R.1153) to extend TRIA for an additional two years,
to December 31, 2007, with a run-off period into 2008 for policies written in 2007.
.163 Congressional hearings were held during the summer of 2005 to stress the importance of extending
TRIA, particularly after a June 30, 2005 report was released by the U.S. Treasury Department which
concluded that the insurance industry is now capable of providing terrorism insurance on its own. The
concern is that, in the absence of TRIA, it is likely that terrorism exclusions will again become the norm for
commercial line policies and that private reinsurers are not likely to fill the reinsurance capacity void if TRIA
expires.

.164 Under the existing program, once an insurer has suffered a loss equal to its deductible, the United
States Treasury will cover 90 percent of the losses above the deductible. The insurer's deductible increases
over the life of the program. In 2004, the deductible was equal to 10 percent and increased to 15 percent in
2005. TRIA also provides the Treasury with the authority to recoup federal payments via policyholder
surcharges. The maximum amount of any potential policyholder surcharge that can be imposed is 3 percent
per year. Some of the enhancements and provisions included in the proposed bills include the following:
•

Coverage for group life policies (TRIA currently covers only commercial Property Casualty policies.)

•

An extension of the "mandatory availability" provisions

•

Deductible percentages in the range of 15 percent to 20 percent for 2006 and 2007, respectively

•

An increase in the trigger for recoupment of the mandatory surcharge on commercial policyholders
from $15 million in 2005 to $17.5 million and $20 million for 2006 and 2007, respectively

•

Provisions for continued studies to be performed by the GAO and the Treasury Department to assess
the ongoing impact of TRIA on effectiveness and market capacity

.165 Practitioners need to remain alert to developments in this area and depending on what laws are in
place, carefully assess effects surrounding disclosures, liability accruals, and subsequent events for 2005 fiscal
year-ends.

.166 The NAIC members have adopted model disclosure forms to assist insurers in complying with the
TRIA. The model disclosure forms may be used by insurers to meet their obligation under the rules, provide
policyholders with the status of current coverage, and, in some cases, make a selection regarding future
insurance coverage for acts of terrorism. Insurers must comply with state law and TRIA, and are encouraged
to review the disclosure forms in light of their current policy language, state legal requirements, and the
provisions of the TRIA.

SEC Information for Auditors of Insurance Company Depositors19
.167 In light of the need for immediate guidance, the SEC staff would not object if insurance company
depository financial statements included in the registration statements of variable annuity and variable life
insurance contracts are audited in accordance with either PCAOB auditing standards or GAAS. This position
applies only to mutual insurance companies and other insurance company depositors whose sole nexus to
the 1934 Act is as depositor of one or more separate accounts that issue variable insurance contracts and that
are registered as investment companies under the Investment Company Act. This determination does not
represent a legal conclusion as to the requirements of the Sarbanes-Oxley Act or the PCAOB. Practitioners
should remain alert to developments in this area.
From the March 28, 2005, PCAOB Reporter article, SEC Staff Allows Choice of Audit Standard for Insurance Company Depositors.
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.168 Note that in a letter from the chief accountant of the Investment Management Division to the industry
and to the PCAOB, the staff clarified that the financial statements of insurance company depositors that are,
in their own right 1934 filers, including mutual insurance companies that issue registered market value
adjustment contracts, must be audited in accordance with PCAOB standards. In addition, the financial
statements of registered separate accounts that issue variable insurance contracts must be audited in accordance
with PCAOB standards. For additional information, see the referenced article.

SEC Guidance About Non-GAAP Financial Measures
.169 In January 2003, the SEC published its final rule to implement Section 401(b) of the Sarbanes-Oxley
Act. Section 401(b) required the SEC to issue a rule about the disclosure of pro forma financial information
in any reports filed with the SEC, or in any public disclosures or press releases. The SEC rule adopts the term
non-GAAP financial measures rather than pro forma financial information to eliminate confusion with pro forma
disclosures that are required under existing SEC rules and regulations.

.170 As required by Sarbanes-Oxley, whenever a company presents a non-GAAP financial measure,
Regulation G will require presentation of a numerical reconciliation to the most directly comparable
measurement calculated using GAAP. Regulation G also explicitly prohibits the presentation of inaccurate
or misleading non-GAAP financial measures.

.171 The final SEC rule defines a non-GAAP financial measure as a numerical measure of a company's
historical or future financial performance, financial position, or cash flows that excludes (includes) amounts
or is subject to adjustments that have the effect of excluding (including) amounts, that are included (excluded)
in the most directly comparable measure calculated in accordance with GAAP.
.172 The definition of non-GAAP financial measures specifically excludes measures that are required to
be disclosed by GAAP, SEC rules, or an applicable system of regulation imposed by a government,
governmental authority, or self-regulatory organization. Therefore, statutory-basis financial ratios (for
example, combined ratios) used by insurance registrants in SEC filings to describe the results of operations
are considered outside the scope of the non-GAAP rules as long as those ratios are identical (in terms of both
formula and result) to those presented in required filings with insurance regulators.
.173 In addition to Regulation G, the SEC also amended Regulations S-K and S-B to impose additional
requirements and restrictions on the disclosure of non-GAAP financial measures in SEC filings. Among other
things, the amendments to Regulations S-K and S-B prohibit the presentation of performance measures that
exclude charges or gains identified as "nonrecurring, infrequent or unusual," unless the excluded items meet
certain conditions. Many insurance companies use the term operating earnings (or similar non-GAAP terms)
in discussing financial results within SEC filings. Insurance companies have defined operating earnings in
a variety of different ways; however, the most common definition is net income excluding after-tax realized
investment gains and losses. Under the non-GAAP rules, the term operating earnings is prohibited from
being used in SEC filings because it is considered a performance measure that is adjusted to eliminate or
smooth items (such as realized investment gains and losses), which have either occurred in the prior two
years or are likely to recur within two years from the balance-sheet date. The SEC staff has occasionally
required insurance companies to restate Form 10-Q filings because the registrants originally used the term
operating earnings or a similar term in discussing results of operations.

Recent Auditing and Attestation Pronouncements, Quality Control,
and Other Guidance
.174 Presented below is a list of auditing and attestation pronouncements, guides, and other guidance
issued since the publication of last year's Alert. For information on auditing, attestation and related standards
AAM §8040.168
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and guidance issued subsequent to the writing of this Alert, please refer to the AICPA Web site at www.
aicpa.org/members/div/auditstd/technic.htm. The PCAOB sets auditing and attestation standards for
audits of public companies. See the PCAOB Web site at www.pcaobus.org for information about its activities
and any recently issued standards. You may also look for announcements of newly issued standards in the
CPA Letter, Journal of Accountancy, and in the quarterly electronic newsletter, In Our Opinion, issued by the
AICPA Auditing Standards team and available at www.aicpa.org.
SAS No. 103 (AU section 339)
and related amendment

Audit Documentation
This SAS supersedes SAS No. 96 (AU section 339A) of the
same name, and establishes standards and provides
guidance to an auditor of a nonissuer on audit
documentation for audits of financial statements or other
financial information being reported on. In developing the
standard, the AICPA considered the documentation
requirements of the PCAOB's Auditing Standard No. 3;
the International Auditing and Assurance Standards
Board's September 2004 Exposure Draft; ISA 230, Audit
Documentation; suggestions from the National Association
of State Boards of Accountancy; and the Government
Auditing Standards.

Amendment to AU section
530.01 and .05, Codification
of Auditing Standards and
Procedures
October, 2005

"Dating of the Independent Auditor's Report"

The amendment to AU section 530 requires that the
auditor's report not be dated earlier than the date on
which the auditor has obtained sufficient competent audit
evidence to support the opinion on the financial
statements.

(applicable to audits
conducted in accordance
with GAAS)
SAS No. 102 (AU section 120)
and related amendment

Defining Professional Requirements in Statements on Auditing
Standards
This standard defines the degree of responsibility imposed
on the auditor when certain imperatives (such as must, is
required, and should) are used in the audit and attest
standards.

Amendment to AU section
150.05, Generally Accepted
Auditing Standards

The amendment to AU section 150 adds a requirement for
the auditor to document his or her justification for a
departure from the SASs in the working papers.

October, 2005
(applicable to audits
conducted in accordance
with GAAS)
SSAE No. 13

Defining Professional Requirements in Statements on
Standards for Attestation Engagements

October 2005

(applicable to attestations
conducted in accordance with
AICPA attestation standards)

This standard defines the degree of responsibility imposed
on the practitioner when certain imperatives (such as
must, is required, and should) are used in the audit and
attest standards.

(continued)
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AICPA Audit Interpretation
No. 1 of AU section 328,
Auditing Fair Value
Measurements and Disclosures

“Auditing Interests in Trusts Held by a Third-Party
Trustee and Reported at Fair Value"

AICPA Audit Interpretation
No. 1 of AU section 332,
Auditing Derivative Instruments,
Hedging Activities, and
Investments in Securities

"Auditing Investments in Securities Where a Readily
Determinable Fair Value Does Not Exist"

(July 2005)

(applicable to audits
conducted in accordance
with GAAS)

AICPA Audit Interpretation
No. 1 of AU section 625,
Reports on the Application of
Accounting Principles

(January 2005)
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These Interpretations clarify that simply receiving a
confirmation from a third party (including a trustee)
does not in and of itself constitute adequate audit
evidence with respect to the valuation assertion of
interests in trusts or investments in securities. The
Interpretations also reiterate the responsibility of
management to institute accounting and financial
reporting processes for the determination of fair value
measurements. According to the Interpretations, if the
auditor is unable to audit the existence or measurement
of interests in investments in securities at the financial
statement date, the auditor should consider whether that
scope limitation requires the auditor to qualify his or her
opinion or disclaim an opinion.
"Requirement to Consult with the Continuing
Accountant"

This Interpretation provides guidance on when it is
acceptable to not seek a "second opinion" from a
continuing accountant.

(applicable to audits
conducted in accordance
with GAAS)
AICPA Audit Interpretation
No. 12 of AU section 623,
Special Reports

"Evaluation of the Appropriateness of Informative
Disclosures in Insurance Enterprises' Financial
Statements Prepared on a Statutory Basis"

(amended January 2005)

This Interpretation clarifies that financial statements
prepared on a statutory basis are financial statements
prepared on a comprehensive basis of accounting other
than GAAP, and provides general guidance on
disclosures necessary for financial statements prepared
on an other comprehensive basis of accounting.

(applicable to audits
conducted in accordance
with GAAS)

AICPA Audit Interpretation
No. 14 of AU section 623,
Special Reports

"Evaluating the Adequacy of Disclosure and
Presentation in Financial Statements Prepared in
Conformity with an Other Comprehensive Basis of
Accounting (OCBOA)"

(amended January 2005)

(applicable to audits
conducted in accordance
with GAAS)

AAM §8040.174
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AICPA Audit Interpretation
No. 15 of AU section 623,
Special Reports

"Auditor Reports on Regulatory Accounting or
Presentation When the Regulated Entity Distributes the
Financial Statements to Parties Other Than the Regulatory
Agency Either Voluntarily or Upon Specific Request"

(January 2005)

(applicable to audits
conducted in accordance
with GAAS)

AICPA Attest Interpretation
No. 6 of AT section 101,
Attest Engagements
(December 2004)

This Interpretation provides illustrative language for an
auditor's report prepared on a regulatory basis of
accounting prescribed by a regulatory agency, where the
financial statements are not prepared solely for filing
with that agency.

"Reporting on Attestation Engagements Performed in
Accordance with Government Auditing Standards"
This Interpretation provides illustrative language for an
attestation report for engagements performed pursuant
to generally accepted government auditing standards.

(applicable to attestations
conducted in accordance with
AICPA attestation standards)

AICPA TPA section 9070.05

(August 2005)
(nonauthoritative)

AICPA TPA section 8345.01
(September 2005)

"Considerations of Impact of Losses From Natural
Disasters Occurring After Completion of Audit Field
Work and Signing of the Auditor's Report But Before
Issuance of the Auditor's Report and Related Financial
Statements"
"Audit Considerations When Client Evidence and
Corroborating Evidence in Support of the Financial
Statements Has Been Destroyed by Fire, Flood, or
Natural Disaster"

(nonauthoritative)

AICPA TPA section 8345.02

"Considerations When Audit Documentation Has Been
Destroyed by Fire, Flood, or Natural Disaster"

(September 2005)
(nonauthoritative)

AICPA Practice Alert (PA)
No. 2005-01
(September 2005)

Auditing Procedures With Respect to Variable Interest Entities

The purpose of this Practice Alert is to provide guidance
to auditors in planning and performing auditing
procedures with respect to variable interest entities.

(nonauthoritative)

PCAOB Auditing Standard
No. 4

Reporting on Whether a Previously Reported Material
Weakness Continues To Exist

(TBD 2005)

This standard applies if auditors report on the
elimination of a material weakness in a company's
internal control over financial reporting. The standard
establishes a voluntary engagement that would be
performed at the election of the company.

(Applicable to audits
conducted in accordance
with PCAOB standards only)

(continued)
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Conforming Amendment to PCAOB Related Auditing and
Professional Practice Standards Resulting from the Adoption
of the Auditing Standard No. 4

(TBD 2005)
(Applicable to audits
conducted in accordance
with PCAOB standards only)
PCAOB Rules

Ethics and Independence Rules Concerning Independence, Tax
Services, and Contingent Fees

(TBD 2005)
(Applicable to audits
conducted in accordance
with PCAOB standards only)

PCAOB Staff Questions and
Answers

See the AICPA Independence and Ethics Developments—
2005/06 for further information.

(Various dates)

Auditing Internal Control over Financial Reporting. The
PCAOB has issued two sets of questions and answers in
2005 relating to the issuance of PCAOB No. 2: question
37, and questions 38 through 55.

(Applicable to audits
conducted in accordance
with PCAOB standards only)

Attest Engagements Regarding XBRE Financial Information
Furnished Under the XBRE Voluntary Financial Reporting
Program on the EDGAR System

AICPA Audit and
Accounting Practice Aid

The Auditor's Guide to Understanding PCAOB Auditing
Standard No. 2

(nonauthoritative)

This publication walks an auditor through all the key
requirements of PCAOB Auditing Standard No. 2 and
provides insight and analysis on what those
requirements mean.

AICPA Audit and
Accounting Practice Aid

SAS No. 70 Reports and Employee Benefit Plans

(nonauthoritative)

AICPA Audit and
Accounting Practice Aid
(nonauthoritative)

This publication provides guidance on the use of SAS
No. 70 reports in audits performed in accordance with
GAAS. In addition, this publication includes checklists
and forms to help implement the guidance.

Illustrative Disclosures on Derivative Loan Commitments
This Practice Aid provides illustrations of disclosures of
derivative loan commitments in accordance with the
reporting and disclosure guidance cited in SEC SAB No.
105, Application of Accounting Principles to Eoan
Commitments.

AICPA Audit and
Accounting Practice Aid

Auditing Recipients of Federal Awards: Practical Guidance for
Applying OMB Circular A-133, third edition

(nonauthoritative)

This new edition covers the 2003 revision to Government
Auditing Standards. It includes a CD-ROM containing
detailed programs and checklists to assist in the audits of
entities that receive federal assistance.
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Accounting Trends
& Techniques

(nonauthoritative)

Accounting Trends
& Techniques
(nonauthoritative)
Guidance on Management
Override of Internal Controls

Employee Benefit Plans
This publication provides extensive illustrative financial
statements and note disclosures for employee benefit
plans.

Not-for-Profit Organizations
This publication provides extensive illustrative financial
statements and note disclosures for not-for-profit
organizations.
Management Override of Internal Controls: The Achilles' Heel
of Fraud Prevention—The Audit Committee and Oversight of
Financial Reporting

(nonauthoritative)
This guidance is available through the AICPA Audit
Committee Effectiveness Center at www.aicpa.org/
audcommctr (go to "Spotlight Area").

AICPA Toolkit

The AICPA Audit Committee Toolkit: Not-for-Profit
Organizations

(nonauthoritative)
This toolkit provides a comprehensive set of best
practices for audit committees of not-for-profit
organizations to help them carry out their
responsibilities effectively. The not-for-profit toolkit
covers governance topics ranging from increasing the
usefulness of the audit committee charter and hiring the
chief audit executive to conducting an executive session
and evaluating independent auditors. It is available
through the AICPA Audit Committee Effectiveness
Center at www.aicpa.org/audcommctr/toolkitsnpo/
homepage.htm.
AICPA Toolkit

The AICPA Audit Committee Toolkit: Government
Organizations

(nonauthoritative)
This toolkit covers a variety of governance topics,
including conducting an executive session, discussions to
expect from the independent auditor, peer review of
CPA firms, evaluating independent auditors, fraud, and
internal controls. It is available through the AICPA
Audit Committee Effectiveness Center at www.aicpa.org/
audcommctr/toolkitsgovt/homepage.htm.
Statutory Framework

A Statutory Framework for Reporting Significant Deficiencies
in Internal Control to Insurance Regulators

(May 2005)
(nonauthoritative)

This Framework provides auditors of insurance
company financial statements with an overview of recent
regulatory developments that may affect the
engagements and audits they perform.

.175 Items having particular significance to the insurance industry are briefly explained here. The
following summaries are for informational purposes only and should not be relied upon as a substitute for
a complete reading of the applicable guidance. To obtain copies of AICPA standards and Guides, contact
AICPA Service Center Operations at (888) 777-7077 or go online at www.cpa2biz.com.
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A Statutory Framework for Reporting Significant Deficiencies in Internal Control
to Insurance Regulators
.176 The AICPA issued A Statutory Framework for Reporting Significant Deficiencies in Internal Control to
Insurance Regulators (Statutory Framework), which outlines a suggested framework for auditors to follow
when reporting internal control deficiencies related to financial reporting identified during the course of an
annual audit of statutory financial statements. It should be read in conjunction with Section 11 of the MAR,
and AU section 325 (SAS No. 60). This is not intended to suggest that insurers or their auditors are required
to apply the concept of PCAOB Auditing Standard No. 2 as reflected in A Framework for Evaluating Control
Exceptions and Deficiencies to insurance companies for purposes of statutory reporting, but rather solely to
provide guidance to auditors on evaluating and reporting to regulators on deficiencies that have been
identified. This Statutory Framework was developed by members of the AICPA NAIC/AICPA Task Force
and is intended to provide auditors of insurance company financial statements with an overview of recent
regulatory developments that may affect the engagements and audits they perform. For purposes other than
satisfying Section 11 of the MAR, the auditor also has to consider any additional reporting requirements of
AU section 325 and AU section 380, Communication With Audit Committees (AICPA, Professional Standards,
vol. 1). Even when no reportable conditions are identified, six states20 have a requirement that a letter be filed
stating no material weaknesses have been identified.
.177 This publication is an Other Auditing Publication as defined in AU section 150, Generally Accepted
Auditing Standards (AICPA, Professional Standards, vol. 1.) Other Auditing Publications have no authoritative
status; however, they may help the auditor understand and apply SASs. If an auditor applies the auditing
guidance included in an Other Auditing Publication, he or she should be satisfied that, in his or her judgment,
it is both appropriate and relevant to the circumstances of his or her audit. The auditing guidance in this
document has been reviewed by the AICPA Audit and Attest Standards staff and published by the AICPA
and is presumed to be appropriate. This document has not been approved, disapproved, or otherwise acted
on by a senior technical committee of the AICPA.

.178 The document is located on the AICPA Web site at: www.aicpa.org/members/div/acctstd/
expertpanel insurance.asp (Accounting Standards, Industry Expert Panels, Insurance Expert Panel), and
listed as the title of the document, A Statutory Framework for Reporting Significant Deficiencies in Internal Control
to Insurance Regulators.
.179 A link to the document can also be found under Audit and Attest at www.aicpa.org/members/
div/auditstd/index.htm, under Publications of the Audit and Attest Standards Staff.

Amendment to Auditing Interpretation No. 12 of AU Section 623, Special Reports,
"Evaluation of the Appropriateness of Informative Disclosures in Insurance
Enterprises' Financial Statements Prepared on a Statutory Basis"
.180 In January 2005, the AICPA Audit Issues Task Force (AITF) amended Interpretation No. 12,
"Evaluation of the Appropriateness of Informative Disclosures in Insurance Enterprises' Financial State
ments Prepared on a Statutory Basis," of AU section 623, Special Reports (AICPA, Professional Standards, vol.
1). The Interpretation clarifies paragraphs .09 and .10 of AU section 623, which indicate that financial
statements prepared on a comprehensive basis of accounting other than GAAP should include "all informa
tive disclosures that are appropriate for the basis of accounting used." That includes a summary of significant
accounting policies that discusses the basis of presentation and describes how that basis differs from GAAP.
.181 The provisions of the NAIC Manual as well as the NAIC Emerging Accounting Issues Working
Group Interpretation No. 04-1, Applicability of New GAAP Disclosures Prior to NAIC Consideration, state that
20 For purposes of this Framework, the term states includes other jurisdictions that are members of NAIC.
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GAAP pronouncements do not become part of SAP until and unless adopted by the NAIC. However,
Interpretation No. 12 clarifies that provisions of the Manual or any other explicit rejection of a GAAP
disclosure do not negate the requirements of AU section 623.

Amendment to Auditing Interpretation No. 14 of AU Section 623, Special
Reports, "Evaluating the Adequacy of Disclosure and Presentation in Financial
Statements Prepared in Conformity With an Other Comprehensive Basis of
Accounting (OCBOA)"
.182 In January 2005, the AITF amended Interpretation No. 14 of AU section 623, Special Reports, newly
titled, "Evaluating the Adequacy of Disclosure and Presentation in Financial Statements Prepared in Conformity
With an Other Comprehensive Basis of Accounting." The interpretation replaces the phrase "cash, modified cash
or tax basis of accounting" with the terminology "other comprehensive basis of accounting" (OCBOA), in both
the title and the text of the interpretation. The change clarifies the scope of the interpretation to include all OCBOA
engagements, including insurance company regulatory engagements.

Auditing Interpretation No. 15 of AU Section 623, Special Reports, "Auditor
Reports on Regulatory Accounting or Presentation When the Regulated Entity
Distributes the Financial Statements to Parties Other Than the Regulatory Agency
Either Voluntarily or Upon Specific Request"
.183 In January 2005, the AITF issued Interpretation No. 15 of AU section 623, Special Reports, "Auditor
Reports on Regulatory Accounting or Presentation When the Regulated Entity Distributes the Financial
Statements to Parties Other Than the Regulatory Agency Either Voluntarily or Upon Specific Request," to
provide clarity in regards to which report an auditor should issue in certain reporting circumstances. When
regulated entities such as insurance companies (as well as certain state and local governmental entities)
prepare their financial statements in conformity with the requirements of a governmental regulatory agency
and the report is intended for use by parties other than the regulatory agency, the Interpretation specifies
which report to use. Among other matters, the Interpretation states that the auditor is precluded from using
the form of the report set forth in AU section 623 "in circumstances in which the entity distributes the financial
statements to parties other than the regulatory agency either voluntarily or upon specific request." The
auditor should follow the guidance in AU section 544, Lack of Conformity With Generally Accepted Accounting
Principles, if the financial statements and report are intended for use by parties other than those within the
entity and one or more regulatory agencies to whose jurisdiction the entity is subject. This Interpretation
provides illustrative language for an auditor's report prepared on a regulatory basis of accounting prescribed
by a regulatory agency, where the financial statements are not prepared solely for filing with that agency.

Recent AICPA Independence and Ethics Pronouncements
.184 The AICPA Independence and Ethics Developments—2005/06 (product no. 022476) contains a complete
update on new independence and ethics pronouncements. This Alert can be obtained by calling the AICPA
at (888) 777-7077 or going online at www.cpa2biz.com. Readers should obtain that Alert to be aware of
independence and ethics matters that will affect their practice.
.185 The AICPA general Audit Risk Alert—2005/06 and other AICPA industry-specific Alerts contain
summaries of recent pronouncements not included here. To obtain copies of AICPA standards and Guides,
contact AICPA Service Center Operations at (888) 777-7077 or go online at www.cpa2biz.com.

Recent Accounting Pronouncements and Related Guidance
.186 Presented below is a list of accounting pronouncements and other guidance issued since the
publication of last year's Alert. For information on accounting standards issued subsequent to the writing
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of this Alert, please refer to the AICPA Web site at www.aicpa.org and the FASB Web site at www.fasb.org.
You may also look for announcements of newly issued standards in the CPA Letter and Journal of Accountancy.

FASB Statement No. 152

Accounting for Real Estate Time-Sharing Transactions—an
amendment of FASB Statements No. 66 and 67

(December 2004)
This Statement amends FASB Statement No. 66, Accounting for
Sales of Real Estate, to reference the financial accounting and
reporting guidance for real estate time-sharing transactions
that is provided in AICPA SOP 04-2, Accounting for Real Estate
Time-Sharing Transactions. This Statement also amends FASB
Statement No. 67, Accounting for Costs and Initial Rental
Operations of Real Estate Projects, to state that the guidance for
(a) incidental operations and (b) costs incurred to sell real
estate projects does not apply to real estate time-sharing
transactions. The accounting for those operations and costs is
subject to the guidance in SOP 04-2.
FASB Statement No. 153

Exchanges of Nonmonetary Assets—an amendment of APB
Opinion No. 29

(December 2004)
This Statement amends APB Opinion No. 29, Accounting for
Nonmonetary Transactions, to eliminate the exception for
nonmonetary exchanges of similar productive assets, and
replaces it with a general exception for exchanges of
nonmonetary assets that do not have commercial substance. A
nonmonetary exchange has commercial substance if the
future cash flows of the entity are expected to change
significantly as a result of the exchange.
FASB Statement No.
123(R)

(December 2004)

FASB Statement No. 154

Share-Based Payment
This Statement is a revision of FASB Statement No. 123,
Accounting for Stock-Based Compensation; it supersedes APB
Opinion No. 25, Accounting for Stock Issued to Employees, and
its related implementation guidance. This Statement focuses
primarily on accounting for transactions in which an entity
obtains employee services in share-based payment
transactions. It establishes standards for the accounting for
transactions in which an entity exchanges its equity
instruments for goods or services. It also addresses
transactions in which an entity incurs liabilities in exchange
for goods or services that are based on the fair value of the
entity's equity instruments or that may be settled by the
issuance of those equity instruments.

Accounting Changes and Error Corrections—a replacement of APB
Opinion No. 20 and FASB Statement No. 3

(May 2005)

This Statement replaces APB Opinion No. 20, Accounting
Changes, and FASB Statement No. 3, Reporting Accounting
Changes in Interim Financial Statements, and changes the
requirements for the accounting for and reporting of a change
in accounting principle. This Statement applies to all
voluntary changes in accounting principle. It also applies to
changes required by an accounting pronouncement in the
unusual instance that the pronouncement does not include
specific transition provisions.
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FASB Interpretation
No. 47

Accounting for Conditional Asset Retirement Obligations—an
interpretation of FASB Statement No. 143

(March 2005)

This Interpretation clarifies that conditional asset retirement
obligations describes a legal obligation to perform an asset
retirement activity in which the timing and/or method of
settlement are conditional on a future event that may not be
under the entity's control.

FASB EITF Issues

Go to www.fasb.org/eitf/ for a complete list of EITF Issues.

(Various dates)
FSP 97-1

Situations in Which Paragraphs 17(b) and 20 of FASB Statement
No. 97, Accounting and Reporting by Insurance Enterprises for
Certain Long-Duration Contracts and for Realized Gains and
Losses From the Sale of Investments, Permit or Require Accrual of
an Unearned Revenue Liability

Other FASB Staff Positions

Go to www.fasb.org/fasb staff positions/for a complete list
of FSPs. Some of the recently issued FSPs address issues
relating to FASB Statements No. 143 and No. 150, among
others; and FASB Interpretation 46(R).

(Various dates)
AICPA SOP 05-1

Accounting by Insurance Enterprises for Deferred Acquisition
Costs in Connection With Modifications or Exchange of Insurance
Contracts

AICPA TPA section
1200.06-1200.15

"Accounting by Noninsurance Enterprises for Property and
Casualty Insurance Arrangements That Limit Insurance Risk"

(February 2005)

(Nonauthoritative)

AICPA TPA section
5400.05

"Accounting and Disclosure Guidance for Losses from
Natural Disasters—Nongovernmental Entities"

(September 2005)

(Nonauthoritative)

AICPA TPA section
6930.09

"Accounting and Disclosure Requirements for Single-Employer
Employee Benefit Plans Related to the Medicare Prescription
Drug, Improvement and Modernization Act of 2003"

(August 2005)
(Nonauthoritative)

AICPA TPA section
6930.10

"Accounting and Disclosure Requirements for Multiemployer
Employee Benefit Plans Related to the Medicare Prescription
Drug, Improvement and Modernization Act of 2003"

(August 2005)
(Nonauthoritative)
.187 Of the pronouncements and other guidance listed in the previous table, those having particular
significance to the insurance industry are briefly explained here. The following summaries are for informa
tional purposes only and should not be relied upon as a substitute for a complete reading of the applicable
standard. The AICPA general Audit Risk Alert—2005106 and other AICPA industry-specific Alerts also
contain summaries of recent pronouncements not discussed here.
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.188 To obtain copies of AICPA literature, contact the Service Center Operations at (888) 777-7077, or go
online at www.cpa2biz.com.
FSP 97-1, Situations in Which Paragraphs 17(b) and 20 of FASB Statement No. 97,
Accounting and Reporting by Insurance Enterprises for Certain Long-Duration
Contracts and for Realized Gains and Losses From the Sale of Investments, Permit
or Require Accrual of an Unearned Revenue Liability

.189 Effective for fiscal years beginning subsequent to June 18, 2004, this FSP clarifies whether it is
appropriate to recognize an unearned revenue liability to compensate the insurer for services to be performed
over future periods when future profits are expected to decline from the current level, or only when current
profits are expected to be followed by future losses. Diversity in practice became evident as companies were
implementing SOP 03-1.
.190 FASB Statement No. 97 does not provide specific guidance on how to determine the amount of the
liability for unearned revenue for situations not covered by SOP 03-1, and this FSP also does not address that
issue. The purpose of the FSP is merely to address the practice question as to whether SOP 03-1 restricts the
application of the unearned revenue guidance of FASB Statement No. 97 to situations in which profits are
expected to be followed by losses. It does not. See www.fasb.org.

Accounting by Insurance Enterprises for Deferred Acquisition Costs in
Connection With Modifications or Exchanges of Insurance Contracts

SOP 05-1,

.191 Issued by AcSEC in September 2005, SOP 05-1 provides guidance on accounting by insurance
enterprises for deferred acquisition costs on internal replacements of insurance and investment contracts
other than those specifically described in FASB Statement No. 97:
•

The SOP defines an internal replacement as a modification in product benefits, features, rights, or
coverages that occurs by the exchange of a contract for a new contract, or by amendment, endorse
ment, or rider to a contract, or by the election of a feature or coverage within a contract. Modifications
that result from the election by the contract holder of a benefit, feature, right, or coverage that was
within the original contract are not internal replacements subject to this guidance as long as all of the
conditions listed in paragraph .09 of the SOP are met.

•

The SOP introduces the terms integrated and nonintegrated contract features and specifies that
nonintegrated features do not change the base contract and are to be accounted for in a manner similar
to a separately issued contract. Integrated features are evaluated in conjunction with the base contract.

•

Contract modifications meeting all of the conditions in paragraph .15 of the SOP result in a
replacement contract that is substantially unchanged from the replaced contract and should be
accounted for as a continuation of the replaced contract.

•

An internal replacement that is determined to result in a replacement contract that is substantially
changed from the replaced contract should be accounted for as an extinguishment of the replaced
contract. Unamortized deferred acquisition costs, unearned revenue liabilities, and deferred sales
inducement assets from the replaced contract in an internal replacement transaction that results in a
substantially changed contract should not be deferred in connection with the replacement contract.

•

Unamortized deferred acquisition costs and the present value of future profits continue to be subject
to premium deficiency testing in accordance with the provisions of FASB Statement No. 60, Account
ing and Reporting by Insurance Enterprises, as amended.

•

The notes to the financial statements should describe the accounting policy applied to internal
replacements, including whether or not the company has availed itself of the alternative application
guidance outlined in paragraphs .18 and .19 of the SOP and, if so, for which kinds of internal
replacement transactions.

AAM §8040.188

Copyright © 2006, American Institute of Certified Public Accountants, Inc.

70

5-06

8138-31

Insurance Industry Developments—2005/06

.192 SOP 05-1 is effective for internal replacements occurring in fiscal years beginning after December
15, 2006, with earlier adoption encouraged. Retrospective application of the SOP to previously issued
financial statements is not permitted. Initial application of this SOP should be as of the beginning of an entity's
fiscal year (that is, if the SOP is adopted prior to the effective date, all prior interim periods of the year of
adoption should be restated). Additionally, disclosure of the effect of the change on retained earnings as of
the date of adoption is required. If the financial statements of the year of adoption are presented separately
or included in comparative financial statements, the notes to the financial statements should disclose (a) the
fact that this SOP has been adopted and the effective date of adoption, and (b) the nature of any differences
in accounting principles or financial statement presentation applicable to the financial statements presented
that resulted from adoption of the SOP.

Technical Practice Aid, Accounting by Noninsurance Enterprises for Property and
Casualty Insurance Arrangements That Limit Insurance Risk
.193 In February 2005, the AICPA released a set of technical questions and answers (Q&As) related to
accounting by noninsurance enterprises for property and casualty insurance arrangements. The Q&As focus
on certain aspects of finite insurance products that are utilized by noninsurance enterprises. Due to the
diverse nature of contracts in the marketplace, the guidance in these Q&As is designed to assist preparers
and practitioners in identifying the relevant literature to consider in addressing their specific facts and
circumstances.

On the Horizon
.194 Auditors should keep abreast of auditing and accounting developments and upcoming guidance
that may affect their engagements. Presented below is brief information about some ongoing projects that
have particular significance to the insurance industry or that may result in very significant changes.
Remember that exposure drafts are nonauthoritative and cannot be used as a basis for changing GAAP or
GAAS.

.195 The following table lists the various standard-setting bodies' Web sites where information may be
obtained on outstanding exposure drafts, including downloading a copy of the exposure draft. These Web
sites contain much more in-depth information about proposed standards and other projects in the pipeline.
Many more accounting and auditing projects exist beyond those discussed below. Readers should refer to
information provided by the various standard-setting bodies for further information.

Standard-Setting Body

Web Site

AICPA Auditing Standards Board (ASB)

www.aicpa.org/members/div/auditstd/
drafts.htm

AICPA Accounting Standards Executive
Committee (AcSEC)

www.aicpa.org/members/div/acctstd/
edo/index.htm

AICPA Accounting and Review Services
Committee (ARSC)

www.aicpa.org/members/div/auditstd/
index.htm

Financial Accounting Standards Board
(FASB)

www.fasb.org

Public Company Accounting Oversight
Board (PCAOB)

www.pcaobus.org

Professional Ethics Executive Committee
(PEEC)

www.aicpa.org/ members /div/ ethics /
index.htm

Auditing Pipeline—Nonpublic
.196 Note: This discussion of literature does not apply to audits of public companies.
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.197 The AICPA's ASB has approved (subject to final resolution) new SASs. The ASB believes that the
requirements and guidance provided in the proposed SASs, if adopted, would result in a substantial change
in audit practice and in more effective audits. A primary objective of the proposed SASs is to enhance
auditors' application of the audit risk model in practice by requiring:
•

More in-depth understanding of the entity and its environment, including its internal control, to
identify the risks of material misstatement in the financial statements and what the entity is doing to
mitigate them.

•

More rigorous assessment of the risks of material misstatement of the financial statements based on
that understanding.

•

Improved linkage between the assessed risks and the nature, timing, and extent of audit procedures
performed in response to those risks.

.198 The new SASs include:

•

Amendment to “Due Professional Care in the Performance of Work" of Statement on Auditing Standards No.
1, Codification of Auditing Standards and Procedures

•

Amendment to Statement on Auditing Standards No. 95, Generally Accepted Auditing Standards

•

Audit Evidence

•

Audit Risk and Materiality in Conducting an Audit

•

Planning and Supervision

•

Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement

•

Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit Evidence Obtained

•

Assessing Risks Along With Performing Audit Procedures in Response to Assessed Risks and Evaluating the
Audit Evidence Obtained.

•

Amendment to Statement on Auditing Standards No. 39, Audit Sampling

Proposed SAS, Communication of Internal Control Related Matters Noted in an Audit

.199 This proposed SAS will supersede SAS No. 60, Communication of Internal Control Related Matters Noted
in an Audit (AICPA, Professional Standards, vol. 1, AU sec. 325), and significantly strengthen the quality of
auditor communications of such matters in audits of nonpublic companies. Readers should be alert for the
issuance of a final standard in the first or second quarter of 2006.
Proposed Statement on Standards for Attestation Engagements, Reporting on an Entity's

Internal Control Over Financial Reporting
.200 This proposed SSAE establishes standards and provides guidance to the practitioner who is engaged
to issue or does issue an examination report on the effectiveness of an entity's internal control over financial
reporting as of a point in time (or on an assertion thereon). Specifically, guidance is provided regarding the
following:
•

Conditions that must be met for a practitioner to accept an engagement to examine the effectiveness
of an entity's internal control and the prohibition of acceptance of an engagement to review such
subject matter

•

Engagements to examine the design and operating effectiveness of an entity's internal control
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•

Engagements to examine the design and operating effectiveness of a portion of an entity's internal
control (for example, internal control over financial reporting of an entity's operating division or its
accounts receivable)

•

Engagements to examine only the suitability of design of an entity's internal control (no assertion is
made about the operating effectiveness of internal control)

•

Engagements to examine the design and operating effectiveness of an entity's internal control based
on criteria established by a regulatory agency

Readers should be alert for the issuance of a final standard in the summer of 2006.

Amendment to SAS No. 69, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles, for Nongovernmental Entities
.201 The ASB has issued an exposure draft introducing a proposed SAS entitled Amendment to Statement
on Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With Generally Accepted Accounting
Principles, for Nongovernmental Entities. This proposed SAS, which applies only to nongovernmental entities,
has been issued in response to the FASB's proposed Statement of Financial Accounting Standards entitled
The Hierarchy of Generally Accepted Accounting Principles. The FASB proposal moves responsibility for the
GAAP hierarchy for nongovernmental entities from the auditing literature (SAS No. 69 [AICPA, Professional
Standards, vol. 1, AU sec. 411]) to the accounting literature. The proposed SAS deletes the GAAP hierarchy
for nongovernmental entities from SAS No. 69 (AU section 411). The ASB decided to coordinate the
provisions and effective date of this exposure draft with the FASB proposed statement, which can be obtained
at www.fasb.org.

Auditing Pipeline—Public
.202 As pending projects have been submitted by the PCAOB to the SEC for approval, information is
listed under the section of this Alert entitled "Recent Auditing and Attestation Pronouncements, Quality
Control, and Other Guidance."

Accounting Pipeline—FASB Business Combination Projects—Insurance Overview
.203 On June 30, 2005, the FASB (jointly with the International Accounting Standards Board) issued for
comment two exposure draft proposed Statements of Financial Accounting Standards, Business Combinations—a
replacement of FASB Statement No. 141, and Consolidated Financial Statements, Including Accounting and Reporting
of Noncontrolling Interests in Subsidiaries—a replacement of ARB No. 51. The proposed standards would replace
FASB Statement No. 141 and Accounting Research Bulletin (ARB) 51, Consolidated Financial Statements. The
FASB target date for issuing the final is the third quarter of 2006. The planned proposed effective date for
the Business Combinations Standard is for business combinations with an acquisition date on or after the
beginning of the first annual period beginning on or after December 15, 2006. Special transition rules have
been proposed for entities, such as mutual entities, that have not applied FASB Statements No. 141 and No.
147, and have had one or more business combinations that were accounted for using the purchase method.
.204 In these proposed Statements, the FASB plans to revise the existing guidance on the application of
the purchase method. The following are among the main proposals:

1.

That all acquisitions of businesses be measured at the fair value of the business acquired.

2. That substantially all the assets acquired and liabilities assumed of the acquired business be recog
nized and measured at their fair values at the acquisition date.
3. That entities that follow U.S. GAAP and international standards apply substantially the same
accounting requirements for their business combinations.
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.205 Short-Duration Contracts. The Business Combinations Exposure Draft states that short-duration
insurance contract claim liabilities assumed in a business combination should be measured at fair value at
the date of acquisition. Paragraph A49 of the Business Combinations Exposure Draft states:
FASB Statement No. 60, as amended by paragraph D13 of this Statement, requires an expanded
presentation that splits the fair value of acquired insurance contracts into two components:
1. A liability measured in accordance with the insurer's accounting policies for short-duration insurance
contracts that it issues.

2. An intangible asset, representing the fair value of the contractual rights and obligations acquired, to
the extent that the liability does not reflect that fair value. This intangible asset is excluded from the
scope of Statement 142 and Statement 144. After the business combination, AC (the acquirer) is
required to measure that intangible asset on a basis consistent with the measurement of the related
insurance liability.

.206 The Business Combinations Exposure Draft also provides guidance for Day 2 accounting in para
graph 36:
After initial recognition, contingencies shall be accounted for as follows:

1. A contingency that would be accounted for in accordance with FASB Statement No. 5 if it were
acquired or incurred in an event other than a business combination shall continue to be measured at
fair value with any changes in fair value recognized in income in each reporting period.
2. All other contingencies shall be accounted for in accordance with generally accepted accounting
principles. For example:

a.

A contingency that is a financial instrument shall be accounted for in accordance with applicable
financial instrument guidance.

b.

A contingency that is an asset or liability arising from an insurance contract shall be accounted
for in accordance with FASB Statement No. 60, as amended (including the intangible asset, if any,
recognized for the difference between the amounts recognized on the acquisition date at fair
value and the amounts that would be recognized in accordance with FASB Statement No. 60).

.207 Questions have been submitted to the FASB asking which contracts, in whole or in part, should be
considered contingent liabilities and accounted for under paragraph 36 of the Business Combinations
Exposure Draft.

Scope
.208 It should be noted that the Business Combination Exposure Draft has included in its scope, business
combinations involving only mutual entities, whereas FASB Statement No. 141 had decided to wait for
additional interpretive guidance before application was required for combinations between two or more
mutual enterprises. The FASB has effectively stated that all business combinations, including mergers of
mutual entities, should be accounted for as acquisitions. Paragraph 53 of the Business Combinations
Exposure Drafts states:
In a business combination involving only mutual entities in which the only consideration
exchanged is the member interests of the acquiree for the member interests of the acquirer
(or the member interests of the newly combined entity), the amount equal to the fair value
of the acquiree shall be recognized as a direct addition to capital or equity, not retained
earnings.
.209 The Business Combinations Exposure Draft also expands the definition of a business combination
from FASB Statement No. 141, and defines a business combination as "a transaction or other event in which an
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acquirer obtains control of one or more businesses." Questions have been submitted to the FASB requesting
clarification on how loss portfolio transfers (with or without novation) or other transfers by contract would
fit into the proposed definition of a business combination and accounted for.

Accounting Pipeline—FASB Risk Transfer Project
.210 The New York Attorney General's office, the SEC, several state insurance departments, and other
governmental and regulatory bodies are currently investigating the use of certain insurance industry
contracts and whether companies have properly accounted for them. Paragraph 44 of FASB Statement No.
5, Accounting for Contingencies, requires that all insurance and reinsurance contracts indemnify the insured
against loss or liability. FASB Statement No. 113, provides further guidance for determining the transfer for
significant insurance risk for reinsurance arrangements.
.211 The FASB has a risk transfer project on the agenda to clarify what constitutes transfer of significant
insurance risk in insurance and reinsurance contracts by defining insurance contracts and codifying related
guidance in current FASB and AICPA literature. The project will also explore simple approaches to the
bifurcation of insurance contracts that include both insurance and financing elements. Practitioners should
remain alert to developments in this area.

Accounting Pipeline—Proposed FASB Staff Position No. TB 85-4, Accounting for
Life Settlement Contracts by Investors
.212 Living benefit contracts allow contract holders who have whole life, term life, as well as universal
life contracts and who can show proof of a terminal illness or deterioration in health condition, to collect
portions of the face amount of their life insurance contract while they are still living, in a brokered market
for such contracts. The rationale behind such products is that contract holders should be able to use the
benefits promised by the contract before death. The payments made before death on these contracts are called
viatical settlements or life settlements. The FASB has a project on its agenda to provide accounting guidance for
investments in life settlements between the owner of a life insurance contract (the insured) and a third party
(life settlement provider), where the latter does not have an insurable interest in the life of the insured and
intends to continue paying the premiums. The planned project scope would include brokered settlement
transactions whereby a broker facilitates settlement transactions between insureds and life settlement
providers.

Accounting Pipeline—FASB EITF Issue No. 06-A, "Accounting for the
Deferred Compensation and Postretirement Benefit Aspects of Split-Dollar
Life Insurance Arrangements"
.213 Companies purchase life insurance for various reasons that may include protecting against the loss
of "key" employees, funding deferred compensation and postretirement benefit obligations, and providing
an investment return. Split-dollar life insurance is an arrangement in which the employer and an employee
split the premiums and share the cash surrender value and/or death benefits of the insurance policy. There
currently appears to be diversity in practice in accounting for certain aspects of split-dollar life insurance
arrangements as a number of questions have been raised.
.214 Questions about the accounting for split-dollar life insurance arrangements relate to both asset and
liability recognition. At its October 19, 2005, meeting, the Board asked the FASB staff to develop a formal
agenda request on issues related to asset recognition and measurement under the guidance in FASB Technical
Bulletin No. 85-4, Accounting for Purchases of Life Insurance. The FASB staff is expected to request, in early
2006, that the Board add a project to the FASB's agenda.
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Proposed FASB Statement, The Hierarchy of Generally Accepted Accounting Principles
.215 This proposed Statement would identify the sources of accounting principles and the framework
for selecting the principles to be used in the preparation of financial statements of nongovernmental
companies that are presented in conformity with U.S. GAAP (or the GAAP hierarchy). The GAAP hierarchy
is currently presented in AICPA SAS No. 69 (AU section 411). However, the FASB believes that the GAAP
hierarchy should be directed specifically to companies because it is the company, not the auditor, who is
responsible for selecting its accounting principles for financial statements. Accordingly, the FASB concluded
that the GAAP hierarchy should reside in the accounting literature established by the FASB. The FASB
decided to carry forward the GAAP hierarchy as set forth in SAS No. 69 (AU section 411), subject to certain
modifications. The proposed Statement would be effective for fiscal periods beginning after September 15,
2005. Readers should be alert for the issuance of a final Statement, which is expected in the fourth quarter of
2005.

Proposed FASB Statements, Accounting for Transfers of Financial Assets, Accounting for
Servicing of Financial Assets, and Accounting for Certain Hybrid Financial Instruments
.216 The exposure draft Accounting for Transfers of Financial Assets is a revision of a June 2003 exposure
draft, Qualifying Special-Purpose Entities and Isolation of Transferred Assets, and would amend FASB Statement
No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities. The proposed
Statement seeks to (a) clearly specify the circumstances that require the use of a qualifying SPE in order to
derecognize all or a portion of financial assets, (b) provide additional guidance on permitted activities of
qualifying SPEs, (c) eliminate the prohibition on a qualifying SPE's ability to hold passive derivative financial
instruments that pertain to beneficial interests held by a transferor, and (d) revise the initial measurement of
interests related to transferred financial assets held by a transferor. The effective dates associated with this
proposed Statement vary; refer to the exposure draft for further information.

.217 The exposure draft Accounting for Servicing of Financial Assets would also amend FASB Statement
No. 140. The proposed Statement would (a) require all separately recognized servicing rights to be initially
measured at fair value, if practicable, (b) permit an entity to choose between two measurement methods for
each class of separately recognized servicing assets and liabilities, and (c) require additional disclosures for
all separately recognized servicing rights. The proposed Statement would be effective for transactions
occurring in the earlier of the first fiscal year beginning after December 15, 2005, or fiscal years that begin
during the fiscal quarter in which the Statement is issued.

.218 The proposed Statement, Accounting for Certain Hybrid Financial Instruments, would amend FASB
Statements No. 140 and No. 133, Accounting for Derivative Instruments and Hedging Activities. Specifically, the
proposed Statement would (a) permit fair value remeasurement for any hybrid financial instrument that
contains an embedded derivative that otherwise would require bifurcation, (b) clarify which interest-only
strips and principal-only strips are not subject to the requirements of FASB Statement No. 133, (c) establish
a requirement to evaluate beneficial interests in securitized financial assets to identify interests that are
freestanding derivatives or that are hybrid financial instruments that contain an embedded derivative
requiring bifurcation, (d) clarify that concentrations of credit risk in the form of subordination are not
embedded derivatives, and (e) eliminate restrictions on a qualifying SPE's ability to hold passive derivative
financial instruments that pertain to beneficial interests that are themselves or that contain a derivative
financial instrument. The proposed Statement would be effective after the earlier of fiscal years beginning
after December 15, 2005, or fiscal years that begin during the fiscal quarter in which the Statement is issued.
.219 Readers should be alert for the issuance of final Statements, which is expected in the first quarter of
2006. See the FASB Web site at www.fasb.org for complete information.
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Proposed FASB Interpretation, Accounting for Uncertain Tax Positions
.220 In July 2005, the FASB published an exposure draft of a proposed Interpretation, Accounting for
Uncertain Tax Positions, which seeks to reduce the significant diversity in practice associated with recognition
and measurement in the accounting for income taxes. It would apply to all tax positions accounted for in
accordance with FASB Statement No. 109, Accounting for Income Taxes. Specifically, the exposure draft
requires that a tax position meet a "probable recognition threshold" for the benefit of the uncertain tax
position to be recognized in the financial statements. This threshold is to be met assuming that the tax
authorities will examine the uncertain tax position. The exposure draft also contains guidance with respect
to the measurement of the benefit that is recognized for an uncertain tax position, when that benefit should
be derecognized, and other matters. The effective date of the proposed Interpretation would be as of the end
of the first fiscal year ending after December 15,2005. A final Interpretation is expected to be released in the
fourth quarter of 2005.

Proposed FASB Statement, Fair Value Measurements
.221 In June 2004, the FASB published an exposure draft of a proposed Statement, Fair Value Measure
ments, which seeks to establish a framework for measuring fair value that would apply broadly to financial
and nonfinancial assets and liabilities, improving the consistency, comparability, and reliability of the
measurements. The fair value framework would clarify the fair value measurement objective and its
application under authoritative pronouncements that require fair value measurements. The exposure draft
would replace any current guidance for measuring fair value in those pronouncements and would expand
current disclosures. Readers should be alert for the issuance of a final Statement, which is expected in the
first quarter of 2006. Refer to the FASB Web site at www.fasb.org for complete information.

Proposed FASB EITF Issues
.222 Numerous open issues are under deliberation by the EITF. Readers should visit the FASB Web site
at www.fasb.org/eitf/agenda.shtml for complete information.

Proposed FASB Staff Positions
.223 A number of proposed FASB Staff Positions are in progress addressing issues. Readers should visit
the FASB Web site at www.fasb.org/fasb staff positions/proposed fsp.shtml for complete information.

Resource Central
.224 Presented below are various resources that practitioners engaged in the insurance industry may find
beneficial.
On the Bookshelf

.225 The following publications deliver valuable guidance and practical assistance as potent tools to be
used on your engagements:

•

Audit and Accounting Guide Life and Health Insurance Entities (product no. 012635kk)

•

Audit and Accounting Guide Property and Liability Insurance Companies (product no. 012675kk)

•

Audit Guide Auditing Derivative Instruments, Hedging Activities, and Investments in Securities (product
no. 012523kk)

•

Audit Guide Auditing Revenue in Certain Industries (product no. 012515kk)

•

Audit Guide Audit Sampling (product no. 012530kk)
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•

Audit Guide Analytical Procedures (product no. 012555kk)

•

AICPA Audit and Accounting Practice Aid Illustrative Disclosures on Derivative Loan Commitments
(product no. 006642kk)

•

Checklists and Illustrative Financial Statements for Life and Health Insurance Entities (product no.
008955kk)

•

Checklists and Illustrative Financial Statements Property and Liability Insurance Companies (prod
uct no. 008965kk)

•

Practice Aid Auditing Estimates and Other Soft Accounting Information (product no. 0l00l0kk)

•

Practice Aid Fraud Detection in a GAAS Audit: Revised Edition (product no. 006615kk)

•

Practice Aid Preparing and Reporting on Cash-and Tax-Basis Financial Statements (product no. 006701kk)

•

Accounting Trends & Techniques—2005 (product no. 009897kk)

•

Audit and Accounting Manual (product no. 005135) (The manual is a valuable nonauthoritative practice
tool designed to provide assistance for audit, review, and compilation engagements. It contains
numerous practice aids, samples, and illustrations, including audit programs, auditor's reports,
checklists, and engagement letters; management representation letters; and confirmation letters.)

AICPA reSOURCE Online
.226 Get access—anytime, anywhere—to the AICPA's latest Professional Standards, Technical Practice Aids,
Audit and Accounting Guides, Audit Risk Alerts, and Accounting Trends & Techniques. To subscribe to this
essential service, go to www.cpa2biz.com.

CD-ROMs
.227 The AICPA is currently offering a CD-ROM product entitled reSOURCE: AICPA's Accounting and
Auditing Literature. This CD-ROM enables subscription access to the following AICPA Professional Literature
products in a Windows format, namely, Professional Standards, Technical Practice Aids, and Audit and Account
ing Guides (available for purchase as a set that includes all Guides and the related Audit Risk Alerts, or as
individual publications). This dynamic product allows you to purchase the specific titles you need and
includes hypertext links to references within and between all products.

Continuing Professional Education
.228 The AICPA has developed a number of continuing professional education (CPE) courses that are
valuable to CPAs working in the insurance industry. Those courses include:
•

AICPA's Annual Accounting and Auditing Workshop (product no. 736181kk [text] and 187189 [DVD] or
187089 [video]). Whether you are in industry or public practice, this course keeps you current,
informed, and shows you how to apply the most recent standards.

•

SEC Reporting (product no. 736772kk [text] and 186753kk [DVD] and 186752 [video]). This course will
help the practicing CPA and corporate financial officer learn to apply SEC reporting requirements.
It clarifies the more important and difficult disclosure requirements.

Online CPE
.229 AICPA InfoBytes (product no. BYTXXkk), offered exclusively through CPA2biz.com, is the AICPA's
flagship online learning product. AICPA InfoBytes offers a free trial subscription to the entire product for
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up to 30 days. AICPA members pay $127 ($314 nonmembers) for a new subscription and $119 ($319
nonmembers) for the annual renewal. Divided into one- and two-credit courses that are available 24/7,
AICPA InfoBytes offers hundreds of hours of learning in a wide variety of topics. To register or learn more,
visit www.cpa2biz.com/infobytes.

AICPA Online and CPA2Biz
.230 AICPA Online offers CPAs the unique opportunity to stay abreast of matters relevant to the CPA
profession. AICPA Online informs you of developments in the accounting and auditing world as well as
developments in congressional and political affairs affecting CPAs. In addition, CPA2biz.com offers all the
latest AICPA products, including the Audit Risk Alerts, Audit and Accounting Guides, Professional Standards,
and CPE courses. To learn more, visit www.aicpa.org.

AICPA Service Center Operations
.231 To order AICPA products, receive information about AICPA activities, and find help on your
membership questions, call the AICPA Service Center Operations at (888) 777-7077. The best times to call are
8:30 A.M. to 11:30 A.M. and 2:00 P.M. to 7:30 P.M., Eastern Standard Time. You can also order AICPA
products from Service Center Operations by facsimile at (800) 362-5066 or visit www.cpa2biz.com to obtain
product information and place online orders.

AICPA's Antifraud and Corporate Responsibility Resource Center
.232 The AICPA's Antifraud and Corporate Responsibility Resource Center (www.aicpa.org/antifraud/)
allows you to select optional ways to learn about fraud. The Center spotlights Web-based fraud and ethics
case studies and commentaries; the AICPA antifraud Webcast series; the interactive CPA course Fraud and
the CPA, and a competency model that allows you to assess your overall skills and proficiencies as they relate
to fraud prevention, detection, and investigation, among other topics. In addition, the site offers press releases
and newsworthy items on other AICPA courses related to prevention and detection and an overview of the
AICPA Antifraud and Corporate Responsibility Program.

Hotlines
Accounting and Auditing Technical Hotline
.233 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call (888) 777-7077.

The AICPA Sarbanes-Oxley Act Hotline
.234 If you have questions regarding Sarbanes-Oxley Act of 2002, call (866) 265-1977.

Ethics Hotline
.235 Members of the AICPA's Professional Ethics Team answer inquiries concerning independence and
other behavioral issues related to the application of the AICPA Code of Professional Conduct. Call (888)
777-7077.

Fax Hotline
.236 The AICPA has a 24-hour fax system that enables interested persons to obtain information that
includes, for example, current AICPA comment letters, conference brochures and registration forms, CPE
information, AcSEC actions, and legislative news. To access the hotline, dial (201) 938-3787 from a fax
machine and follow the voice cues.
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Webcasts
.237 When planning your engagements, you can join the many practitioners who have participated in
AICPA Webcasts. Webcasts are an exceptional way to stay current on today's professional issues. Led by
recognized experts, Webcasts provide complete briefings on a variety of pertinent practice topics. During a
two-hour live Webcast, participants have the opportunity to e-mail and ask questions of expert panelists.
.238 Additionally, past archived Webcasts are available in CD format and can be accessed at https://
www.cpa2biz.com/CS2000/Products/Product+Detail.htm?cs_id=(97573D6D-56Dl-426C-84El-56DBF55E4
2DE}&cs_catalog=CPA2Biz&cs_category=accounting_auditing. CPE credit is earned for both live and CD
version participation.

Additional Information Sources
.239 Further information on matters addressed in this Audit Risk Alert is available through various
publications and services offered by a number of organizations. Some of those organizations are listed at the
end of this Alert.

***
.240 This Audit Risk Alert replaces the Insurance Industry Developments—2004/2005. The Insurance Industry Developments Alert is published annually. As you encounter audit or industry issues that you believe
warrant discussion in next year's Alert, please feel free to share them with us. Any other comments that you
have about the Alert would also be appreciated. You may e-mail these comments to jgould@aicpa.org, or
write to:

Julie Gould, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881

.241 This Alert is intended to be used in conjunction with the AICPA general Audit Risk Alert—2005/06.
We also suggest that you review the annual AICPA Audit Risk Alerts Securities Industry Developments—
2005/06, Bank, Credit Union, and Other Depository and Lending Institution Industry Developments—2005/06,
Investment Companies Industry Developments—2005/056 and the SEC and PCAOB Alert—2005/06, if you have
clients or business lines that encompass related activities.
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.242

Information Sources
Organization

Fax Services

General Information

Internet
www.aicpa.org and
www.cpa2biz.com

American Institute of
CertifiedPublic
Accountants (AICPA)

Order Department
Harborside Financial
Center, 201 Plaza Three
Jersey City, NJ
07311-3881
(888) 777-7077

FinancialAccounting
Standards Board (FASB)

Order Department
P.O. Box 5116
Norwalk, CT
06856-5116
(203) 847-0700, ext. 10

Financial Crimes
Enforcement Network
(FinCEN)

2070 Chain Bridge Road
Vienna, VA 22182
(703) 905-3770

(703) 905-3885

www.ustreas.gov/
fincen

National Association of
Executive Headquarters
Insurance Commissioners 2301 McGee Street
(NAIC)
Suite 800
Kansas City, MO
64108-2662
(816) 842-3600

(816) 783-8175

www.naic.org

24-Hour Fax Hotline
(201) 938-3787

www.fasb.org

Securities Valuation Office
48 Wall Street, 6th Fl
New York, NY 10005-2906
212-398-9000

(212) 382-4207

Government Relations Office
444 North Capitol Street NW
Suite 701
Washington, DC 20001
(202) 624-7790

(202) 624-8579

Public Company
Accounting Oversight
Board (PCAOB)

1666 K Street N.W.
Washington, DC 20006
(202) 207-9100

Fax
(202) 862-8430

www.pcaobus.org

U.S. Government
Accountability Office
(GAO formerly U.S.
General Accounting
Office)

Superintendent of
Documents
U.S. Government
Printing Office
Washington, DC
20401-0001
(202) 512-1800

Information Line
(202) 512-2250

www.gpo.gov

U.S. Securities and
Exchange Commission
(SEC)

Publications Unit
100 F Street
Washington, DC
20549-0001
(202) 942-4046
SEC Public Reference Room
(202) 551-6551

Information Line
(202) 942-8088
(202) 551-6020 (tty)

www.sec.gov

[The next page is 8139.]
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Bank, Credit Union, and Other
Depository and Lending Institution
Industry Developments—2005/06
STRENGTHENING AUDIT INTEGRITY

SAFEGUARDING FINANCIAL REPORTING

NOTICE TO READERS
This Audit Risk Alert, prepared by the AICPA staff, is intended to provide auditors of financial
statements of banks, credit unions, savings institutions, finance companies, and other depository
institutions and lenders with an overview of recent economic, industry, technical, regulatory, and
professional developments that may affect the engagements and audits they perform.
This publication is an Other Auditing Publication as defined in AU section 150, Generally Accepted
Auditing Standards (AICPA, Professional Standards, vol. 1). Other Auditing Publications have no
authoritative status; however, they may help the auditor understand and apply Statements on
Auditing Standards.

If an auditor applies the auditing guidance included in an Other Auditing Publication, he or she
should be satisfied that, in his or her judgment, it is both appropriate and relevant to the circumstances
of his or her audit. The auditing guidance in this document has been reviewed by the AICPA Audit
and Attest Standards staff and published by the AICPA and is presumed to be appropriate. This
document has not been approved, disapproved, or otherwise acted on by a senior technical committee
of the AICPA.
AICPA Staff
Julie Gould, CPA
Technical Manager
Accounting and Auditing Publications
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How This Alert Helps You1
.01 This Audit Risk Alert helps you plan and perform your audits of financial institutions and other
lenders. The Alert can also be used by a company's internal management to address areas of audit concern.
The Alert delivers knowledge to assist you in achieving a more robust understanding of the business
environment in which your clients operate. The Alert is an important tool in helping you identify the
significant business risks that may result in the material misstatement of financial statements. Moreover, this
Alert delivers information about emerging practice issues and about current accounting, auditing, and
regulatory developments.
.02 If you understand what is occurring in the financial institution industry and you can interpret and
add value to that information, you will be able to offer valuable service and advice to your clients. This Alert
assists you in making considerable strides in gaining and understanding that industry knowledge.

Industry and Economic Developments
Slow Economic Expansion—Calm Before the Storm
.03 Economic expansion in 2005 started off slowly in the first quarter, with the U.S. annualized growth
rate holding constant at 3.8 percent from the fourth quarter of 2004. Real gross domestic product (GDP) only
increased 3.3 percent in the second quarter, according to the Bureau of Economic Analysis. (The pace of
expansion slowed in the early spring, but activity picked up by the end of the second quarter.) Financial
institutions contributed to GDP second quarter growth, as its major factors included residential fixed rate
investment, along with personal consumption expenditures, exports, equipment, software, and government
spending.
.04 Before Hurricane Katrina, the yield curve had started to flatten and inflation came into view, with
the rising price of oil, gas, and commodities being passed on to consumers. In an effort to slow inflation, the
Federal Reserve Board increased rates 25 basis points seven times in 2005 to raise the federal fund discount
rate to 3.75 percent. Interest rate increases tend to dampen loan demand and refinancing activity and increase
a financial institution's funding costs. The auditor needs to consider the rising rate impact on a financial
1 This Alert includes auditing information from both the AICPA and Public Company Accounting Oversight Board (PCAOB)
auditing standards. In referring to AICPA professional standards, this Alert cites the applicable sections of AICPAProfessional Standards.
In referring to PCAOB standards, this Alert cites the applicable sections of PCAOB Standards and Related Rules. In those cases in which
the auditing standards of the AICPA and those of the PCAOB are the same, this Alert cites the applicable section of the AICPA
Professional Standards publication only. Additionally, when referring to the professional standards, this Alert cites the applicable sections
of the codification and not the numbered statements, as appropriate. For example, SAS No. 54 is referred to as AU section 317 of the
AICPA Professional Standards.
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institution's profitability, liquidity, and investment portfolio value. Management needs to have adequate
asset liability management procedures in place to understand and manage its interest-rate risk and liquidity
risk in this rising interest rate environment.
.05 The Federal Deposit Insurance Corporation (FDIC) stated that "loan demand strengthened, especially
for residential mortgages and commercial and industrial loans. Large institutions' net interest margins were
hurt by higher funding costs. Revenue growth continued to slow. Growth in insured deposits surpassed
growth in the deposit insurance funds, and the insured deposit growth caused the Bank Insurance Fund
Ratio to drop for the third consecutive quarter. Adversely, short-term interest rates rose during the second
and third quarters, causing large institutions' costs of funding their assets to rise more rapidly than the yields
they earned on their interest earning assets. In contrast to large institutions, funding costs for the rest of the
industry did not rise as rapidly. As a result, net interest margins improved at almost two out of every three
FDIC-insured institutions (63 percent)." Additionally, the FDIC article "A Changing Rate Environment
Challenges Bank Interest Rate Risk Management" noted that "aggregate industry trends—specifically
higher levels of exposure to long-term assets, concentrations in mortgage-related assets, and a greater reliance
on non-core funding sources, including those exhibiting optionality—suggest heightened vulnerability to
rising interest rates." Also, it appears that the refinance boom has ended.
.06 Credit unions reported strong midyear growth; however, the National Credit Union Administration
(NCUA) identified four economic fundamentals that are important to credit unions at this time: interest rates,
inflation, consumer spending, and employment. Interest rates and inflation are of heightened concern, as
rising interest rates could negatively affect margins, liquidity, member credit quality, and mortgage demand.

.07 Credit quality remains strong; however, this may be a carryover effect from the low interest rate
environment of the past few years. Some analysts fear a trend reversal in credit quality as payments will be
harder for borrowers to make in a world of higher rates, and auditors should be aware of potential problems
that could arise down the road. Certain aspects of the market environment, including an overabundance of
variable rate receivables, the relaxation of lending standards, the much talked-about housing bubble, and
the influx of new loan products introduced into the marketplace to gain competitive advantage, may
contribute to future potential credit quality problems in the lending arena. For specifics, see the section
"Home Equity Lending and Mortgage Market Risks" in the "Industry and Economic Developments" section
of the Alert.
.08 For credit card receivables, credit losses typically represent a greater risk than does interest rate risk
due to the variable rate and short-term nature of cards. Recent news reports have cited the increase in
delinquencies, particularly in credit card receivables. With higher funding costs, the marketplace has seen a
significant reduction in zero-percent balance transfer offers and a corresponding decrease in account balance
growth at many issuing institutions. Issuers may have increased their marketing to customers with little or no
credit or subprime borrowers as competition for customers continues to increase.2

.09 Additionally, minimum payments have come under scrutiny. Current guidance indicates that
minimum payments must amortize the current balance over a reasonable period of time consistent with a
borrower's documented creditworthiness. Increasing minimum payments beyond industry averages may
drive away prime borrowers and increase delinquencies. However, while there are no bright lines in setting
minimum payments, the interagency guidance Account Management and Loss Allowance Guidance for Credit
Card Lending notes that credit risk is "exacerbated when minimum payments consistently fall short of
covering all finance charges and fees assessed during the billing cycle and the outstanding balance continues
to build," perhaps leading to negative amortization. The regulatory position is that prolonged negative
amortization should be avoided.
2 The Office of the Comptroller of the Currency (OCC) has also issued an alert on Unacceptable Credit Card Marketing and Account
Management Practices (www.occ.treas.gov).
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.10 Finally, potential effects surrounding the new 2005 bankruptcy law could affect lenders' credit quality
for fiscal year-end 2005, due to an expected spike in filings prior to the effective date of October 17,2005. For
specifics, see the section of this Alert titled "Credit Loss Allowance Update."

After the Storm
.11 September 2005 news reports estimated private insurer costs related to Hurricane Katrina could cost
$60 billion or more.3 (This has now been magnified by Hurricane Rita.) In contrast, as reported by Insurance
Services Office, losses from the major hurricanes in 2004 were approximately only one third of this amount,
at $21 billion. First time jobless claims rose 71,000 to 398,000 in the week ended September 10, which is the
highest level in two years. The Labor Department estimated Katrina accounted for 68,000 claims. Manufac
turing softened, with energy prices having an effect on the bottom line.

.12 Katrina's effects will ripple throughout the economy; expected GDP expansion has been reduced by
0.7 percent and 0.4 percent for the third and fourth quarters, respectively. Inflation may continue to rise as
this hurricane is different from others in that it directly disrupted pipelines, oil refineries, trade, and
agriculture. The cost of borrowing and the return on investment will squeeze margins in the fourth quarter
if Katrina flattens the yield curve further. The good news is that financial institutions had solid financial
footing before the storm, and they should be able to weather its effects. Institutions will also profit from the
rebuilding of the southern infrastructure. The Federal Reserve raised interest rates, despite the hurricane.
However, not all economists viewed the decision as constructive. For specific year-end audit risks related to
the hurricane, see the next section.

Katrina—Underwater Securities and Other Audit Issues
.13 The economic cost of Hurricane Katrina is due to exceed that of any natural disaster the United States
has ever known. Numerous agencies are coming to the aid of financial institutions, their clients, and their
auditors through the passage of guidance and the potential easing of regulatory restrictions.4 Among other
issuances, the regulatory agencies have posted hotlines, general questions and answers, and issued a joint
release asking insured depository institutions to consider all reasonable and prudent steps to assist custom
ers' and institutions' cash and financial needs. Additionally, the Federal Reserve, in conjunction with the
agencies and Financial Crimes Enforcement Network, have issued a question and answer document
regarding the applicability of certain provisions of the Bank Secrecy Act in providing services to victims of
Hurricane Katrina.

.14 The Securities and Exchange Commission (SEC) issued an order to provide relief from usual
requirements, including various compliance filing deadlines and relief of auditor independence require
ments as they relate to auditors performing bookkeeping services for their clients as long as management
decision-making is excluded. In addition to congressional relief funds, the IRS is also offering taxpayer and
business assistance.
.15 The AICPA has issued the following Technical Practice Aids (TPAs):
•

TPA section 5400.05, "Accounting and Disclosures Guidance for Losses From Natural Disasters—
Nongovernmental Entities," which identifies certain issues that may arise in accounting for losses
from natural disasters and lists relevant accounting literature to consider in addressing those financial
reporting issues

3 Total damages are expected to exceed $200 billion, with the federal government expected to spend over $100 billion for response
and recovery efforts associated with Hurricane Katrina in Alabama, Florida, Louisiana, Mississippi, and other affected areas
(www.uscongress.com).
4 For specifics, see the section of this Alert titled "Recent Regulatory Actions at a Glance" and the respective agency's Web site.
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•

TPA section 9070.05, "Consideration of Impact of Losses From Natural Disasters Occurring After
Completion of Audit Field Work and Signing of the Auditor's Report But Before Issuance of the
Auditor's Report and Related Financial Statements"

•

TPA section 8345.01, "Audit Considerations When Client Evidence and Corroborating Evidence in
Support of the Financial Statements Has Been Destroyed by Fire, Flood, or Natural Disaster"

•

TPA section 8345.02, "Considerations When Audit Documentation Has Been Destroyed by Fire,
Flood, or Natural Disaster"

Year-End 2005 Accounting and Auditing Issues
.16 Financial institutions are required to have contingency plans for natural disasters. Additionally,
financial institutions represent a business sector that will benefit from a rebuilding boom, since loans in the
commercial and consumer sectors will be needed to create new business infrastructure and homes. Despite
this upside and the efforts by many organizations to assist institutions, auditors need to be cognizant that
this year's audit may be subject to increased risk. There are potential impairment5 concerns surrounding real
estate securities and receivables, municipal bond investments, and automobile loans. Other audit risks
include, but are not limited to, going concern potentialities, internal control environmental changes, fraud
potentials, loan loss estimates and the destruction of evidential matter.

.17 Potential Underwater Real Estate Securities, Mortgage Receivables (and Related Servicing Rights).
The auditor needs to examine specific collateral surrounding the client investment portfolio and evaluate
potential impairment. In September 2005, the Wall Street Journal and the Mortgage Banker's Association
reported that only a small percentage of assets acting as mortgage collateral were destroyed. However, there
are additional variables besides the direct destruction of mortgage-backed property that may lead to
impairment.

•

With Katrina, a large portion of infrastructure throughout three entire states has been damaged or
destroyed. (Effects have spread to western Louisiana and parts of Texas due to Hurricane Rita.)
Therefore, in addition to damaged properties, undamaged property values may decline, as the
quality of living in these states may take a long time to recover. Additionally, the last two years of
active hurricane activity could also enter into residents' decision making. It isn't clear whether
residents scattered around the country will ever return.

•

Insurance reimbursement to property owners and business may be delayed and claims may not be
settled until subsequent to year end, making potential impairments (and related loan losses) difficult
to estimate. The auditor needs to evaluate the client's response and adherence to criteria for
recognition of insurance proceeds.

•

Additionally, some property owners may have had only partial insurance coverage or no insurance
at all. The unprecedented 30-foot storm surge affected properties located outside designated flood
and/or hurricane zones. These properties were not required to have the respective insurance
coverage. Even in the anticipated soup bowl of New Orleans, only half of homeowners owned
flood insurance. Additionally, inland property may not have been insured against hurricane
damage. If insurance payments to property owners are less than expected, commercial and
consumer properties may be prone to foreclosures because of lack of insurance coverage.
Auditors can evaluate the client control system with respect to property insurance covering loan
collateral.

5 There has been an unprecedented increase in the demand for loans, withdrawals of deposits, and other needs for cash being
experienced by some financial institutions in the gulf coast. The last two sentences of paragraph 8 of FASB Statement No. 115,
Accounting for Certain Investments in Debt and Equity Securities, addresses other unusual circumstances that cannot be reasonably
anticipated where the sale of held-to-maturity securities would not necessarily call into question an entity's intent to hold other debt
securities to maturity. The FASB staff's view is that, for some entities, Hurricane Katrina would appear to meet that provision.
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•

Veterans Administration (VA) no-bid is an option that allows the VA to pay only the amount of its
guarantee (assume $50,000 per loan) on a defaulted mortgage loan, leaving the investor with the title
to the foreclosed property. The VA must exercise this option when it is in the government's best
interest. No-bid properties become other real estate owned. Because of the severity of the hurricane
damage, it is anticipated that the VA will exercise its no-bid option and leave investors with severely
damaged real estate owned property.

•

Servicers who service loans for the Federal Housing Administration (FHA) are obligated to return
foreclosed property to the FHA in good repair. The FHA has the right to a return of the principal
amount of the loan if the property is not in good repair, which may be the case with properties in the
flood zone.

•

Most loans are sold to the Government Sponsored Entities (GSEs) (for example, Fannie Mae, Freddie
Mac) with certain representations and warranties regarding the income capacity of the borrower,
such as (a) the property is owner occupied, (b) the borrower had a sufficient down payment, and (c)
the borrower signed all of the proper documents to obtain a loan. It is anticipated that the GSEs will
carefully review all purchased properties in the Katrina hurricane zone to determine if any of the
representations and warranties were violated at the time of loan origination. If the GSEs find a
violation of a representation or warranty, the GSE will put back the property to the originating bank.

•

Impairment, including foreclosures, is more probable with Katrina than with the 2004 hurricanes and
even for 1992's Hurricane Andrew, as the unusual widespread destruction has led to high unemploy
ment. The entire geographic area could move into a recession. Impairment of intangibles, including
core deposits, goodwill, or other assets may also occur.

.18 Automobile Loans. Some of the aforementioned items, such as consumer unemployment and lack of
insurance coverage, have the potential to impair automobile loan and lease agreements. While these
agreements are more localized than securities and receivables, the auditor needs to evaluate if the client is
affected. The revaluation of lease classification criteria and the evaluation of residual values on leased assets
are two important areas of consideration.
.19 Municipal Bonds. Business Week reports that rating agencies and bond insurers have identified over
$15 billion of outstanding bonds along the Gulf coast that could be affected by Katrina's damage to local
economies and infrastructure. As the money sources for both general-obligation bonds (bonds backed by
local taxes) and revenue bonds (from individual sites) dry up when communities shut down, the commu
nity's ability to recover and start making payments may affect bond valuation. (Revenue bonds are more
vulnerable to impairment as their income is less diversified and dependent upon revenues from a single site.)
"Katrina has caused more damage than any other hurricane, destroying or damaging many of the projects
built with municipal bond money as well as ports and other business that generate money to generate
payments to investors" (www.wsj.com). The auditor may need to evaluate bond investments related to
affected municipalities.

.20 Municipal bond insurance coverage is not as dependent on geographic considerations as real estate
securities, mortgages receivables, and automobiles. Therefore, municipal bonds are less likely to have gaps
in insurance coverage. The interruption of investor bond payments will cause insurance companies to be
liable for some claims. The recovery status of the Gulf Coast will determine the severity of Katrina's effects
on bond insurers. If ratings for these insurers fall, the value of bonds insured by those companies could
decrease, which might cause a devaluation ripple effect throughout the bond industry. The auditor may need
to evaluate the ratings of insurance backers for all client bond investments, even those bond investments that
are not linked to Katrina-affected municipalities.
.21 Impairment may not be clearly visible during the current 2005 audit of the aforementioned areas.
Material losses and potential restatements for financial institutions may occur in the future. It is important
to remember that while the federal banking regulators have indicated a desire to see financial institutions
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assist disaster victims, financial institutions still need to provide for adequate loss reserves related to loans
to disaster victims. Auditors need to note the client's accounting and disclosure under Financial Accounting
Standards Board (FASB) Statement of Financial Accounting Standards No. 5, Accounting for Contingencies,
which requires different accounting practice in regards to probable, reasonably possible, or remote
contingencies. (TPA section 5400.05, "Accounting and Disclosures Guidance for Losses From Natural
Disasters—Nongovernmental Entities," lists additional guidance.) The practitioner can also refer to the
guidance listed in the section of this Alert titled "From EITF 03-1-a to FSP 115-1." Finally, these assets may
be prone to additional impairment from the effects of rising interest rates and consumer overextension of
credit, including home equity loans. (For additional information see the section "Home Equity Lending and
Mortgage Market Risks.")

.22 Some Going Concern Sensitivities. Financial institutions are protected from flood and hurricane
effects as long as institutions comply with certain requirements (for example, requiring borrowers to have
applicable property holdings insured against respective catastrophes). Auditors may need to evaluate
client compliance with the client's respective agency on the date of the hurricane. However, in addition
to compliance issues, problems may arise, since properties outside of catastrophe areas were affected
and may not have been insured. Additionally, though the federal government may assist hard-hit
institutions above the regular insured depository limit, the auditor may need to make a going concern
assessment before legal finalization.
.23 Additional areas of the audit may be vulnerable. First, financial institutions support many areas of
the economy, including the automobile industry, farming, oil and gas, and commercial business. The auditor
may need to evaluate (a) what percentage of the client's business supports these areas and (b) any additional
indirect lending effects from the overall economic impact of Katrina. Second, lack of product line diversifi
cation could cause concern for institutions heavily oriented toward mortgage lending. Third, increased
in-house costs surrounding loan servicing, insurance settlements, foreclosures, additional staffing, and loan
payments to investors may increase. Increased servicing costs may significantly reduce the market value of
the servicing asset, causing impairment, particularly in the VA and FHA portfolios. Losses for business
interruption and financial institution infrastructure will probably not be able to be classified as extraordinary.
As with customer properties, coverage for the financial institution itself may not be complete if it resides
outside of designated flood and hurricane zones and was not properly insured.

.24 Additionally, lack of geographic diversification magnifies the aforementioned risks. The auditor may
need to evaluate the proportion of branches affected. Branches affected may extend beyond the imme
diate hurricane zone as outlying branches are picking up the slack for their counterparts. This analysis
needs to be evaluated on an operational level as well as on a geographical one. Finally, due to the total
destruction of the area's infrastructure and the migration of residents, some institutions have already
observed a decline of customer base. Reduction of workforce and customer-related intangibles are
additional concerns.

.25 AU section 341, The Auditor's Consideration of an Entity's Ability to Continue as a Going Concern (AICPA,
Professional Standards, vol. I), requires auditors to evaluate, as part of every audit, whether there is substantial
doubt about the ability of the entity to continue as a going concern for a reasonable period of time, not to
exceed one year beyond the financial statement date. A significant consideration is whether the enterprise
complies with regulatory capital requirements.
.26 Potential Internal Control Gaps and Fraud. In certain affected areas, consumers live from paycheck
to paycheck on a cash basis. The detection of customer initiated fraud is outside the scope of a financial
statement audit. To expedite cash withdrawals, the federal government is covering losses relating to bad
checks cashed by hurricane victims. The Hurricane Katrina Cashing Relief Act will guarantee checks
cashed by banks and credit unions for the benefit of noncustomers who are victims of Hurricane Katrina.
However, the Act does not justify a loose managerial response to needed internal control changes. The
AICPA Audit and Accounting Manual
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auditor can still observe if management responds appropriately to hurricane-related internal control envi
ronmental changes (including the changes surrounding new and existing customers). Additionally, the
Federal Reserve Board (FRB), FDIC, Office of the Comptroller of the Currency (OCC), and Office of Thrift
Supervision (OTS) have issued interagency guidance, Response Programs for Security Breaches, which states
that institutions should implement a response program that includes notifying customers about incidents of
unauthorized access to customer information (www.ots.treas.gov).

.27 AU section 319, Consideration of Internal Control in a Financial Statement Audit (AICPA, Professional
Standards, vol. 1; and for audits conducted in accordance with PCAOB standards: AICPA, PCAOB Standards
and Related Rules), provides guidance on the independent accountant's consideration of an institution's
internal control in an audit of financial statements. AU section 316, Consideration of Fraud in a Financial
Statement Audit (AICPA, Professional Standards, vol. 1; and for audits conducted in accordance with PCAOB
standards: AICPA, PCAOB Standards and Related Rules), is the primary source of authoritative guidance about
an auditor's responsibilities concerning the consideration of fraud in a financial statement audit.
.28 Controls surrounding certain areas may have been changed, modified, or temporarily suspended.
Areas that may experience internal control gaps include:
•

Restrictions surrounding ATM cash limits

•

Cashing of out-of-state and noncustomer checks

•

Funds availability restrictions

•

Withdrawal penalties on term deposits

•

Credit card lending limits

•

Allowing customers to defer, reduce, or skip some payments on credit cards and mortgages

•

Requests for replacement credit cards and ATM cards

•

Responses to loan solicitations

•

Change of address requests

.29 Loan Loss Estimates. Several of the above items may affect loan losses. Reconciling items, including
those with correspondent banks, may not be collectible. Additionally, in regards to customer repayment, the
OCC's hurricane question and answers document notes that deferring implementation of agency guidance
prohibiting negative amortization is not appropriate:

Deferring implementation of plans to change minimum payment requirements for credit
cards would not address the borrowers' primary concerns. Banks will be far more effective
in their payment relief efforts through direct contact with customers and designing pro
grams that are most suitable for the customers' situation. Credit card lenders have the
latitude to work with borrowers in affected areas by establishing programs, including
temporary hardship programs that can ease payment requirements for customers in need
of financial assistance.
.30 Katrina may cause the initiation of new workout and forbearance programs. The institution needs to
evaluate each kind of program with respect to the adequacy of the allowance, depending on materiality.
Whatever forbearance is offered by financial institutions to victims of hurricanes or other natural disasters,
such forbearances may be offered without significant and possibly without any testing. Whether the
forbearances include increased credit lines, issuance of new cards, reduced or suspended fees, or payment
holidays, any such programs will likely have an effect on chargeoffs that must be considered by the lender.
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Because there may not be time for extensive testing before implementing such programs, the auditor needs
to note if the lender carefully monitored and documented any and all increased credit exposure caused by
such programs. It is important to understand that the credit risks related to such programs may differ
substantially from the credit risks normally experienced by the lender. Despite circumstance, the lender needs
to consider borrower repayment capacity when granting overlimits and when increasing credit.

.31 Katrina may cause the initiation of new workout and forbearance programs and some arrangements
and the status of qualifying special purpose entities containing affected receivables and asset-backed
securities may need to be evaluated. Auditors can refer to FASB Statement No. 140, Accounting for Transfers
and Servicing of Financial Assets and Extinguishments of Liabilities; Emerging Issues Task Force (EITF) Issue No.
99-20, "Recognition of Interest Income and Impairment on Purchased and Retained Beneficial Interests
in Securitized Financial Assets"; FASB Interpretation No. 46, Accounting for Variable Interest Entities, and
related literature.
.32 Additionally, the classification, presentation and disclosure of receivables and securities need to be
carefully scrutinized since overdue loans in programs could qualify for troubled debt restructuring status.
FASB Statement No. 15, Accounting by Debtors and Creditors for Troubled Debt Restructurings, as amended,
applies to troubled debt restructurings involving debt securities, including instances in which there is a
substitution of debtors. FASB Statement No. 114, as amended, sets forth accounting for troubled debt
restructurings involving a modification of terms of a receivable. Readers may also refer to EITF Issues No.
01-7, "Creditor's Accounting for a Modification or Exchange of Debt Instruments," and No. 02-4, "Determin
ing Whether a Debtor's Modification or Exchange of Debt Instruments Is Within the Scope of FASB Statement
No. 15," for additional guidance.
.33 Lack of Evidential Matter. Clients may have to recreate records. Many institutions have backup
systems in place; however, the usual evidential matter, especially hard copy records surrounding loan
portfolios and loan loss allowance documentation, may not be complete. Lack of documentation can be
viewed by the Agencies as an indication of a less than well-managed system. Alternative evidence, such as
using off-site computer records, may need to be evaluated. Records are more likely to have been compro
mised at community banks since only 40 percent of these organizations outsource core processing systems.
Paragraph .22 of AU section 508, Reports on Audited Financial Statements (AICPA, Professional Standards, vol.
1), states that restrictions on the scope of the audit if imposed by circumstance, and the inability to obtain
sufficient competent evidential matter may require the auditor to qualify or disclaim an opinion.

Home Equity Lending and Mortgage Market Risks
.34 Back in 2004, it was noted that the rising use of home equity credit could make some homeowners
more vulnerable to credit problems. Environmental risk factors have lead to increased concerns regarding
home equity lending and related mortgages.

.35 Increased products and competition. Financial institutions have been attracting customers through new
creative products such as the adjustable rate mortgage (ARM)/hybrid, option ARM, and interest-only
mortgages. On some hybrid mortgages, the first interest rate reset date allows for a full interest rate
adjustment, subject only to the maximum lifetime interest rate cap inherent in the loan. The magnitude of
the increase in the mortgage payment due to higher interest rates is likely to be much higher than those with
an annual rate cap, making these homeowners more vulnerable to credit problems. Some institutions may
not have developed appropriate risk management policies (such as avoidance of negative amortization)
surrounding these new products. Additionally, for mortgages tied to adjustable rates, the increase in monthly
payments caused by index rate increases may have the negative effect of increasing the credit risk of
borrowers with already high levels of consumer debt. Also note that some of these products assume a
continued rise in home prices that may not continue.
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.36 Easing of underwriting practices. The OCC has noted significant easing in loan underwriting standards,

including home equity and first mortgage loans. This is the first time in the survey's 11-year history that
examiners reported net easing of retail underwriting standards. Underwriting standards need to be carefully
controlled and monitored to avoid credit quality problems. Any change in underwriting standards needs to
be thoroughly evaluated to determine the amount of additional risk caused by the change. If an institution
makes a decision to change underwriting standards, the effect of any higher risk loans must be considered
in evaluating the allowance for loan losses.
.37 Housing bubble effects. Housing's benefits to the economy and financial institutions could ease in the
months ahead. Housing prices are rising at a rate many economists believe is unsustainable; some geographic
areas could experience a price correction. Regional banks are dependent on local economies. Therefore, if
geographic housing bubbles burst, foreclosures and impaired assets could result. Financial institutions may
have extended credit to customers based upon inflated collateral values, perhaps subjecting themselves to
additional credit risk. Pressure may have been put on appraisers. Many consumers took out jumbo residential
mortgages that may have been collateralized by inflated property values. Customers holding ARMs and
equity loans may not be able to make payments if interest rates rise significantly. Upon foreclosure, these
financial institutions may not be able to liquidate underlying assets without absorbing significant losses if
the economy lessens housing demand in the marketplace. Housing inventories are rising in certain geo
graphic markets as units are staying on the market longer.

.38 Inaccurate credit scoring. The use of credit scores as a loan approval tool has grown considerably over
the past few years. As loan decisions have become more automated, credit scores have become a predominant
factor for loan approval and interest rate determination. Traditional labor-intensive underwriting and
evaluation of customers' credit capacity are often relied on to a lesser extent. The auditor and management
should thoroughly understand the impact of increased reliance on, and the limitations of, credit score usage
in making underwriting decisions. Financial institutions should evaluate charged-off loans to determine if
the inclusion of more traditional underwriting tools, or other scoring techniques such as bankruptcy indicator
score, would help in underwriting. It is also important to note that credit scores typically do not consider
borrower or household income levels. Such information must still be obtained from the borrower and verified
by the lender if it is a part of the underwriting decision.

Credit Risk Management Guidance for Home Equity Lending
.39 The regulatory agencies have noted that in some cases credit risk management practices for home
equity lending have not kept pace with the product's rapid growth and eased underwriting standards. In
response, in May 2005, the regulatory agencies issued Credit Risk Management Guidance for Home Equity
Lending, which encourages sound risk management practices for home equity lines of credit and loans.
Auditors need to be aware of the following risks:

•

Interest-only features that require no amortization of principal for a protracted period;

•

Limited or no documentation of a borrower's assets, employment and income;

•

Higher loan-to-value and debt-to-income ratios;

•

Lower credit risk scores for underwriting home equity loans;

•

Greater use of automated valuation models and other collateral evaluation tools for the development
of appraisals and evaluations; and

•

An increased number of transactions generated through a loan broker or other third party.

.40 The agencies have also issued guidance describing sound underwriting standards and effective credit
risk management practices for a financial institution's home equity lending activity. Additionally, in June
2005, the OTS issued examination guidance for negatively amortizing mortgages, which describes NegAm
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products, features, risks, and risk management, as well as compliance requirements. This guidance is located
in Appendix C of Handbook Section 212 (www.ots.treas.gov). Additionally, the FASB has issued proposed
FASB Staff Position (FSP) No. 94-6-a, Non-traditional Loan Products, to provide disclosure guidance for entities
that originate, hold, guarantee, or service nontraditional loan products.

GSE Preferred Stock
.41 For companies holding preferred stock investments, auditors need to evaluate if their clients have
valued stock appropriately and recorded necessary impairment charges, if applicable, relating to preferred
stock holdings of Government Sponsored Entities (GSEs). In some instances certain categories of stock have
fallen below the purchase price. The reasons for this are threefold (and may not be mutually exclusive).
.42 First, the accounting and regulatory issues at the GSEs in recent months may have changed market
place perception of government-backed security stability. News reports discussing issues with mortgage
banking activities, transfers and servicing of financial assets, derivatives, overvaluation of securities, under
reporting of credit losses, misuse of tax credits, and deferral of current income have caused further investor
uncertainty leading investors to question reported financial results and future prospects. (Certain of these
issues may be individual to a specific GSE and are not necessarily applicable to all GSEs.) Some investors
wonder whether or not the GSEs will be able to make payments on preferred stock. The anticipation of future
regulatory changes that could set minimum and risk-based capital requirements that could potentially put
GSEs into receivership status makes the future of GSE securities more uncertain.
.43 Second, companies are reevaluating their portfolios in response to the changing impairment rules
over the past year (see the section titled “From EITF 03-1-a to FSP 115-1") in the “Accounting Pronouncement
Potpourri" section of this Alert). Inherent audit risk surrounding these securities has increased as clients may
have changed valuation practices due to confusion with developing accounting practice.

.44 Finally, interest rates have been on the rise. Although preferred stock is technically categorized as an
equity security, investors recognize that this type of security performs like a debt security. A preferred stock
instrument walks and talks like a bond; it is priced like a bond and is analyzed like a bond for investment
functions. An increase in interest rates might cause devaluation, irrespective of actual or perceived regulatory
risk and FASB rule developments.

FHLB Investments
.45 By regulation adopted a year ago, the Federal Housing Finance Board (FHFB) required, as a milestone
toward full registration, that each Federal Home Loan Bank file an initial registration statement with the SEC
by June 30, 2005. As of August 2005, nine banks have filed their initial registration statements with the SEC.
The remaining continue to resolve outstanding issues with the SEC and their external auditors as a
precondition to their initial SEC filings. Those issues relate to accounting treatments used in connection with
certain of the banks' debt and hedging activities (www.fhfb.gov). The FHFB has implemented safety and
soundness agreements with some of the banks, and some institutions have not issued usual quarterly
dividends. Auditors need to be cognizant of potential security impairment related to FHLB investments for
fiscal 2005 year ends.

What's "In" With Internal Control?6

Enterprise Risk Management
.46 Internal control rules and related guidance are constantly being developed for management and their
auditors. In 1992, COSO issued Internal Control—Integrated Framework to help companies assess and improve
their internal control systems. Financial institutions have used COSO as the framework for implementing
6 For AICPA developments, see the section of this Alert titled "Auditing Pipeline—Nonpublic."
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the Federal Deposit Insurance Corporation Improvement Act of 1991. More recently, passage of the SarbanesOxley Act of 2002 and the subsequent establishment of the Public Company Accounting Oversight Board
(PCAOB) have extended the life and relevance of the COSO Internal Control—Integrated Framework, as
the framework broadly serves as the accepted method for management for maintaining systems of
internal control.

.47 In September 2004, COSO issued Enterprise Risk Management—Integrated Framework. This new
framework expands on internal control, providing a more comprehensive focus on the broader subject of
enterprise risk management. While it does not replace the internal control framework (though it does
encompass it), organizations can use this enterprise risk management framework both to satisfy their internal
control needs and to move toward a more complete risk management process. Among other aspects, the
auditor needs to be familiar with the framework paradigm, which consists of four objectives—strategic,
operations, reporting, and compliance—superimposed over eight components—internal environment, ob
jective setting, event identification, risk assessment, risk response, control activities, information and com
munication, and monitoring.7

COSO and Smaller Companies
.48 A Wall Street Journal review of about 50 of the public filings shows that "the reported material
weaknesses range from issues that are easily correctable to large problems that may require restating past
financial results. Many of the problems have been reported by small to midsized companies. Among
problems turning up are a lack of specialized accounting expertise, unfettered employee access to some
financial systems, problems identifying when certain assets need to be written off and difficulty in tracking
and reporting costs." At the SEC's request, COSO has undertaken a project to provide guidance on applying
the COSO framework in the context of the small business environment. As stated in the COSO framework,
no two entities will, or should, design their internal controls in the same way. The needs of entities differ
dramatically. COSO believes that the guidance developed for smaller entities should:
•

Focus only on internal control over financial reporting (the guidance would not address internal
control related to operations and compliance objectives).

•

Focus on techniques for applying internal control concepts, rather than for evaluating internal
control.

•

Not cover documentation requirements set forth by the SEC or the PCAOB.

.49 An exposure draft is expected to be issued for comment in the fourth quarter of 2005. Practitioners
should remain alert to developments.

The SEC and PCAOB
.50 On May 17, 2005, the SEC issued a Staff Statement Management's Report on Internal Control Over
Financial Reporting, which covered feedback on staff's views on certain issues raised in the implementation
of Sarbanes-Oxley Act of 2002 (SOX) section 404. Areas included, but were not limited to, implementation
of internal control provisions, reasonable assurance, risk, scope, internal control deficiencies, disclosures of
material weaknesses, and information technology internal controls. Additionally, at its August 10, 2005,
meeting, the SEC's Advisory Committee on Smaller Public Companies adopted a resolution recommending
that the SEC further extend for certain registrants the dates to comply with the filing requirements under
section 404 and certain other rules under the Exchange Act of 1934. Subsequently, the SEC finalized the
extension date for a non-accelerated filer to comply with the management report on internal control over the
financial reporting requirement in Items 308(a) and (b) of Regulations S-K and S-B and the related registered
7 Paragraph .25 of AU section 319, Consideration of Internal Control in a Financial Statement Audit (AICPA, Professional Standards, vol. 1;
and for audits conducted in accordance with PCAOB standards: AICPA, PCAOB Standards and Related Rules'), requires that, in all audits,
the independent accountant obtain an understanding of each of the five components of internal control (the control environment, risk
assessment, control activities, information and communication, and monitoring) sufficient to plan the audit.
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public accounting firm report. The date has been extended from its first fiscal year ending on or after July
15, 2006, to its first fiscal year ending on or after July 15, 2007. Additionally, the SEC voted to propose for
public comment amendments to periodic report filing deadlines which would, among other matters,
create a new category of companies called "large accelerated filers," adjust the definition of "accelerated
filers," cause accelerated filers to become subject to certain deadlines, and amend the definition of
accelerated filers (www.sec.gov).

.51 To assist auditors with implementation of Internal Audits Over Financial Reporting, on May 16,2005,
the PCAOB issued questions and answers numbered 38 through 55 relating to the issuance of PCAOB
Auditing Standard No. 2 (applicable question 37 was issued on January 15,2005). The PCAOB submitted to
the SEC for approval PCAOB Auditing Standard No. 4, Reporting on Whether a Previously Reported Material
Weakness Continues to Exist, so auditors can report on the elimination of a material weakness in a company's
internal control over financial reporting. The standard establishes a voluntary engagement that would be
performed at the election of the company. For further information on public company rules and regulations,
see the AICPA Risk Alert SEC and PCAOB Developments—2005¡06.

Some Regulator Information
.52 The FDIC issued a proposed amendment to Part 363, Annual Independent Audits and Reporting
Requirements, which would raise the asset size threshold from $500 million to $1 billion for requirements
related to internal control assessments and reports by managements and external auditors. For additional
specifics see the section "FDICIA Update—Proposed Amendment to Part 363" in the "Prior Year Regulatory
Updates" section of this Alert.

.53 Additionally, the OCC issued a memorandum titled Sarbanes-Oxley Act Section 404 Attestations, which
provides additional guidance to examiners reviewing banks' compliance with section 404. Some best
practices listed include:
•

Using standardized format throughout the institution for the process and control of documentation

•

Using both quantitative and qualitative factors when deciding what controls to document

•

Having strong quality assurance throughout the process

•

Having good management information systems

•

Appropriately overlapping the section 404 attestation process with the existing assessment process
for 12 CFR 363

•

Having proactive oversight by a committee consisting of both management and board representation

•

Establishing a centralized monitoring system for any control gaps that are identified (similar to an
audit exception tracking system) and requiring that all remediation be completed by year end

.54 The memorandum also discusses section 404 implementation issues accumulated from a large bank
horizontal review. Some highlights include, but are not limited to, the underestimation of the time needed
for section 404 implementation, shortages with information technology expertise, a negative impact on
current level of internal audit coverage, a timing difference between certain testing occurring subsequent to
year end and the need to have remediation efforts completed by year end, and increased external auditor
effect, due to their compliance with the PCAOB. For the full memorandum, go to the OCC's Web site, at
www.occ.treas.gov.

Information Technology—Second Year Response to SOX 404
.55 The OCC memorandum notes that some financial institutions are experiencing shortages in informa
tion technology (IT) expertise needed for improved internal controls. During the first year institutions
underestimated the time needed for response. The realization of the importance of IT often came later in the
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first year. This resulted in companies being reactive to the IT requirements while working under a pressurized
time period. IT work may have been poorly planned and possibly not executed due to time constraints. Even
when companies did plan for the IT requirements, the magnitude of the requirements may have been greater
than both companies and auditors anticipated. In the end, the many companies received material weaknesses
for their unsatisfactory work.

.56 Certain aspects of IT, such as information technology general controls (ITGC) and increased internal
control “automation," continue to produce significant second year implementation challenges.

.57 General Controls. Two large challenges to overcome in year two are refining the population of the
systems subject to the ITGC requirements and the convergence of accountants and IT specialists. Note that
questions 45 and 52 of the PCAOB's staff questions and answers pertain specifically to IT benchmarking,
and IT approach if a company implements a significant change to IT that affects the company's preparation
of financial statements.
.58 Large companies have numerous systems that process transactions and store financial data. Deter
mining which systems materially affect internal control over financial reporting may be challenging. One
could argue that all systems eventually affect internal control over financial reporting. However, subjecting
all systems equally to requirements is not an appropriate use of resources if all systems do not equally apply.
Therefore, it is advantageous to establish a defined set of scoping criteria. Only the systems that meet
designated criteria should be subject to the ITGC requirements.
.59 Another ITGC challenge is knowledge sharing between accountants and IT specialists. The account
ant's focus is internal control over financial reporting and the financial statement audit, while the IT
specialist's focus is to maintain a company's information technology knowledge. The key to ITGC success is
to bridge the knowledge and language gap between the accountants and IT specialists.
.60 Automation. Another year two SOX 404-response challenge for companies is moving toward ''auto
mating'' the internal control process. Many companies performed new work related to increased controls in
a manual environment during year one. Although the manual environment worked in year one and could
continue to work in subsequent years, it is an inefficient and time-intensive process. Automating processes
is beneficial in the long run, but it has its challenges.

Additional Identified Material Weaknesses
.61 In a review of 37 banking organizations, the FRB noted that nearly half of the first year SOX 404
material weaknesses included items from the following areas.

.62 Credit and Loan Underwriting Processes and the Estimation of the Allowance for Loan and Lease
Losses. An example of this type of weakness included ineffective segregation of duties and supervision in
the loan underwriting and approval process. For further audit risk information, see the sections:

•

“Katrina—Underwater Securities and Other Audit Issues" in the “Industry and Economic Develop
ments" section

•

“Home Equity Lending and Mortgage Market Risks" in the “Industry and Economic Developments"
section

•

“Credit Loss Allowance Update" in the “Accounting Pronouncement Potpourri" section

. 63 Valuation and Modeling. Examples of issues surrounding valuation or modeling include ineffective
internal controls surrounding accounting for securitizations or derivatives. For further audit risk information
see the following Alert sections:
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•

"Knowing and Understanding Your Rights and Financial Asset Transfers" in the "Accounting
Pronouncement Potpourri" section

•

"In Depth—Derivative Loan Commitments" section

.64 Financial Close and Reporting. In this area, concerns included apparent difficulty with timely review
of significant nonroutine transactions and related accounting entries, and a reliance on the auditor to perform
the initial draft of the financial statements.

.65 The Wall Street Journal reported that an additional area of identified internal control weakness is
leasing, which is discussed in the next section.

Lease Developments
.66 The corporate governance newsletter Compliance Week reported that "22.5 percent of internal control
weaknesses reported in April of 2005 related to leases. Many of the companies making lease-related
disclosures claimed they were being made in the wake of a February letter written by the SEC's chief
accountant to the AICPA." (See www.sec.gov/info/accountants/staffletters/cpcaf020705.htm.)

.67 This letter communicated the SEC staff's views on the amortization of leasehold improvements, rent
holidays, landlord/tenant incentives, Management's Discussion and Analysis (MD&A), and disclosures. The
letter notes that those registrants who have deviated from lease accounting standards and related interpre
tations set forth by the FASB should, in consultation with their auditors, assess the impact of resulting errors
on their financial statements to determine whether restatement is required.
.68 The AICPA is developing a TPA intended to target private companies that may not have focused on
the SEC letter. Its intent is to further clarify the accounting that is already required under GAAP. Areas
covered include lease term, rent expense and revenue, leasehold improvements, and landlord incentives.
Additionally, on June 29,2005, the FASB ratified EITF Issue No. 05-6, "Determining the Amortization Period
for Leasehold Improvements." As neither FASB Statement No. 13, Accounting for Leases, nor FASB Interpre
tation No. 21, Accounting for Leases in a Business Combination, addressed leasehold improvements under an
ongoing operating lease or in a business combination, this EITF Issue addresses the determination of the
amortization period for leasehold improvements in operating leases that are either (a) purchased subsequent
to the inception of the lease or (b) acquired in a business combination. The EITF is effective for periods
beginning after June 30,2005. The FASB has also issued FASB Staff Position (FSP) 13-1, Accounting for Rental
Costs Incurred during a Construction Period. This FSP addresses whether a lessee may capitalize rental costs
incurred during a construction period and, if so, the types of rental costs that can be capitalized. The guidance
shall be applied to the first reporting period beginning after December 15,2005. For additional transition and
implementation information, go to www.fasb.org.

Accounting Pronouncement Potpourri
SOP 03-3 Implementation
.69 In December 2003, AcSEC issued Statement of Position (SOP) 03-3, Accounting for Certain Loans or
Debt Securities Acquired in a Transfer, effective for loans acquired in fiscal years beginning after December
15, 2004.8 The scope of the SOP applies to problem loans that have been acquired, either individually in a
portfolio, or in an acquisition. These loans must have evidence of credit deterioration and the purchaser must
not expect to collect contractual cash flows.
8 For loans acquired in fiscal years beginning on or before December 15, 2004, and within the scope of Practice Bulletin (PB) No. 6,
paragraphs .07 and .08 of the Statement of Position, as they apply to decreases in cash flows expected to be collected, should be applied
prospectively for fiscal years beginning after December 15, 2004.
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.70 Since the issuance of this guidance, and during the first year of its implementation, a number of
practice and operational issues have arisen. In the fourth quarter of 2005, AcSEC will be issuing clarifying
guidance in the form of a TPA question and answer document, designed to address practice and operational
issues. It is important that management and the auditors for companies subject to SOP 03-3 review this
upcoming TPA to evaluate compliance with the SOP in their quarterly and annual financial statements.

.71 For loans within the scope of SOP 03-3, financial institutions will have to record the purchased loans
at the acquisition cost, and loan loss reserves are not to be carried over on these loans. SOP 03-3 will change
the way financial institutions record and disclose one of the most important line items on the balance sheet.
Auditors will need to determine the appropriateness of the entity's disclosures. Also note that purchased
loans must be evaluated to see if they meet the definition of a derivative.

.72 The TPA seeks to address questions on scope (including nonaccrual loans), loss accrual and valuation
allowance, income recognition, restructured or refinanced loans, variable rate loans, and aggregation.
Following are potential questions that the final TPA may discuss. This list of questions may help the auditor
focus on implementation areas surrounding the application of SOP 03-3. The final TPA is due out in the
fourth quarter of 2005.

•

Does the scope of the SOP include debt securities?

•

Some types of instruments are measured like debt securities. In considering expected cash flows for
instruments measured like debt securities, when does the investor follow the guidance of paragraph
.07 of the SOP (loans accounted for as debt securities) or paragraph .08 of the SOP (loans not accounted
for as debt securities)?

•

Footnote 3 of the SOP states that "investors should consider the significance of delays and shortfalls
for a loan so the SOP is not applied when such delays and shortfalls are insignificant with regard to
the contractually required payments." How might that assessment be determined?

•

How can an investor identify loans that have evidence of deterioration of credit quality and for
which it is probable that the investor will be unable to collect all contractually required payments
receivable?

•

For consumers, must the SOP be applied to nonaccrual (e.g., 90 days past due) consumer loans that
are reported as nonperforming loans when such loans may be charged off completely in relatively
short order (e.g., after 120 days)?

•

The scope of the SOP excludes loans that are retained interests and loans measured at fair value.
How does the SOP scope relate to the scope of EITF Issue No. 99-20, "Recognition of Interest
Income and Impairment on Purchased and Retained Beneficial Interests in Securitized Financial
Assets"?

•

Can some or all of an allowance for loan losses be carried over in a business combination?

•

What is the accounting for a purchased loan that was classified by the previous owner as nonaccrual
and for which cash flows cannot be reasonably estimated under the SOP?

•

A loan is classified as nonaccrual by a seller because the loan is not meeting its contractual terms. That
loan is sold to an investor who determines that the loan meets the requirements of the SOP. If the investor
can reasonably estimate cash flows and expects to recognize an accretable yield, can the investor classify
the loan as an accruing loan? Assuming the investor followed the cost recovery method on a loan, and
assuming the loan was brought current for a period of time, could the investor return the loan to accrual
status and account for the loan as a new loan?

•

How often should an investor reassess the cash flows expected to be collected?

•

If a loan is removed from a pool, how is the specific carrying amount of a loan determined?
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Other Considerations
.73 A client's information technology systems may not have been updated to properly implement the
new requirements of SOP 03-3. During the planning stages of the audit, the practitioner needs to consider
potential system problems during client inquiry. Problems in this area could lead to a significant deficiency
or material weakness in a client's internal controls.
.74 Additionally, on March 11, 2005, the agencies jointly published a notice requesting comment on
proposed revisions to the Call Report in response to SOP 03-3, which were finalized (for most loans) for the
June 30, 2005 report date. The agencies added three items to the Call Report relating to loans within
the scope of SOP 03-3. The agencies also revised the Call Report instructions to explain how the delin
quency status of loans within the scope of SOP 03-3 should be determined for purposes of disclosing past
due loans in the Call Report. For further information see www.fdic.gov.

From Stock-Based Compensation to Share-Based Payment
.75 On December 16, 2004, the FASB issued Statement No. 123(R), Share-Based Payment.9 The statement
revises existing requirements under the original FASB Statement No. 123, Accounting for Stock-Based Compen
sation, and supersedes APB Opinion No. 25, Accounting for Stock Issued to Employees, and its related imple
mentation guidance.10 For effective dates and deferral information, see www.fasb.org and www.sec.gov.

Scope
.76 The statement establishes standards for the accounting for transactions in which an entity exchanges
its equity instruments for goods or services. The statement focuses primarily on accounting for transactions
in which an entity obtains employee services in share-based payment transactions. Additionally, the
statement does not change the accounting guidance for share-based payment transactions with parties
other than employees provided in Statement No. 123, as originally issued, and EITF Issue No. 96-18,
"Accounting for Equity Instruments That Are Issued to Other Than Employees for Acquiring, or in
Conjunction with Selling, Goods or Services." This statement does not address the accounting or employee
share ownership plans, which are subject to AICPA SOP 93-6, Employers' Accounting for Employee Stock
Ownership Plans. However, this Statement eliminates the alternative to use Opinion 25's intrinsic value
method of accounting that was provided in FASB Statement No. 123 as originally issued. Under Opinion
No. 25, issuing stock options to employees generally resulted in recognition of no compensation cost. This
Statement requires entities to recognize the cost of employee services received in exchange for awards of
equity instruments based on the grant-date fair value of those awards (with limited exceptions).
9 The FASB has proposed FASB Staff Position (FSP) No. 123(R)-1, Classification and Measurement of Freestanding Financial Instruments
Originally Issued as Employee Compensation. The proposed FSP defers the requirements of FASB Statement No. 123(R) for freestanding
financial instruments subject to 123(R) and supersedes FSP EITF 00-19-1, Application of EITF Issue No. 00-19 to Freestanding Financial
Instruments Originally Issued as Employee Compensation, and amends paragraph 11(b) of FASB Statement No. 133, Accounting for
Derivative Instruments and Hedging Activities, and Statement No. 133 Implementation Issue No. C3, Scope Exceptions: Exception Related to
Share-Based Payment Arrangements. Under the proposed FSP, a freestanding financial instrument originally issued as employee compen
sation for substantive employee service will be subject to the recognition and measurement provisions of 123(R) for the entire life of the
instrument, unless its terms are modified after the time that the rights conveyed by the instrument are no longer dependent on the
holder being an employee. The FASB has also proposed FSP No. 123(R)-b, Practical Exception to the Application of Grant Date as Defined
in FASB Statement No. 123(R), to give guidance on the application of grant date of an award subject to FASB Statement No. 123(R).
Additionally, the FASB has proposed FSP 123(R)-c, Transition Election Related to Accounting for the Tax Effects of Share-Based Payment
Awards, to provide an alternative transition method for use in calculating the payment awards and calculating the pool of excess tax
benefits available to absorb tax deficiencies recognized subsequent to adoption (www.fasb.org).
10 This includes AICPA Accounting Interpretation No. 1 of Accounting Principles Board (APB) Opinion No. 25; FIN No. 28,
Accounting for Stock Appreciation Rights and Other Variable Stock Option or Award Plans; FIN No. 38, Determining the Measurement Date for
Stock Option, Purchase, and Award Plans Involving Junior Stock; and FIN No. 44, Accounting for Certain Transactions Involving Compensation.
See the standard for additional literature affected.
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.77 FASB Provides a Practical Exception to Grant Date Requirements of FASB Statement No. 123(R).
FASB Statement No. 123(R) provides that share-based payments exchanged for employee services and
classified as equity awards generally are measured at their fair value on the grant date. One of the
requirements to achieve a grant date is that the employer and the employee receiving the award (that is, the
grantee), have a mutual understanding of the key terms and conditions of an award. Based on discussions
with the FASB staff, it has been concluded that the significant terms of an award (including the number of
awards to be granted to the individual employee) must be communicated to the grantee to achieve a grant
date and, therefore, a measurement date under FASB Statement No. 123(R). For additional information, go
to www.fasb.org.

Some Auditing Considerations
.78 Financial institutions of all sizes have issued stock options. Small institutions have issued options to
obtain skilled employees from larger institutions. Large institutions offer stock options across the board to
numerous employees, including management. Under old accounting rules, dilution was offset by the
nonrecognition of compensation expense related to the granting of options. Subsequent to the adoption of
FASB Statement No. 123(R), an option issuance would both reduce net income and increase dilution,
decreasing earnings per share (EPS). Management will now be concerned with this delicate balance.
Ironically, the shift toward the new standard could cause an increase in EPS, as the company compensates
by issuing fewer options, decreasing outstanding shares. The auditor will need to adapt audit procedures
surrounding stock options; for many companies, stock options will now be a material portion of the financial
statements instead of a disclosure-only item. Additionally, inherent risk will increase surrounding any new
calculation methodologies. For assistance with application, the auditor can refer to FASB literature as well
as to Staff Accounting Bulletin (SAB) No. 107, Topic 14, Share-Based Payment P The aforementioned literature
is also discussed in the AICPA Webcast, FASB Stock Options: An Advanced Analysis of Statement No. 123(R),
which is available at www.cpa2biz.com.
.79 The auditor may notice a shift toward the issuing of restricted stock. Financial institutions will be
looking for additional methods to change their compensation structures since there will now be fewer
options issued to management. The auditor can evaluate any changes surrounding salaries and other compen
sation incentives surrounding top management and evaluate compliance with appropriate rules and regulations.

From EITF 03-1-a to FSP 115-1
.80 In 2004, to answer questions on evaluating other-than-temporary impairment, the FASB issued EITF
Issue No. 03-1, "The Meaning of Other-Than-Temporary Impairment and Its Application to Certain Invest
ments." The project included two stages. The first, a disclosure stage, included additional numerical and
narrative disclosures for debt and marketable equity securities that have unrealized losses. The second stage
included specific measurement and impairment accounting guidance.

Disclosures
.81 In summary, for investments accounted for under paragraph 5(b), for investments with unrealized
losses that have not been recognized as other than temporary, one needs to disclose in tabular form,
aggregated unrealized losses by category of investment and the related fair value of those investments
Additionally, these disclosures need to be segregated by current and noncurrent status. Finally, additional,
narrative information should be provided, sufficient to allow financial statement users to understand the
quantitative disclosures and the information that the investor considered (both positive and negative) in
reaching the conclusion that the impairments are not other than temporary. There are also additional
disclosures for cost method investments, if applicable. For specific instructions, see the EITF.
11 Among other matters, SAB No. 107 notes that reasonable assumptions do not imply a single conclusion or methodology, and it is
rare for only one acceptable choice to exist while estimating fair value. Additionally, estimates of fair value are not intended to predict
actual future events, and subsequent events are not necessarily indicative of the reasonableness of original estimates (www.sec.gov).
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Impairment Evaluation
.82 The second stage included accounting guidance, which was set to be effective for reporting periods
beginning after June 15, 2004. However, when entities started to put the impairment requirements of the
EITF into practice, a number of issues became problematic. For example, clients and their auditors have noted
that it is difficult to determine if impairment occurs on an aggregate or individual basis. In response to
concerns, the FASB issued two FSPs. FSP EITF Issue No. 03-1-1, Effective Date of Paragraphs 10-20 of EITF Issue
No. 03-1, The Meaning of Other-Than-Temporary Impairment and Its Application to Certain Investments, "delayed
the recognition and measurement guidance contained in paragraphs 10 through 20. FSP EITF Issue No.
03-1-a, Implementation Guidance for the Application of Paragraph 16 of EITF Issue No. 03-1, "The Meaning of
Other-Than-Temporary Impairment and its Application to Certain Investments," evaluated interest rate impaired
debt securities analyzed under paragraph 16 of Issue No. 03-1.

.83 On June 29, 2005, it was decided not to provide additional guidance on the meaning of other-thantemporary impairment and FASB directed the staff to finalize proposed FSP No. EITF 03-1-a, renamed FSP
No. 115-1, Accounting for Certain Investments in Debt and Equity Securities. This FSP is planned to be issued in
the fourth quarter of 2005 and will be effective for other-than-temporary impairment analyses conducted in
periods beginning after September 15, 2005. The FSP will replace the guidance in paragraphs 10-18 of EITF
Issue No. 03-1 and refer to existing other-than-temporary impairment guidance—for example, FASB State
ment No. 115, Accounting for Certain Investments in Debt and Equity Securities; APB Opinion No. 18, The Equity
Method of Accounting for Investments in Common Stock; and SEC Staff Accounting Bulletin No. 59, Accounting
for Noncurrent Marketable Equity Securities. Accordingly, the FASB's discussions on this topic may affect
year-end 2005 guidance in the following ways:

•

Measurement. If a decline is deemed to be other than temporarily impaired, the investment should be
written down to fair value at the balance sheet date (paragraph 19 of EITF Issue No. 03-1)

•

Postimpairment income recognition. If impairment is recognized, the client must recognize income based
on expected, not contractual, cash flows (paragraph 22 of EITF Issue No. 03-1)

•

Timing. The FSP will incorporate certain guidance set forth in Topic D-44, "Recognition of OtherThan-Temporary Impairment upon the Planned Sale of a Security Whose Cost Exceeds Fair Value,"
which will clarify the timing of impairment recognition.

.84 Additionally, at the September 7 and 14,2005, FASB meetings, the staff recommended that the FASB
provide transition guidance in this FSP specifically for the accounting for debt securities subsequent to an
other-than-temporary impairment.

Year-End Accounting and Auditing Issues
.85 Paragraph 16 of FASB Statement No. 115 states that individual securities classified as either availablefor-sale or held-to-maturity must be assessed to determine whether a decline in fair value below the
amortized cost basis is other than temporary. If such a decline is judged to be other than temporary, the cost
basis of the individual security is written down to fair value as the new cost basis, with the amount of the
write-down included in earnings (that is, accounted for as a realized loss). The new cost basis should not be
changed for subsequent recoveries in fair value. The auditor needs to evaluate if their clients are following
existing literature. FASB Statement No. 115 should continue to be followed along with the new disclosure
guidance found in EITF Issue No. 03-1, previously discussed. The FASB Special Report, A Guide to Implemen
tation of Statement 115 on Accounting for Certain Investments in Debt and Equity Securities: Questions and Answers,
is also relevant. For public companies, SEC SAB No. 59, Accounting for Noncurrent Marketable Equity Securities
(Topic 5M), is in effect.
.86 Additional auditing considerations for fiscal year-end 2005 should include evaluation of manage
ment's current and former practices regarding FASB No. 115 securities, accounting practice consistency
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among periods, and rationale for any practice changes in the areas surrounding FSP 115-1. Unsubstantiated
changes in management practice need to be carefully questioned for appropriateness under the aforemen
tioned GAAP requirements.

EITF Issue No. 04-5—Who Has Control?
.87 In June 2005, the FASB ratified the consensus in EITF Issue No. 04-5, "Determining Whether a General
Partner, or the General Partners as a Group, Controls a Limited Partnership or Similar Entity When the
Limited Partners Have Certain Rights," which provides guidance in determining whether a general partner
controls a limited partnership. EITF 04-5 also affects investor's accounting when the investor has a majority
of the voting interest but the minority shareholder has certain approval or veto rights.
.88 To promote consistency in applying this guidance to corporate entities and those entities that hold
real estate:
•

The EITF amended Issue No. 96-16, "Investor's Accounting for an Investee When the Investor Has a
Majority of the Voting Interest but the Minority Interest Shareholder or Shareholders Have Certain
Approval or Veto Rights," and

•

The FASB staff issued FSP No. SOP 78-9-1, which amends AICPA Statement of Position 78-9,
Accounting for Investments in Real Estate Ventures, to reflect the consensus reached in Issue 04-5.

.89 Issue No. 04-5 states that the general partner in a limited partnership is presumed to control that
limited partnership. That presumption may be overcome if the limited partners have either (a) the substantive
ability—either by a single limited partner or through a simple majority vote—to dissolve (liquidate) the
limited partnership or otherwise remove the general partner without cause or (b) substantive participating
rights. Substantive participating rights—which are based on the concept discussed in Issue No. 96-16—
provide the limited partners with the ability to effectively participate in significant decisions that would be
expected to be made in the ordinary course of the limited partnership's business and thereby preclude the
general partner from exercising unilateral control over the partnership.

.90 The effective date for applying the guidance in Issue No. 04-5 and FSP SOP 78-9-1 is (a) June 29,2005, for
all new limited partnerships and existing limited partnerships for which the partnership agreements are modified
and (b) no later than the beginning of the first reporting period in fiscal years beginning after December 15,2005,
for all other limited partnerships. The effect of initially applying this guidance may be accounted for similarly to
a change in accounting principle or by restating the financial statements of prior periods. The amendments to
Issue No. 96-16 are to be applied prospectively to new investment agreements and to investment agreements that
are modified after June 29,2005.

Knowing and Understanding Your Rights and Financial Asset Transfers
.91 As interest rates are still relatively low, financial institutions are still experiencing significant mort
gage loan underwriting and, in many cases, are selling mortgage loans in the secondary market with
servicing retained. Retaining the servicing enables institutions to service clients without the risk of retaining
low interest, fixed rate, long-term loans on their books.

What Exactly Are Your Rights?
.92 The sale of mortgage loans with servicing retained results in a financial institution creating an asset
referred to as mortgage servicing rights (MSR). The asset represents the present value of the excess of income
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that will be earned on the servicing of the loans over their estimated life, less the costs of servicing. The
accounting theory for this area of practice is contained in FASB Statement No. 140, Accounting for Transfers
and Servicing of Financial Assets and Extinguishments of Liabilities.12

Year End 2005 Accounting—The Right to Remain With FASB Statement No. 140
.93 In the third quarter of 2005, the FASB issued a new exposure draft, Accounting for Servicing of
Financial Assets—an amendment of FASB Statement No. 140. However, if adopted prior to year end, the
effective date will still occur subsequent to December 31, 2005. The planned effective date is the earlier
of fiscal years beginning after December 15, 2005, or fiscal years that begin during the calendar quarter
in which the final statement is issued. The FASB is timing the effective date to be in line with the other
two "sister 140" exposure drafts. As most financial institutions are calendar-year entities, the earliest
effective quarter would be the first quarter of 2006.
.94 Although the initial request for the project focused on accounting for MSRs under FASB Statement
No. 140, this Statement will apply to all servicing rights that are recognized separately from the serviced
assets, consistent with the scope of FASB Statement No. 140. The following are key items proposed (final
guidance may differ from the proposal).
•

Servicing rights capitalized should be initially measured at fair value rather than based on an
allocation of the previous carrying amount. This would do away with valuation difficulties surround
ing the initial fair value allocation of MSRs.

•

Entities would be permitted to choose either fair value or the lower of cost or market treatment for
subsequent valuations.13 Subsequent changes in the fair value of the rights would be recognized in
earnings. By reporting MSRs at fair value, mortgage bankers would be provided relief from the
substantial recordkeeping requirements needed to obtain hedge accounting treatment.

•

Entities may be allowed an irrevocable one-time election that can be made anytime subsequent to the
adoption of the guidance to subsequently measure each class of servicing rights at fair value.

.95 Exposure Draft Auditing Considerations for Year-End 2005. Once adopted, this potential new
guidance could simplify the accounting for MSRs. However, since no early application is allowed prior to
the effective date (first fiscal year beginning after December 15, 2005) the auditor needs to be cognizant of
potential issues. First, has the client prematurely altered its accounting for servicing rights prior to year end
(more specifically, initiated fair value of accounting)? Second, have changes in managerial accounting
practice occurred in anticipation of the new standard that would increase control and inherent risks? Has
management prematurely altered its hedge accounting in anticipation of the amendment? Entities are
currently concerned with how adopting the new valuation practices will affect the bottom line as the new
mark-to-market accounting for MSRs will create additional volatility to the income statement if the MSR
asset is not properly economically hedged. Is management considering the purchase of "trading" securities
to economically hedge the change in value of the MSR? (Because the MSRs react to interest rate changes in
a manner that is inverse to that of a security, a trading security is an excellent hedge for an MSR asset.) Does
a cushion exist between the fair value of the MSR asset and its carrying cost, in which case the servicer would
be less likely to adopt the fair value option for MSRs? Is management selling off MSRs? Has management
reviewed historical results to determine the amount of volatility this type of reporting might create? Has
management changed impairment assessment methodologies? Finally, has management altered stratifica
tion policies?
12 The AICPA Audit Guide Depository and Lending Institutions: Banks and Savings Institutions, Credit Unions, Finance Companies and
Mortgage Companies, incorporates SOP 01-6, Accounting by Certain Entities (Including Entities With Trade Receivables) That Lend to or Finance
the Activities of Others, and provides additional guidance related to loan servicing. Additionally, the jointly issued Interagency Advisory
on Mortgage Banking highlights concerns and provides guidance regarding mortgage-banking activities, primarily in the valuation and
hedging of mortgage-servicing assets.
13 Additional disclosures for all separately recognized servicing rights under lower of cost of market treatment would be required.

AICPA Audit and Accounting Manual

AAM §8050.95

8160

Audit Risk Alerts

69

12-05

Additional Year-End Pitfalls Associated With Current FASB No. 140 Accounting
.96 Due to Hurricane Katrina, mortgage servicers will be facing increased costs, affecting the valuation
and allocation of MSRs as well as increased administration due to insurance collections, future problem
loans and the possibility of foreclosures. Independent of hurricane effects, there are also long-time
difficulties related to the hedging of MSRs since the fair value of MSRs does not change in a linear fashion
due to the nature of prepayment estimates. This causes MSRs to lose value at a faster rate when interest
rates decline than the rate at which MSRs gain value when interest rates increase. Additionally, in
accordance with FASB Statement No. 140, it is difficult to initially determine the carrying value of an MSR
asset. The complexity of these and other issues lead to a number of pitfalls the auditor needs to consider.
.97 Pitfall 1—Failure to Properly Perform the Relative Fair Value Allocation. Servicing assets retained
in a sale should be initially measured by allocating the previous carrying amount between the loans sold and
the MSRs retained, based on their relative fair values at the date of sale. Often an institution will misinterpret
or shortcut this step. The typical shortcut involves recording the MSRs at fair value without performing an
allocation. Failure to perform the relative fair value allocation may result in the overvaluation of the MSRs.

.98 Pitfall 2—Estimating the Fair Value of Mortgage Servicing Rights Using Unsupported Shortcut
Methods. To properly record MSRs, an institution needs to be able to obtain a fair market value of the rights.
In lieu of obtaining a fair market value from a broker, an institution sometimes uses a shortcut method, such
as application of a set percentage (say 1 percent) to the principal balance of the loans sold. Although the
shortcut method may yield materially comparable results, the institution should maintain independent
verifiable support to document the validity of the internal shortcut method being utilized.
.99 Pitfail 3—Ensuring the Impairment Valuation Is Properly Performed. FASB Statement No. 140
requires an entity to periodically evaluate and measure the servicing asset for impairment. Impairment
occurs as loan prepayment speeds increase. Faster loan payoffs result in a shorter loan life and therefore less
net servicing income. The lower forecasted servicing income results in a smaller value for the MSRs. MSRs
should be evaluated for impairment at the strata level. Although FASB Statement No. 140 allows for flexibility
when establishing stratum (pools), MSRs are often stratified by underlying loan type, term, and note rate.

.100 The institution should ensure the broker (if utilized) provides the market value data by the strata
that have been established by the financial institution. This will allow the financial institution to easily
compare book value to market value at each strata level. At the strata level, if the market value is higher than
book value, no impairment is recorded, and the institution cannot write up the book value to market. If the
stratum has a market value lower than book, impairment should be recorded for the strata. FASB Statement
No. 140 prohibits the netting of impairment in one strata against another strata with a cushion.
.101 As an example, the value of the MSRs for 30-year fixed rate loans should be calculated separately
from the value of the MSRs of 15-year adjustable rate loans. If the MSRs for the 30-year loans have been
impaired, but the 15-year adjustable loans have an increased fair value, FASB Statement No. 140 prohibits
the netting of the two strata and the institution needs to recognize the impairment on the 30-year loan pool.
.102 Pitfail 4—Caution in Use of Independent Broker Valuation. If an independent broker valuation is
utilized for initial capitalization and impairment valuations, the financial institution should keep the
following points in mind:

•

Will the broker provide the market values in the format needed for use by the institution? Often the broker
may stratify the market values using their own stratification versus the pre-established stratum
set by the entity. This is not useful to the institution and another valuation would have to be
performed which could cost the institution.
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•

Is the broker truly independent? If the broker is consistently utilized for other services and the valuation
is provided free of charge, independence may be questionable. In this instance, the broker would
potentially have incentive to favorably value the servicing rights in order to maintain the broker/
client relationship.

•

What assumptions did the broker use? In most cases the assumptions used by the broker will be
market-based; however, the institution should gain comfort with the key assumptions utilized and
their source. Key assumptions include prepayment speeds, discount rate, and servicing cost. The
institution may want to consider obtaining a SAS 70 report.

•

Consistent use of fair value ranges. When the broker valuation is obtained, often times the broker will
not provide a set value, but will provide a range of values with a midpoint. Typically midpoint is
used in that circumstance. The institution should not use the midpoint value one cycle, and either
the low or high value in the next cycle. Consistency in use is key.

You Have the Right to an Attorney—Financial Asset Transfers
.103 It is important for the auditor to be cognizant that some clients may be selling loans in single-step
transactions with continued involvement while at the same time derecognizing the related assets and
liabilities. Paragraph 9 of FASB Statement No. 140 provides specific conditions under which control is
considered to be surrendered. One such condition is that the transferred assets have been isolated from the
transferor and put beyond the reach of creditors, even in bankruptcy or receivership. Since this condition
is a legal isolation, the use of a legal interpretation as evidential matter to support management's assertion
that a transfer has met the isolation criterion is important. In that case, the auditor can refer to Auditing
Interpretation No. 1, "The Use of Legal Interpretations as Evidential Matter to Support Management's
Assertion That a Transfer of Financial Assets Has Met the Isolation Criterion in Paragraph 9(a) of Financial
Accounting Standards Board Statement No. 140," of AU section 336, Using the Work of a Specialist (AICPA,
Professional Standards, vol. I).14

.104 Legal and Accounting guidance may be especially necessary in the coming year as the new FASB
exposure draft, Accounting for Transfers of Financial Assets—an amendment of FASB Statement No. 140, was
issued in the third quarter of 2005 and is due to become effective in 2006. Opinions surrounding the
transaction variables, such as those that define sale activity, will become more important. Additionally,
among other areas, paragraph 9 of FASB Statement No. 140 is due to be amended. Among other matters, the
FASB first considered that loan participations and other interests would require the use of a qualified special
purpose entity (QSPE) to achieve sales treatment. One difficulty was the common law rights of debtors and
creditors to set off (that is, net) receivables and payables with each other. The FASB noted that this tying of
responsibility might violate FASB Statement No. 140 sale criteria. However, to require QSPE use would have
been costly and would have increased risk for financial institutions because asset risk may not be spread
among as many institutions. Regulators did not believe that the existence of set-off rights should preclude a
loan participation from being accounted for as a sale. Lawyers argued that a loan participation is a true sale.
In response to these and other issues, the FASB exposure draft states that to bypass QSPE requirements but
still accept the transfer as a sale, the transfer must be a "participating interest." The net effect is that it will
be harder to obtain sales treatment for partial sales. The term participating interest is a defined term and certain
14 In a minority of situations, legal interpretation may not be needed. Paragraph 5 of Interpretation No. 1, "The Use of Legal
Interpretations As Evidential Matter to Support Management's Assertion That a Transfer of Financial Assets Has Met the Isolation
Criterion in Paragraph 9(a) of Financial Accounting Standards Board Statement No. 140," of AU section 336, Using the Work of a Specialist
(AICPA, Professional Standards, vol. 1, AU sec. 9336.05), states that "use of a legal specialist may not be necessary to obtain competent
evidential matter to support management's assertion that the isolation criterion is met in certain situations, such as when there is a
routine transfer of financial assets that does not result in any continuing involvement by the transferor." The Interpretation's related
footnote 4 in paragraph 5 references Emerging Issue Task Force (EITF) Topic No. D-99, Questions and Answers Related to Servicing
Activities in a Qualifying Special-Purpose Entity under FASB Statement No. 140, for guidance on the meaning of "no continuing involve
ment." However, it is important to note that many isolation transfers do not meet this "no further involvement of any kind" criterion.
The auditor should discuss with clients the importance of obtaining a legal opinion to support isolation criterion.
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criteria must be met that include but are not limited to the following: (a) each investor has equal rights to the
cash flows from the loan, (b) no interest is subordinate to any other interest; (c) no recourse must exist,15 (d)
the loan is not "reconfigured,"16 and (e) one investor is not given priority over another. If these and other
conditions are not met, sale accounting can be achieved only by transferring an entire financial asset or group
of financial assets to a QSPE or other entity that is not consolidated with the transferor and the entire
transferred financial asset(s) must meet the conditions of paragraph 9 of FASB Statement No. 140 as
amended. Additionally, there are two more criteria added to paragraph 9. See the exposure draft for
additional information.

.105 Some Exposure Draft Auditing Considerations for Year-End 2005. Audit risk increases as institutions
may be merely restructuring transactions to comply with the aforementioned anticipated requirements. For
example, one new requirement is that the isolation analyses consider any arrangement or agreement made
in connection with a transfer even if it was not entered into at the time of the transfer. Material assets groups
may be sold and then repurchased in a different form, to either avoid consolidation or to qualify under new
rules by producing required new documentation. Asset classifications and the parties involved need to be
closely analyzed. Another issue is that related parties may hold small interests in the "sold" assets. Potential
related party relationships need to be carefully examined. Ironically, similar problematic effects may occur
in 2005 that are analogous to when entities purposely structured assets into QSPEs in order to avoid
consolidation under the initial Financial Interpretation No. 46, Consolidation of Variable Interest Entities.
Additionally, apart from evaluating the accounting treatment for loans sold and accounting for retained
servicing areas (such as for revenue recognition for sales and servicing fees), the auditor may also want to
evaluate the internal control of the servicing operations. The financial institution will have numerous
financial and compliance obligations and responsibilities, such as collecting and remitting loan payments,
proper reconciliation of escrow remittance accounts, ensuring compliance with federal and state regulations
covering escrow accounts and other servicing requirements and compliance with the seller servicing
agreement with a third party such as Fannie Mae and Freddie Mac. Finally, servicers will need to comply
with SEC Regulation AB and its additional servicing and disclosure requirements.

Credit Loss Allowance Update
.106 The allowance for loan and lease loss estimate continues to receive a high degree of attention from
regulators, the SEC, and AcSEC. The SEC and federal banking agencies issued separate, but almost identical,
policy statements in July 2001 on allowance documentation and methodology. The NCUA issued a similar
policy in June 2002. The guidance states that financial institutions must maintain a systematic and consistent
process for estimating the allowance and the process must be supported by written documentation. AcSEC's
2003 proposed SOP, Allowance for Credit Losses, attempted to answer GAAP recognition, measurement, and
disclosure requirements. A revised proposed SOP that focuses only on disclosures is in process. Practitioners
can view the most recent version at www.aicpa.org (AcSEC meetings).
.107 On March 1,2004, the federal financial regulatory agencies released guidance on the allowance for
loan and lease losses (ALLL). This guidance, Update on Accounting for Loan and Lease Losses, addressed recent
developments in the accounting for ALLL; provided a listing of current, authoritative sources of GAAP in
this area; and reminded financial institutions of their responsibilities with respect to the ALLL.
15 Note that for an (FDIC) insured institution, if a loan participation is transferred with recourse, the participation generally will not
be considered isolated from the transferor in the event of an FDIC receivership. The FDIC's regulations limit the FDIC's ability to
reclaim loan participations transferred "without recourse" but does not limit the FDIC's ability to reclaim loan participations
transferred with recourse. Under these regulations, a participation is considered to be "with recourse" if it is subject to an agreement
that requires the institution transferring the participation to repurchase the participation or to otherwise compensate the participating
institution due to a default on the underlying loan (i.e., violation of representations and warranties). As a result, a loan participation
transferred "with recourse" by an FDIC-insured institution generally should be accounted for as a secured borrowing and not as a sale,
unless a qualifying special-purpose entity (QSPE) is established.

16 Note that servicing arrangements would not trigger reconfiguration.
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Financial institutions are reminded of their responsibility for ensuring that controls are in
place to consistently determine the ALLL in accordance with GAAP, the institution's stated
policies and procedures, and relevant supervisory guidance. Financial institutions should
develop, maintain, and document a comprehensive, and consistently applied process to
determine the amounts of the ALLL and provisions for loan and lease losses. Consistent
with long-standing supervisory guidance, financial institutions must maintain an ALLL at a
level that is appropriate to absorb estimated credit losses inherent in the loan and lease
portfolio. Arriving at such an allowance involves a high degree of management judgment
and results in a range of estimated losses. Accordingly, prudent, conservative, but not
excessive, loan loss allowances that represent management's best estimate from within an
acceptable range of estimated losses are appropriate.

Note that the regulators are currently revising interagency guidance on accounting for loan and lease losses.

Other Accounting Matters
.108 Under existing authoritative literature, reserves that are not supported by appropriate analysis are
not permitted. Specifically, the FASB guidance in EITF Topic D-80, "Application of FASB Statements No. 5
and No. 114 to a Loan Portfolio," states:

Losses should not be recognized before it is probable that they have been incurred, even
though it may be probable based on past experience that losses will be incurred in the future.
It is inappropriate to consider possible or expected future trends that may lead to additional
losses. GAAP does not permit the establishment of allowances that are not supported by
appropriate analyses. The approach for determination of the allowance should be well
documented and applied consistently from period to period.
In particular, institutions should be focused on directional consistency, which means that a creditor should
not increase (or not decrease) the allowance for loan losses in good economic times to provide for losses
expected to occur in the future. The result is increased volatility in loan loss allowances by requiring that
allowances fluctuate with the credit environment.

.109 Institutions may have adopted some of the proposed disclosures of the aforementioned AcSEC
project that may serve to improve the clarity of reporting. Some of the disclosure changes that may have been
adopted include a general description of each significant component of the allowance, disclosures of loan
commitments, a comparison of the components of the allowance at each balance sheet date, a breakdown of
the allowance, a description of the credit risk evaluation processes used for pools of loans, and a description
of the observable data used in the measurement of the various components. Tables may have been added to
show the breakdown of loan types and the determination and aggregation of loss allowances.
.110 When evaluating the adequacy of loan loss allowances, auditors should consider the matters
discussed and determine whether there is a heightened level of audit risk. If so, it may be necessary to alter
the nature, timing, and extent of audit procedures. The evaluation of loss allowances can be a complicated
process, and the following specific literature will aid you in the accounting and auditing process. AU section
342, Auditing Accounting Estimates (AICPA, Professional Standards, vol. 1), and the AICPA Practice Aid entitled
Auditing Estimates and Other Soft Accounting Information provide guidance on auditing estimates.
.111 Loan and lease loss auditing has always been a high risk area for financial institution auditors. A
major issue is the timing of credit loss recognition. An understated ALLL results in overstated current
earnings, and an overstated ALLL results in understated current earnings. In part because of the imprecise
methods used to evaluate ALLL adequacy, empirical evidence suggests that financial institutions may build
excess ALLL reserves during periods of strong earnings, despite a comparatively low volume of loan losses,
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effectively building a "nest egg" for future periods. Likewise, during periods of depressed earnings—which
are often contributed to by increasing loan losses—financial institutions may dip into the previously
established "reserves" to minimize the impact on current earnings. The SEC has said that a creditor should
not increase the allowance for loan losses in good economic times to provide for losses expected to be incurred
in the future (i.e., earnings management).
.112 Part of the reason for this situation is the difficulty that exists in pinpointing the moment when a
loss is incurred. Numerous factors need to be considered when evaluating the adequacy of the ALLL.
Historical chargeoff rates (one of the primary components for evaluating impairment for loans collectively
evaluated in accordance with FASB Statement No. 5) may be more or less predictive depending on any
changes in economic conditions, any changes in a financial institution's lending behavior (types of products
offered and types of customers sought), and any changes in competitive pressures related to gaining or
maintaining market share, to name just a few of the variables.

2005 Effects
.113 In addition to the loan loss factors discussed above and in the section of this Alert titled "Industry
and Economic Developments," the new Bankruptcy Abuse Prevention and Consumer Protection Act of 2005,
became effective October 17, 2005. Auditors need to be cognizant that institutions will be absorbing excess
losses from debtors who rushed to file during 2005. The new law may not have a significant effect on
consumers with unsecured credit whose salaries fall below state median income levels, or those consumers
who cannot make the minimum payment guidelines as some of these consumers can qualify for Chapter 7
after the law takes effect. However, some consumers may not have understood the new law and will have
rushed to file anyway. Legally, the bill may have the greatest effect on the more wealthy filers. If high income
happens to correspond with high Fair Isaac & Co. (FICO) scores, it may be that the super-prime issuers could
be the most affected by debtors who want to file early. The ratio between settlements and chargeoffs may
change for a short period, as more consumers may choose to file bankruptcy rather than renegotiate terms
with lenders. As always, the allowance for losses should be adequate to cover probable and estimable losses
on both delinquent and nondelinquent loans.
.114 Additionally, to comply with interagency guidance, many institutions have begun to increase their
minimum payment requirements on credit card accounts. Losses may also increase due to the aggregate
effect on an individual consumer holding multiple cards, when all respective credit card lenders require
higher payments. Lenders may incur increased losses in their credit card portfolios due to regulatory changes
and the increased price of gas. Gas prices have risen significantly, putting pressure on consumers' ability to
pay debt. Proper measurement as to when these losses qualify as probable and estimable is necessary.
Institutions must be maintaining adequate documentation to determine the effect, if any, of the increased
minimum payments on delinquencies and chargeoffs. The effect on delinquencies and chargeoffs will vary
widely between institutions. Some institutions have forecast significant changes to their chargeoffs, while
others have indicated they expect the effect to be minimal. Documentation is also important for justification
for credit line increases, to estimates of allowances, to explanations of policy exceptions. AU section 339,
Audit Documentation (AICPA, Professional Standards, vol. 1), provides requirements about the content, owner
ship, and confidentiality of audit documentation. For public issuers, PCAOB Auditing Standard No. 3, Audit
Documentation (AICPA, PCAOB Standards and Related Rules), supersedes SAS No. 96 of the PCAOB Interim
Auditing Standards.

Current Loan Guidance as of Late 2005
.115 Current practice for the measurement of the allowance for loan losses available to institutions
includes the following:
•

FASB Statements No. 5, Accounting for Contingencies, and No. 114, Accounting by Creditors for Impair
ment of a Loan, as amended by FASB Statement No. 118, Accounting by Creditors for Impairment of a
Loan—Income Recognition and Disclosures
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•

EITF Topic D-80, "Application of FASB Statements No. 5 and No. 114 to a Loan Portfolio" (May, 1999)

•

FASB Interpretation No. 14, Reasonable Estimation of the Amount of a Loss—an Interpretation of FASB
Statement No. 5

•

SEC SAB No. 102, Selected Loan Loss Allowance Methodology and Documentation Issues, and SEC
Financial Reporting Release (FRR) No. 28, Accounting for Loan Losses by Registrants Engaged in Lending
Activities

• FFIEC Joint Interagency Policy Statement entitled Allowance for Loan Loss and Lease Losses (ALLL)
Methodologies and Documentation for Banks and Savings Institutions—2001, issued by the federal banking
regulators
•

NCUA Interpretive Ruling and Policy Statement 02-3, Allowance for Loan and Lease Losses—2002

•

Joint Interagency Policy Statement on the allowance for loan and lease losses, issued by the federal
banking regulators on December 21,1993 (A rewrite of this statement is planned.)

•

SOP 94-6, Disclosure of Certain Significant Risks and Uncertainties

•

SOP 01-6, Accounting by Certain Entities (Including Entities With Trade Receivables) That Lend to or
Finance the Activities of Others

• Credit Card Lending Interagency Guidance: Account Management and Loss Allowance Guidance
(Issued January 8, 2003)
•

Interagency Update on Accounting for Loan and Lease Losses—2004

•

Overdraft Protection Programs Interagency Guidance (Issued February 18, 2005)

• AICPA Audit and Accounting Guide Depository and Lending Institutions; Banks and Savings Institutions,
Credit Unions, Finance Companies and Mortgage Companies (as of May 1, 2005)

•

Home Equity Lending Credit Risk Management (Issued May 24, 2005)

•

Classification of Commercial Credit Exposures Interagency Proposal (Issued March 28, 2005; comment
period closed June 30, 2005)

Accounting for Courtesy Pay Programs
.116 During the past few years, financial institutions have been adding courtesy pay programs to their
widely expanding menu of services. Courtesy pay programs provide for the institution to honor overdrawn
drafts of customers that have prequalified for the program. A fee is charged on a per-item basis, and the
customer must make a deposit to the account within a specified period of time to cover the overdraft. These
programs have provided significant new sources of fee income for financial institutions, and at the same time
have provided a valuable service to the customer.

.117 However, institutions do incur frequent losses on individual accounts where the customer refuses
or is unable to clear the overdrawn account balance. Also, fees that are initially recognized as income and
added to the customer's account balance (overdrawn amount is increased) often prove uncollectible, and are
subsequently written off. The following are some accounting issues related to courtesy pay programs that
need to be addressed.

How Should Losses Be "Accrued" and Classified for These Programs?
.118 The financial institution has provided a credit-related feature to the customer; any losses incurred
as a result of honoring checks on overdrawn accounts can be considered analogous to "loan" losses. The
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institution must analyze the amount of probable losses that will result from honoring overdrawn accounts,
and accrue for the probable loss in accordance with applicable accounting standards, including FASB
Statement No. 5, Accounting for Contingencies.
.119 As a practical expedient, the overdrawn balances could be thought of as another segment of the
financial institution's loan portfolio with historical loss ratios analyzed for impairment in a manner similar
to other loan segments. Consideration can be given to establishing a separate allowance account for these
items to provide a distinct audit trail. Additionally, are the overdrawn negative balance accounts material
enough to be reclassified? Another consideration is the type of contingent liability required to be discussed
in the footnotes. Factors influencing disclosure include how the courtesy pay program is structured and what
contracting assessment exists with the user.

How Should the Fees Previously Recorded for the Overdrawn Account Be Written Off?
.120 Basic accounting standards require that fees only be recognized through earnings if there is a
probability that the fee will be collectible. Further, when previously recognized fees prove to be uncollectible,
the amounts to be written off should be charged to fee income, and not to loan-related losses. Charging the entire
balance to the allowance account instead of reversing fee income could result in the overstatement of both
income and expense.
.121 It may be difficult for institutions handling large volumes of courtesy pay write-offs to separately
account for the reversal of fees to income versus charging off the overdrawn check to an allowance account.
Therefore the following approach can be considered as an alternative:

•

Analyze the ratio of overdrawn account balances to determine the ratio of overdraft fees to the total
overdrawn account balance. For example, you might find that on average, 50 percent of the over
drawn balance comprises fees charged and added to the account.

•

When accounts are charged off, charge the appropriate percentage as determined above to fee income,
and the remaining balance to the previously established allowance account.

•

Note that the amount of losses being incurred on these programs is being reported to the board of
directors on a regular basis.

.122 The analysis of overdrawn fees needs to be updated on a regular basis, at least annually. Addition
ally, courtesy pay programs or "overdraft protection" is a growing area of client compliance. On February
18,2005, the FRB, FDIC, OCC, OTS, and NCUA issued joint guidance on overdraft protection programs. The
guidance details safety and soundness considerations, outlines federal regulations as they pertain to these
programs, and lists a variety of industry best practices (www.fdic.gov). Additionally, the Board of Governors of
the Federal Reserve System published a final rule amending regulation DD and the Official Staff Interpreta
tions, which is designed to improve the uniformity and adequacy of information to consumers about certain
services provided by banks to their deposit customers (www.ots.treas.gov).

In Depth—Derivative Loan Commitments
Accounting Under SAB No. 105 and FASB No. 149
.123 Accounting for loan commitments has been on the forefront of change over the past few years. There
have been issues related to (a) classification, (b) valuation, (c) presentation and disclosure, and (d) inconsis
tency of application throughout the industry.

Classification
.124 FASB Statement No. 149, Amendment of Statement 133 on Derivative Instruments and Hedging Activities,
which codified Derivatives Implementation Group (DIG) Issue C13, When a Loan Commitment Is Included in
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the Scope of Statement No. 133, specifies classification criteria for loan commitments. In summary, the guidance
states that a potential lender's commitments to originate mortgage loans that will be held for sale should be
accounted for as derivatives. Derivative accounting is required by the issuer of the mortgage loan commit
ment, but not the holder of the mortgage loan commitment.

Valuation
.125 The SEC expressed its concerns in a speech at the AICPA National Conference on SEC Developments
in December 2003 about the diversity in practice and articulated a view on these issues. After further research
and discussion, in March 2004, the SEC staff issued Staff Accounting Bulletin No. 105, Application of
Accounting Principles to Loan Commitments, to address this diversity and clarify its position.17
.126 The SEC staff's position regarding the recognition of derivative loan commitments is reflected in
question 1, the first of three questions addressed in the SAB: "In recognizing the loan commitment, may Bank
A consider the expected future cash flows related to the associated servicing of the loan?"

.127 In responding, the staff concluded that "incorporating expected future cash flows related to the
associated servicing of the loan essentially results in the immediate recognition of a servicing asset. However,
servicing assets are to be recognized only once the servicing asset has been contractually separated from the
underlying loan by sale or securitization of the loan with servicing retained." The staff also concluded that
no other internally developed intangible assets, such as customer relationship intangibles, should be
recorded as part of the derivative loan commitment.

Presentation and Disclosure
.128 The SAB also addresses questions about the presentation and disclosure of derivative loan
commitments. Interpretive response to question 2 states that a bank "should disclose its accounting policy
for loan commitments pursuant to APB Opinion No. 22, Disclosure of Accounting Policies. Bank A should
provide disclosures related to loan commitments accounted for as derivatives, including methods and assump
tions used to estimate fair value and any associated hedging strategies, as required by FASB Statement No.
107, Disclosures about Fair Value of Financial Instruments, FASB Statement No. 133, and Regulation S-K Item
305. Additionally, Bank A should provide disclosures required by SEC Regulation S-K Item 303 and any
related interpretive guidance."

AICPA Practice Aid Illustrative Disclosures on Derivative Loan Commitments
.129 In response to questions of presentation and disclosure with respect to the SAB response, an AICPA
task force was created to prepare illustrative disclosures for entities to reference in their preparation of their
own financial statements. The new Practice Aid, Illustrative Disclosures on Derivative Loan Commitments,
published in 2005, provides illustrative disclosures for each of the requirements cited in SAB No. 105 and
follows the specific requirements in GAAP and SEC regulations. The illustrative disclosures are intended to
be used by both public issuers (both GAAP and SEC disclosures) and many private issuers (GAAP
disclosures). This Practice Aid can be used in conjunction with the interagency advisory and related year
end risks, discussed in the next sections and can be ordered at www.cpa2biz.com.

Interagency Advisory Accounting and Reporting for Commitments to Originate and
Sell Mortgage Loans
.130 On May 3, 2005, OCC, FRB, FDIC, OTS, and the NCUA jointly issued a joint interagency advisory
to provide additional guidance on the appropriate accounting and reporting for commitments to originate
mortgage loans that will be held for resale and commitments to sell mortgage loans under mandatory
17 The Agencies expect all institutions, including those that are not required to file reports with the SEC, to follow the guidance in
SAB No. 105.
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delivery and best efforts contracts.18 This document defines derivative loan commitments as well as forward
loan sales commitments and discusses the combined agencies' views on the accounting requirements. It also
provides an example of a valuation methodology that can be used by entities and respective derivative (and
hedging) requirements. Finally, the advisory summarizes in one document the various accounting and
reporting guidance from the FASB Statement No. 133, and its amendment, FASB Statement No. 149, and
SAB No. 105. Although the advisory applies only to entities regulated by the associated agencies, its guidance
can be reviewed by management of nonregulated entities and consulted upon with the respective entities'
auditors to note if proper GAAP accounting is followed. Highlights of the advisory are discussed here, and
you can obtain a copy of the advisory at www.occ.treas.gov/ftp/bulletin/2005-18a.pdf.

Assorted Year-End 2005 Accounting Issues
.131 There is continued diversity in practice in the area of loan commitments. Small institutions may have
difficulty identifying interest rate lock commitments and forward sales. Some institutions are not following
the appropriate accounting and reporting. The advisory noted some common issues of concern:
•

Including the value of mortgage servicing rights in the value of loan commitments that meet the
definition of a derivative;

•

Reporting the value of loan sales agreements that meet the definition of a derivative as assets when
in fact they were liabilities and vice versa; and

•

Failing to report these derivatives and changes in the fair values of the derivatives within their balance
sheets and income statements.

.132 Additionally, entities and auditors should follow the standard setters as they continue to deliberate
issues related to the derivative loan commitments. Accountants need to be cognizant of potential regulator
future guidance surrounding "unlocked commitments" (commitments made to a borrower where an interest
rate and loan amount are set at a future date, which allows the interest rate to "float" with market interest
rates until the rate is set). Additional issues surrounding the classification of "best efforts" contracts are also
being discussed.

Classification
.133 The advisory's guidance states that institutions should classify loan commitments as derivatives at
fair value on the balance sheet, regardless of the manner in which the intended sale of the mortgage loans
will be executed (for example, under a best efforts contract, a mandatory delivery contract, or the institution's
own securitization). Institutions should report each fixed, adjustable, and floating rate derivative loan
commitment as an "other asset" or an "other liability" in their regulatory reports based upon whether the
individual commitment has a positive (asset) or negative (liability) fair value. Additionally:
18 A derivative loan commitment is defined by the Advisory as a lender's commitment to originate a mortgage loan that will be held for
resale. These commitments shall be accounted for as derivatives by the issuer and include, but are not limited to, those commonly
referred to as "interest rate lock commitments." In a derivative loan commitment, the lender agrees to extend credit to a borrower under
certain specified terms and conditions in which the interest rate and the maximum amount of the loan are set prior to or at funding.
Under the agreement, the lender commits to lend funds to a potential borrower (subject to the lender's approval of the loan) on a fixed
or adjustable rate basis, regardless of whether interest rates change in the market, or on a floating rate basis. Derivative loan
commitments vary in term and expire after a specified time period (e.g., 60 days after the commitment date). They generally do not bind
the potential borrower to obtain the loan, nor do they guarantee that the lender will approve the loan.
Best efforts contract refers to, for the purpose of the Advisory, a loan sales agreement in which an institution commits to deliver an
individual mortgage loan of a specified principal amount and quality to an investor if the loan to the underlying borrower closes.
Mandatory delivery contract is a loan sales agreement in which one entity commits to deliver a certain principal amount of mortgage
loans to an investor at a specified price on or before a specified date. If the entity fails to deliver the full principal amount, it is obligated
to pay the investor for the shortfall.
Forward loan sales commitment is referred to in the Advisory as either a (a) mandatory delivery contract or (b) best efforts contract
that, upon evaluation under FASB Statement No. 133, Accounting for Derivative Instruments and Hedging Activities, meets the definition
of a derivative. A forward loan sales commitment should be evaluated under FASB Statement No. 133, to determine if it meets the
definition of a derivative.
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•

Upon evaluation of FASB Statement No. 133, forward loan sales commitments should also be
accounted for as derivatives at fair value on the balance sheet. Each forward loan sales commitment
should be reported as an "other asset" or an "other liability" based upon whether it has a positive or
negative value.

•

Commitments to originate mortgage loans that will be held for investment purposes and commit
ments to originate other types of loans are not within the scope of FASB Statement No. 133 and,
therefore, are not accounted for as derivatives. Institutions should report the unused portion of these
types of commitments, which are not considered derivatives, as "unused commitments" in their
regulatory reports.

•

Institutions may not offset derivatives with negative fair values (liabilities) against those with positive
fair values (assets) on the balance sheet, unless the criteria for "netting" under GAAP have been
satisfied. Additionally, institutions may not offset the fair value of forward loan sales commitments
against the fair value of derivative loan commitments (the pipeline) or mortgage loans held for sale
(warehouse loans). Rather, forward loan sales commitments must be accounted for separately at fair
value, and warehouse loans must be accounted for at the lower of cost or fair value with certain
adjustments to the cost basis of the loans if hedge accounting is applied.

Valuation
.134 FASB Statement No. 133 indicates that the guidance in FASB Statement No. 107, Disclosures about
Fair Value of Financial Instruments, should be followed in determining the fair value of derivatives. That
guidance provides that quoted market prices are the best evidence of the fair value of financial instruments.
However, when quoted market prices are not available, which is typically the case for derivative loan
commitments and forward loan sales commitments, estimates of fair value should be based on the best
information available in the circumstances. When expected future cash flows are used, they should be the
institution's best estimate based on reasonable and supportable assumptions and projections. The advisory
provides an approach to valuing derivative loan commitments and forward loan sales commitments and
also discusses some of the main assumptions used (for example, pull-through ratios).

.135 An institution should not recognize an unrealized gain or loss at inception of a derivative instrument
unless the fair value of that instrument is obtained from a quoted market price in an active market or is
otherwise evidenced by comparison to other observable current market transactions or based on a valuation
technique incorporating observable market data. Based on this guidance, derivative loan commitments will
generally have a zero fair value at inception. However, subsequent changes in the fair value of a derivative
loan commitment must be recognized in financial statements and regulatory reports.

Hedging
.136 If the FASB Statement No. 133 qualifying criteria are met, institutions may apply:

•

Fair value accounting in a hedging relationship between forward loan sales commitments (hedging
instrument) and fixed-rate warehouse loans (hedged item), or

•

Cash flow hedge accounting in a hedging relationship between forward loan sales commitments
(hedging instrument) and the forecasted sale of the warehouse loans and/or the loans to be originated
under derivative loan commitments (forecasted transaction).

.137 If an institution does not apply hedge accounting, forward loan sales commitments should be treated
as nonhedging derivatives. Unless cash flow hedging is applied, institutions should include the periodic
changes in the fair value of derivative loan commitments and forward loan sales commitments in current
period earnings. Institutions should report these changes in fair value in either "other noninterest income"
or "other noninterest expense," but not as trading revenue, in their regulatory reports.
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Various Year-End 2005 Auditing Considerations
.138 The auditor should note if management properly excluded incorporating expected future cash flows
related to the associated servicing of loans in its valuation. Additionally, did management properly disclose,
in accordance with SAB No. 105, its derivative loan commitments? Are loan commitments approved by
officers or committees in conformity with management's written lending policies? Is there evidence of loan
committee approval of loan summary sheets? Is there a formal loan commitment policy in existence? Are
the skills of the employees satisfactory to perform proper accounting and is there proper segregation of duties
surrounding the transactions? Additionally:
•

Valuation methodologies should be reviewed to evaluate reasonableness; positions are objectively
supportable, and fully documented.

•

Institutions should ensure that internal controls surrounding the accounting for and valuation of
derivative loan commitments are in place to provide reliability and integrity to the financial statements.

•

Auditors should consider meeting with pipeline and warehouse personnel to evaluate whether all
aspects of derivative loan commitments are fully documented and controlled.

•

Are FASB Statement No. 133 hedge relationships properly documented? Are all aspects of a hedging
relationship identified and was the relationship documented contemporaneously with the initiation
of the hedge relationship? Is the entity properly applying FASB Statement No. 133 to its derivative
loan commitments and any hedging programs related to forward loan sales commitments or other
instruments being used to (economically) hedge its exposure related to these items?

•

Auditors should review balance sheet and income statement presentation of derivative loan commit
ments and forward loan sales commitments to evaluate if they are presented consistently with the
advisory guidance.

•

Has a company evaluated and does it provide supporting documentation for its review of forward
loan sales commitments to determine whether they should be reported as derivative instruments?

•

Is the company making appropriate disclosures related to the valuation of its derivative loan
commitments and use of hedging instruments?

•

Has the company reported the derivative instruments correctly on the balance sheet and in the income
statement (and not "netted" positive with negative amounts)?

.139 Additionally, AU section 322, Auditing Derivative Instruments, Hedging Activities, and Investments in
Securities (AICPA, Professional Standards, vol. 1), provides guidance on auditing investments in debt and
equity securities; investments accounted for under APB Opinion No. 18, The Equity Method of Accounting for
Investments in Common Stock; and derivative instruments and hedging activities. In addition, the companion
Audit Guide, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities, provides
practical guidance for implementing AU section 322 on all types of audit engagements. Practitioners should
refer to the auditing considerations and requirements of AU section 322 and guidance contained in the related
Audit Guide. In addition, AU section 328, Auditing Fair Value Measurements and Disclosures (AICPA, Profes
sional Standards, vol. 1), addresses audit considerations relating to the measurement and disclosure of assets,
liabilities, and specific components of equity presented or disclosed at fair value in financial statements. For
private companies, AU section 339, Audit Documentation (AICPA, Professional Standards, vol. 1), provides
requirements about the content, ownership, and confidentiality of audit documentation. For public issuers,
PCAOB Auditing Standard No. 3, Audit Documentation (AICPA, PCAOB Standards and Related Rules),
supersedes SAS No. 96 of the PCAOB Interim Auditing Standards.

The Future—Regulatory, FASB Fair Value Exposure Draft, FASB Derivative
Disclosure Project
.140 In addition to the regulatory agencies discussing floating rate commitments, discussing best efforts
contracts, as well as potentially increasing the scope of certain attributes of the advisory (that is, should these
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practices apply to other instruments outside of the current designated scope) the following projects are on
the FASB's agenda.

FASB Fair Value Exposure Draft
.141 The FASB's fair value project is attempting to develop a standard that will define fair value and
establish a framework for applying the fair value measurement objective in GAAP. The goals are to codify
and simplify existing guidance for developing measurements, and improve disclosures about the measure
ments. The project may affect entities accounting and reporting for derivative loan commitments since
institutions must also consider such guidance in developing fair value estimate methodologies for derivative
loan commitments and forward loan sales commitments as well as measuring and recognizing such
derivatives. The FASB plans to consider what to measure at fair value on a project-by-project basis. The
proposed standard may also require expanded disclosures about the use of fair value to remeasure assets
and liabilities recognized, how those fair value amounts were determined, and the effect of the remeasure
ments on earnings (unrealized gains and losses). For additional information see the section "Accounting
Pipeline—Proposed FASB Statement on Fair Value Measurements."

FASB Project: Derivative Disclosures
.142 The FASB has also started a project on derivative disclosures that could have a significant impact
on the financial statements of entities with derivative loan commitments. The objective of the project is to
provide guidance on enhanced disclosure requirements and balance sheet and income statement display of
derivatives accounted for in accordance with FASB Statement No. 133. It is expected that the project will
reconsider existing disclosure requirements for relevance and applicability. It is also expected that derivative
loan commitments will fall under the scope of this project.

Credit Union Spotlight
Specialized Lending Activities
.143 In September 2004, the NCUA issued a letter to credit unions discussing three potential high risk
activities: subprime, indirect, and outsourced lending. While business advantages can be gained by engaging
in these activities, these activities can also expose an institution to a range of risks, including credit, interest
rate, liquidity transaction and compliance, strategic, and reputation, which may compromise safety and
soundness. Since September, the NCUA has noticed a marked increase in the number of credit unions
engaged in these activities. In response, in June 2005, the NCUA issued a risk alert titled Specialized Lending
Activities—Third Party Subprime Indirect Lending and Participations (www.ncua.gov/letters/RiskAlert/2005/
05-RISK-01 .pdf). The auditor should be aware of this issuance, which describes the heightened risks surrounding
specialized lending. The risk alert outlines minimum due diligence requirements and emphasizes areas of
concern, including due diligence and control measures surrounding subprime lending, impact on net worth,
underwriting criteria, and loan servicing.

NCUA Part 748—Fighting Theft
.144 Many companies are learning the painful cost to their bottom line and brand when customer data
is exposed. Consumer data thefts from two large institutions—one involving 140,000 individuals and the
other involving 1.2 million individuals—were big news stories in early 2005. The resulting impacts on these
companies consisted of significant market valuation declines, consumer notification and credit report
monitoring costs, and the loss of customers. Additionally, in 2004, 20 credit unions experienced a loss of their
members' data when a computer containing members' names, addresses, and Social Security numbers was
stolen from a marketing firm used by the credit unions. Previously, at the end of 2003, another credit union
experienced the theft of a disk containing member data. Similar to other financial institutions, these credit
unions incurred substantial costs and put their members' trust at risk. Future member data losses may lead
to continued hard-dollar financial costs and soft-dollar goodwill losses.
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.145 The NCUA has issued NCUA Part 748. Appendix A, "Guidelines for Safeguarding Member
Information," which provides the required framework for protecting member data. The framework consists
of boards of directors' involvement, risk assessment, risk management and control, and service provider
oversight. NCUA Part 748, Appendix B, "Guidance on Response Programs for Unauthorized Access to
Member Information and Member Notice," provides guidance on the steps that a credit union should take
to mitigate the risk associated with the unauthorized access of member information. An important compo
nent to Appendix B requires credit unions to notify affected members when sensitive information about them
is the subject of unauthorized access. This guidance in the form of Appendix B to NCUA's Security Program,
Report of Crime and Catastrophic Act and Bank Secrecy Act Compliance regulation, interprets section 501 (b)
of the Gramm-Leach-Bliley Act (GLBA) and describes the NCUA's expectations regarding how federally
insured credit unions should develop and implement response programs, including member notification
procedures, to address unauthorized access to or use of member information that could result in substantial
harm or inconvenience to a member. For additional information, see www.ncua.gov.

NCUA's Premonition—Compliance With Federal Flood Insurance Requirements
.146 The National Flood Insurance Program was created by the National Flood Insurance Act of 1968.
This Act was amended by the Flood Disaster Protection Act of 1973, which authorizes the NCUA to enforce
compliance at federally insured credit unions. Further amendments were made through the Flood Insurance
Reform Act of 1994 and the Bunning-Bereuter-Blumenauer Flood Insurance Reform Act of 2004.

.147 Last year, the NCUA reviewed a compilation of recent examination findings and learned that some
credit unions were not fully complying with the requirements of Part 760 of the Act. Therefore, in
December 2004, NCUA Letter No. 04-CU-16, Compliance With Federal Flood Insurance Requirements was
issued as a reminder of key provisions and provides references for compliance. Auditors can review the
areas covered to determine if the client is at risk for noncompliance. Areas include, but are not limited
to Flood Hazard Determinations, Fees and Charges, Notice to Borrowers, Purchase Requirements and
Notices to FEMA. This timely issuance may have protected some credit unions from fines and hurricane
effects from Katrina and Rita.
.148 Additionally, on September 14, 2005, the NCUA announced the availability of Community Devel
opment Revolving Loan Fund technical assistance grants for disaster relief for low-income credit unions
located in the counties and parishes in Alabama, Louisiana, and Mississippi that are designated disaster areas
resulting from Hurricane Katrina. The NCUA has allocated $120,000 to this grant initiative. Eligible credit
unions may request up to $2,500 for business resumption and rebuilding. The purpose of these grants is to
help expedite restoration of financial services to members and communities.

The Credit Union Service Organization Audit Requirement
.149 On March 17, 2005, the NCUA proposed to change its rule concerning credit union service organi
zations to provide that a wholly owned credit union service organization (CUSO) need not obtain its own
annual financial statement audit from a CPA if it is included in the annual consolidated audit of the federal
credit union (FCU) that is its parent. The amendment would reduce regulatory burden and conform the
regulation with agency practice, which since 1997 has been to view credit unions with wholly owned CUSO
subsidiaries in compliance with the rule, if the parent FCU has obtained an annual financial statement audit
on a consolidated basis. The proposal recognized that, where a CUSO is controlled by an FCU by virtue of
its ownership of one hundred percent of its voting shares, GAAP calls for the preparation of financial
statements of both the FCU and the CUSO on a consolidated basis (www.ncua.gov).

Net Worth Amendment for Credit Unions Act
.150 Credit unions and mutual thrifts will be affected by the Business Combinations project. FASB
Statement No. 141, Business Combinations, requires that all business combinations be accounted for using the
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purchase method. While FASB Statement No. 141 is applicable to business combinations of mutual enter
prises (which includes mutually owned thrifts and credit unions), the effective date was deferred for those
enterprises until interpretative guidance is issued. In these combinations, the initial measurement of fair
value of consideration paid is problematic because generally only member interests are exchanged in such
transactions and no observable and measurable exchange price is available (that is, little or no cash or other
assets are paid or liabilities are incurred by the acquiring mutual enterprise).
.151 In its new projects, the FASB has tentatively concluded that in accounting for the acquisition of a
mutual enterprise, the fair value of the acquired mutual enterprise should be reported by the acquirer as a
direct addition to an equity or capital account and labeled as equity or capital arising from the acquisition
of a mutual enterprise. To determine goodwill, the FASB has tentatively concluded that the fair value of the
whole enterprise should be used to determine goodwill. The target effective date for the two proposed
Statements is for fiscal years beginning on or after December 15,2006. Until such time, generally APB Opinion
No. 16, Business Combinations, should be followed by mutual enterprises.

.152 The new standard will eliminate the pooling method for credit unions and will require that the
retained earnings component of one credit union be carried over as "acquired equity," a term not currently
recognized by the Federal Credit Union Act since the new component is neither retained earnings nor other
comprehensive income. Upon consideration of this issue, Congress believes that the fair value of an acquired
mutual enterprise should be included in the acquiring enterprise's regulatory capital to avoid having an
adverse effect on measurements such as the net worth ratio. (Mergers between credit unions would be
discouraged.) Therefore, the new proposed law in Congress, the Net Worth Amendment for Credit Unions
Act, would change the Act's definition of net worth to include premerger retained earnings. Practitioners
should keep abreast of developments.

IRS Notice—Deferred Compensation Plans
.153 In 2005, the IRS issued Notice 2005-58 to discuss deferred compensation plans that can be offered
by federal chartered credit unions to their employees. Notice provisions are applicable to any nonqualified
deferred compensation plan maintained by a federal credit union described in section 501(c)(1) until
publication of guidance regarding the definition of a "governmental plan" under section 414(d) (www.irs.
gov/pub/irs-drop/n-05-58.pdf). Practitioners should keep abreast of new developments in this area as the
IRS intends to further evaluate the situation.

Auditor Indemnification and Liability
.154 AICPA Proposed Ethics Interpretation on Indemnifications and Limitations of Liability Provisions.
On September 15, 2005, the AICPA Professional Ethics Executive Committee (PEEC) issued an omnibus
proposal containing proposed Interpretations on indemnification/limitation of liability provisions and
forensic accounting services. This omnibus proposal includes a new proposed ethics interpretation, No.
101-16, "Indemnification, Limitation of Liability, and ADR Clauses in Engagement Letters," under Rule 101,
Independence. The proposed Interpretation would provide guidance to members on the impact certain
indemnification and limitation of liability provisions may have on a member's independence when included
in engagement letters or other agreements entered into with a client. Under the proposal, certain types of
indemnification and limitation of liability provisions are considered to pose an unacceptable threat to a
member's independence (for example, where the member seeks to limit or eliminate his or her liability with
respect to actual damages arising from the member's negligence or the client's negligence), whereas others
would not impair independence (for example, where a member seeks to limit or eliminate his or her liability
arising from the client's knowing misrepresentation, willful misconduct, or fraudulent behavior). The
proposed Interpretation also makes clear that the use of indemnification or limitation of liability provisions
AICPA Audit and Accounting Manual
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does not relieve a member from the requirement to exercise due professional care and comply with all
professional standards (for example, in the case of an audit, specific performance standards under generally
accepted auditing standards) as required by Rule 201, General Standards and Rule 202, Compliance With
Standards.
.155 The proposal also describes the impact that specific indemnification and limitation of liability
provisions will have on a member's independence in connection with an attest engagement, including those
related to member's negligence, willful misconduct, or fraudulent behavior; client's negligence; client's
knowing misrepresentation, willful misconduct, or fraudulent behavior; unsuccessful party to pay adver
sary's fees ("loser pays" arrangement); and punitive damages. The proposed interpretation also provides
guidance on arrangements whereby a member and client agree to use arbitration, mediation, or other
alternative dispute resolution (ADR) methods to resolve a dispute between them, or an agreement to waive
a jury trial.
.156 When developing this proposal, the PEEC considered guidance issued by other regulators,
including the SEC, as well as the Proposed Interagency Advisory issued by the Federal Financial
Institutions Examination Council (FFIEC) on May 10,2005, Interagency Advisory on the Unsafe and Unsound
Use of Limitation of Liability Provisions and Certain Alternative Dispute Resolution Provisions in External Audit
Engagement Letters, but acknowledged that there are critical differences between public or regulated
entities and nonpublic companies with respect to regulatory oversight and requirements; investor and
marketplace communications, access, and interactions; and board of directors and audit committee
composition, responsibilities, and procedures.

.157 Proposed Interagency Advisory on the Unsafe and Unsound Use of Limitation of Liability Provi
sions and Certain Alternative Dispute Resolution Provisions in External Audit Engagement Letters. On
behalf of the OTS, FRB, FDIC, NCUA, and the OCC, the FFIEC has issued a proposed advisory to alert
financial institutions' boards of directors, audit committees, management, and external auditors to the safety
and soundness implications of provisions that limit the external auditor's liability in a financial statement
audit. The proposed guidance would apply to all financial institutions, regardless of size, whether or not the
financial institution is a public company, or whether the external audit is required or voluntary. The proposal
states that the limitation of liability provisions may weaken the external auditor's objectivity, impartiality,
and performance and, thus, reduce the regulatory agencies' ability to rely on the external audit. Additionally,
limitation of liability provisions may be inconsistent with the auditor independence standards of the SEC,
the PCAOB, and the AICPA. Finally, as proposed, the inclusion of limitation of liability provisions in external
audit engagement letters and other agreements related to financial statement audits will generally be
considered an unsafe and unsound practice. The FFIEC is currently reviewing the comment letters received.
Auditors of depository institutions should continue to monitor the developments.
.158 The SEC's Codification of Financial Reporting Policies and Frequently Asked Questions—Indem
nification by Client (Section 602.02.f.i). Inquiry was made about whether an accountant who certifies
financial statements included in a registration statement or annual report filed with the SEC under the
Securities Act or the Exchange Act would be considered independent if he or she had entered into an
indemnity agreement with the registrant. In the particular illustration cited, the board of directors of the
registrant formally approved the filing of a registration statement with the SEC and agreed to indemnify and
save harmless each and every accountant who certified any part of such statement, "from any and all losses,
claims, damages or liabilities arising out of such act or acts to which they or any of them may become subject
under the Securities Act, as amended, or at 'common law,' other than for their willful misstatements or
omissions."
.159 When an accountant and his or her client, directly or through an affiliate, have entered into an
agreement of indemnity that seeks to ensure the accountant immunity from liability for his or her own
negligent acts, whether of omission or commission, one of the major stimuli to objective and unbiased
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consideration of the problems encountered in a particular engagement is removed or greatly weakened. Such
a condition must frequently induce a departure from the standards of objectivity and impartiality that
the concept of independence implies. In such difficult matters, for example, as the determination of the
scope of audit necessary, existence of such an agreement may easily lead to the use of less extensive or
thorough procedures than would otherwise be followed. In other cases, it may result in a failure to
appraise with professional acumen the information disclosed by the examination. Consequently, the
accountant cannot be recognized as independent for the purpose of certifying the financial statements
of the corporation.

.160 Question 4 of the SEC's December 13, 2004, FAQ on Auditor Independence. Has there been any
change in the Commission's longstanding view (Financial Reporting Policies—Section 600—602.02.f.i.
"Indemnification by Client") that when an accountant enters into an indemnity agreement with the regis
trant, his or her independence would come into question?

.161 Answer. No. When an accountant and his or her client, directly or through an affiliate, enter into an
agreement of indemnity that seeks to provide the accountant immunity from liability for his or her own
negligent acts, whether of omission or commission, the accountant is not independent. Further, including in
engagement letters a clause that a registrant would release, indemnify or hold harmless from any liability
and costs resulting from knowing misrepresentations by management would also impair the firm's inde
pendence (www.sec.gov).

Developments in Money Laundering and Related Illegal Activities
.162 Money laundering is the funneling of cash or other funds generated from illegal activities through
legitimate businesses to conceal the initial source of the funds. Money laundering is a global activity and,
like the illegal activities that give it sustenance, it seldom respects local, national, or international jurisdic
tions. The Financial Crimes Enforcement Network (FinCEN) is the policy-making and law enforcement agency
within the U.S. Department of the Treasury that supports law enforcement investigative efforts and fosters
interagency and global cooperation against domestic and international financial crimes. For more informa
tion on rules and regulations see www.fincen.gov. The Department of the Treasury's Office of Foreign Assets
Control (OFAC) administers national interdiction and sanction programs against specified countries and
specific persons who are classified as "specially designated nationals" (SDNs), who may include known
international terrorists and narcotics traffickers. Financial transactions with these regimes, entities, and
individuals may be prohibited or restricted by federal law. Information concerning OFAC rules, lists of
prohibited entities, and general OFAC information can be obtained on the OFAC Web site at www.ustreas.
gov/ofac.
.163 Legislation. The Uniting and Strengthening America by Providing Appropriate Tools Required to
Intercept and Obstruct Terrorism Act (U.S. PATRIOT Act) was passed to strengthen our nation's ability to
combat terrorism and prevent and detect money laundering activities in all financial institutions. The
PATRIOT Act is due to expire in 2006. In July of 2005, the house voted to either make permanent or extend
the PATRIOT Act. The bill now goes to the Senate. Practitioners should keep abreast of future developments.

.164 Broad authority to develop antimoney regulations applicable to each of the various segments of the
financial services industry was delegated to the Treasury Department. The following sections of the Act
directly relate to financial institution practices.

•

Section 312 requires U.S. financial institutions to establish due-diligence policies, procedures, and
controls reasonably designed to detect and report money laundering through correspondent ac
counts of foreign banks and private banking accounts of non-U.S. citizens.

•

Sections 313(a) and 319(b) of the Act add sections 103.177 and 103.185 to the Bank Secrecy Act (BSA)
regulations and are intended to prevent money laundering and terrorist financing through corre
spondent accounts maintained by U.S. financial institutions on behalf of foreign banks.
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•

Section 314 of the Act adds sections 103.100 and 103.110 to the BSA regulations, which establish
procedures that encourage information sharing between governmental authorities and financial
institutions, and among financial institutions themselves.

•

Section 326 requires the Secretary of the Treasury to jointly prescribe with each of the Agencies, the
SEC, and the Commodity Futures Trading Commission (CFTC), a regulation that, at a minimum,
requires financial institutions to (a) implement reasonable procedures to verify the identity of any
person seeking to open an account, to the extent reasonable and practicable, (b) maintain records of
the information used to verify the person's identity, and (c) determine whether the person appears
on any lists of known or suspected terrorists or terrorist organizations provided to the financial
institution by any government agency. This final "know your customer" regulation applies to banks,
savings associations, credit unions, private banks, and trust companies.

•

Section 326 also contains procedures for examining each domestic and foreign banking organization's
customer identification program (CIP). The procedures are designed to help financial institutions
fully implement the new CIP requirements and facilitate a consistent supervisory approach among
the federal financial institutions regulatory agencies. On April 28, 2005, the agencies issued Inter
agency Interpretive Guidance on Customer Identification Program Requirements. This Q&A was issued to
provide interpretive guidance with respect to the CIP rule.

.165 Additionally, on June 30, 2005, the FFIEC released the Bank Secrecy Act/Anti-Money Laundering
Examination Manual (FFIEC BSA/AML Examination Manual). The manual's release marks an important
step forward in the effort to consistently apply the BSA to all banking organizations, including commer
cial banks, savings associations, and credit unions. The manual was developed by the federal banking
agencies in collaboration with the FinCEN, in consultation with state banking agencies and in collabora
tion with the OFAC. The manual emphasizes a banking organization's responsibility to establish and
implement risk-based policies, procedures, and processes to comply with the BSA and safeguard its
operations from money laundering and terrorist financing. The manual does not set new standards; instead,
it is a compilation of existing regulatory requirements, supervisory expectations, and sound practices in the
BSA/AML area (www.fdic.gov). Furthermore, the Bank Secrecy Act/Anti-Money Laundering Examination
InfoBase was released.

.166 On September 9, 2005, the FRB, in consultation with the other federal banking agencies and the
FinCEN, have issued questions frequently asked by financial institutions regarding the applicability of
certain provisions of the BSA in providing services to victims of Hurricane Katrina.

Prior Year Regulatory Updates
Trust Preferred Securities and Tier 1 Capital

.167 On March 1, 2005, the FRB issued Risk-Based Capital Standards: Trust Preferred Securities and the
Definition of Capital. Effective April 11,2005, this rule allows the continued limited inclusion of trust preferred
securities in the tier 1 capital of bank holding companies. Trust preferred securities and other restricted core
capital elements are now subject to stricter quantitative limits. Before the rule, the amount of trust preferred
securities, together with other cumulative preferred stock that a bank holding company could include in tier
1 capital, was limited to 25 percent of tier 1 capital. This rule limits restricted core capital elements to 25
percent of all core capital elements, net of goodwill less any associated deferred tax liability. Internationally
active bank holding companies, defined as those with consolidated assets greater than $250 billion or
on-balance-sheet foreign exposure greater than $10 billion, will be subject to a 15 percent limit. They may
include qualifying mandatory convertible preferred securities up to the generally applicable 25 percent
limit. Amounts of restricted core capital elements in excess of these limits generally may be included in
tier 2 capital. The rule provides a five-year transition period, ending March 31, 2009, for application of the
quantitative limits.
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.168 The requirement for trust preferred securities to include a call option has been eliminated, and
standards for the junior subordinated debt underlying trust preferred securities eligible for tier 1 capital
treatment have been clarified. The rule also addresses supervisory concerns, competitive equity considera
tions, and the accounting for trust preferred securities. The rule also strengthens the definition of regulatory
capital by incorporating longstanding Board policies regarding the acceptable terms of capital instruments
included in banking organizations' tier 1 or tier 2 capitals.

Check 21 Audit Tips
.169 Effective October 28, 2004, the FRB's final rule, the Check Clearing in the 21st Century Act (Check
21), amends portions of Regulation CC and adds a new Subpart D to the regulation. The intent of Check 21
is to facilitate the processing of checks in electronic form, thereby reducing or eliminating the necessity of
moving paper checks through the processing system. Financial institution auditors need to get to know the
substitute check, evaluate that their clients are complying with the new consumer awareness disclosures
required by the new rule, and note that procedures are in place to processes expedited refund claims for
consumers who claim a loss due to the payment of a substitute check on their account.
.170 On October 24, 2004, the FRB finalized amendments to Regulation CC that are necessary to
implement the Check 21. Below are just a few audit tips related to Check 21.
•

As time goes on, the field auditor will see fewer original checks as they are replaced by substitute
checks. During audit planning, the auditor should understand exactly what documents the financial
institution will disseminate and return during processing, and plan audit procedures accordingly.

•

Detecting potential red flags may become more difficult as substitute checks will no longer contain
ink, original paper (with access to pressure points), watermarks, or fingerprints. First-year auditors
inspecting checks need to be properly supervised to apply proper interpretation and documentation
of this new evidential matter.

•

Due to the new implementation of purchased equipment needed for Check 21, the financial institu
tion may not have proper controls surrounding potential computer hacking and other internal control
weaknesses.

•

New contracts with Check 21 vendors need to be audited.

•

Financial institutions may not have implemented the proper procedures to expedite recredits or
provided answers to consumers' questions on the role of substitute checks, substitute check rights,
and the Consumer Awareness Disclosure, increasing potential client liability.

New Data—HMDA Information
.171 For the first time, the FFIEC announced the availability of data for the year 2004 regarding mortgage
lending transactions at 8,853 financial institutions covered by the Home Mortgage Disclosure Act (HMDA)
in metropolitan statistical areas throughout the nation. The HMDA data, made available on September 13,
2005, includes disclosure statements for each institution, aggregate data for each metropolitan statistical area,
and nationwide summary statistics regarding lending patterns (www.ffiec.gov). Additionally, the agencies
have released a set of Answers to Frequently Asked Questions that address the data. The auditor can use this
data to identify potential problem client areas, such as geographic market risk and predatory lending practices.

FDICIA Update—Proposed Amendment to Part 363
.172 Public company issuers subject to section 404 of the Sarbanes-Oxley Act of 2002 are required to
include in their annual report a report by management of the company's internal control over financial
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reporting. In general, section 404 requirements were effective for fiscal years ending on or after November
15, 2004, for accelerated filers under Rulel2-B.19 Public nonaccelerated filers (those with market capitali
zation less than $75 million) now have until the first fiscal year ending on or after July 15, 2007, to comply
with the Act's internal control reporting requirements. For additional information on filer classification, see
the SEC web site at www.sec.gov. Practitioners auditing issuers subject to the Act must continue to follow
the PCAOB's Auditing Standard No. 2, An Audit of Internal Control Over Financial Reporting in Conjunction
With an Audit of Financial Statements (AICPA, PCAOB Standards and Related Rules).

Proposed Changes to Rules Governing Certain Nonpublic and Nonaccelerated FDICIA Filers
.173 The banking regulators continue to assess the requirements for nonpublic and nonaccelerated
Federal Deposit Insurance Corporation Improvement Act of 1991 (FDICIA) filers under Part 363 of the
FDICIA. On August 2, 2005, the FDIC issued a proposed amendment to Part 363, Annual Independent Audits
and Reporting Requirements, which would raise the asset size threshold from $500 million to $1 billion for
requirements related to internal control assessments and reports by managements and external auditors. In
addition, the proposal would also raise the asset size threshold from $500 million to $1 billion for the
independence requirement that members of the audit committee be outside directors. The amendments are
proposed to take effect December 31, 2005. The following are the highlights of the proposal:

•

As proposed, for covered institutions with between $500 million and $1 billion in total assets (covered
institutions), management would no longer be required to assess and report on the effectiveness of
internal control over financial reporting, the external auditors would no longer be required to
examine and attest to management's internal control assertions, and the outside directors on the audit
committee would no longer be required to be independent of management.

•

The proposal would relieve covered institutions with total assets of less than $1 billion from these
requirements only for purposes of Part 363. These covered institutions must continue to comply with
the remaining provisions of Part 363, including the annual financial statement audit requirement.

•

The proposal would not relieve public covered institutions from their obligations to comply with the
provisions of the Sarbanes-Oxley Act and the SEC's implementing rules on internal control assess
ments by management and attestations by external auditors, and applicable audit committee inde
pendence requirements.

Fiscal 2005 Audit Requirements for Nonaccelerated Public or Nonpublic FDICIA Filers
Subject to Internal Control Reporting
.174 For fiscal 2005 internal control reports, the banking regulators have indicated that auditors of
FDICIA filers subject to internal control reporting requirements are only required to follow the existing
guidance in AT section 501, Reporting on an Entity's Internal Control Over Financial Reporting (AICPA,
Professional Standards, vol. 1), until any revisions to AT section 501 on which the AICPA is working take
effect.20 The FDIC has issued FIL-122-2004, which outlines the requirements for nonpublic and nonacceler
ated public FDICIA filers. However, the regulators have stated that they would not object if an institution
subject to the FDICIA and its auditor agreed to have the auditor use PCAOB Auditing Standard No. 2.
19 The SEC voted to propose for public comment amendments to periodic report filing deadlines that would, among other matters,
create a new category of companies called "large accelerated filers," adjust the definition of accelerated filers, cause accelerated filers to
become subject to certain deadlines, and amend the definition of accelerated filers (www.sec.gov).
20 The AICPA has been working on a proposed revision to AT section 501, Reporting on an Entity's Internal Control Over Financial
Reporting, and an exposure draft of that proposed attestation standard is expected to be issued in 2005, but is not expected to be final
until 2006. Practitioners should follow developments accordingly, because changes are likely to have the effect of requiring greater
documentation and testing of internal control over financial reporting by an institution's management in order for the auditor to
perform his or her attestation work. Additionally, the AICPA has issued an exposure draft, Communication of Internal Control Matters
Noted in an Audit, which will supersede AU section 325 of the same title. For additional information, see the "Auditing Pipeline—
Nonpublic" section of this Alert.
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Additional Auditing Considerations—Nonpublic FDICIA Filers With Assets Between $500
million and $1 Billion
.175 If the proposal to raise the asset level is in effect, some of your clients may no longer be requesting
internal control assessments. However, these same clients will still need to follow the other reporting
requirements of Part 363, including the submission of audited financial statements. Among other matters,
reduced independence requirements regarding outside directors on the audit committee would need to be
evaluated. The audit may need to be restructured now that a separate attestation on internal control is not
being conducted.
.176 The auditor needs to understand the reasoning behind the FDIC's decision. The FDIC took into
consideration both the safety and soundness requirements of Congress under section 36 of the FDICIA when
choosing to reduce the regulatory burden on small nonpublic institutions. When the $500 million level
threshold was originally set in 1993, this level captured 75 percent of the assets at insured institutions. In
2005, this same asset level captured 90 percent of insured institutions. By raising the asset level to $1 billion,
the FDIC chose to cover 86 percent of insured institutions without sacrificing safety and soundness on an
industry aggregate level. However, the auditor is more concerned with risk on an individual client basis rather
than risk at an industry aggregate level. The decision to reduce internal control work was not based upon factors
such as geographic diversification or ratings. The auditor should not be lulled into a false sense of security
surrounding these audit clients.

XBRL Update
.177 extensible Business Reporting Language (XBRL) is one of a family of XML languages and is becoming
a standard means of communicating information between businesses and on the Internet. XBRL is a language
for expressing business and financial data that facilitates the efficient exchange of information between
computer systems. It provides major benefits in the preparation, analysis, and communication of business
information. The federal banking agencies designed and built a shared data repository (Central Data
Repository, or CDR) to modernize the management of Call Report Data. Under the auspices of the FFIEC,
the FDIC, the FRB, and the OCC designed the CDR to collect, validate, manage and distribute Call Report
Information. Key elements of this modernization initiative included the adoption of XBRL standards to
transport Call Report data and related rules, ratios, forms, instructions, and validation criteria. While data
submitted to the CDR is required to be transmitted in XBRL format, institutions will not be required to
incorporate the XBRL data standards into their own financial records. On January 28,2005, implementation
of the CDR was announced and was integrated by the end of July 2005. The first mandatory e-filing will
occur in October 2005.
.178 On March 16,2005 the SEC adopted a rule to enable registrants to submit voluntarily supplemental
tagged financial information using the XBRL format. Registrants choosing to participate in the voluntary
program will also continue to file their financial information in HTML or ASCII format, as currently required.
The voluntary program is intended to help the SEC evaluate the usefulness of data tagging and XBRL to
registrants, investors, the SEC, and the marketplace. A key element in the increased use of XBRL has been
the quality taxonomies (data dictionaries) registrants can use in the preparation of their XBRL-formatted
reports. The AICPA has led the creation of these taxonomies, which can be accessed at www.xbrl.org/us/
USFRTF/2004-08-15/TaxonomyFrameworkOverview.htm. The SEC has extended its voluntary program for
the filing of financial reports in XBRL. The SEC has now added investment companies to those entities that
can file reports in XBRL, calling this "a significant step towards the collection and evaluation of XBRL data."
This program is helping to prove the merits of XBRL and advance its implementation. For more information,
see www.sec.gov.
.179 Additionally, the PCAOB Q&A, Attest Engagements Regarding XBRL Financial Information Furnished
Under the XBRL Voluntary Financial Reporting Program on the Edgar System, provides guidance for auditors
who are engaged to report on whether the XBRL data accurately reflects the corresponding information in
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the official EDGAR filings. The guidance addresses both performance and reporting matters relating to
applying the PCAOB's attestation standards to these engagements. Corresponding nonpublic AICPA
guidance is Attest Interpretation No. 5, "Attest Engagements on Financial Information Included in XBRL
Instance Documents," of AT section 101, Attest Engagements (AICPA, Professional Standards, vol. 1).

Deferred Compensation Update
.180 Many companies use various types of deferred compensation arrangements to supplement their
executive compensation programs. Regulators have observed problems in this area. Many institutions have
incorrectly accounted for their obligations under a type of deferred compensation agreement commonly
referred to as a revenue neutral plan or an indexed retirement plan. The benefits payable under these plans
generally are based on the performance of bank-owned life insurance policies on these employees. Importantaccounting considerations related to these plans and programs are often complex and not fully understood
prior to implementation. The basic accounting principle is that deferred compensation arrangements and
purchases of life insurance should be accounted for separately and not as a combined arrangement—even if
the contract itself is combined. These complex accounting issues should be explored in considering invest
ments in such programs. Issues can include valuation for corporate (or bank) owned life insurance (COLI or
BOLI) and use of the proper discount rate to compute the deferred compensation liability, which is largely
driven by the particular arrangement.
.181 On February 11, 2004, the FDIC, FRB, OCC, and OTS issued an advisory letter, Interagency Advisory
on Accounting for Deferred Compensation Agreements and Bank-Owned Life Insurance, which discusses the
appropriate accounting and reporting for deferred compensation agreements, many of which are linked to
investments in BOLI. The agencies believe the guidance in the advisory on the appropriate accounting for
deferred compensation agreements and BOLI is consistent with GAAP. On December 7, 2004, the agencies
issued guidance relating to life insurance contracts, Interagency Statement on the Purchase and Risk Management
of Life Insurance. This guidance states that banks should have a comprehensive risk management process for
purchasing and holding BOLI and that the safe and sound use of BOLI depends on effective senior
management and board oversight.

.182 Lastly, there have been changes to IRS Code section 409A. Many entities will have to make
changes to nonqualified deferred compensation plans, and some of those changes may have GAAP
accounting implications.

Regulation B Update
.183 On June 30, 2004, the SEC issued a proposed rule, Regulation B, which delineates the securities
activities in which banks may engage in without registering as a broker under the Securities Exchange Act
of 1934. When finalized, the rule will affect primarily (a) banks that handle securities transactions either as
a custodian or as a fiduciary; (b) banks that have fiduciary accounts, such as trust accounts, that invest in
mutual funds that pay the bank fees in conjunction with a plan authorized under the SEC's Rule 12b-l; (c)
banks that offer securities through networking arrangements with registered broker-dealers; and (d) banks
that enter into sweep account programs using money market funds. In general, banks with broker activities
not falling under certain guidelines must register with the SEC as a broker or delineate broker activities to
registered affiliates or third-party brokerage firms.
.184 On September 9, 2005, the SEC further extended the compliance date for banks contained in the
Gramm-Leach Bliley Act until September 30, 2006. The SEC does not expect banks to develop compliance
systems to meet the terms of the "broker" exceptions until the SEC amends its rules. Banks have indicated
that they need time to adopt implementation to ensure compliance with the new statutory requirements
regarding the definition of a broker (www.sec.gov). For additional information on SEC rules and regulations,
see the Audit Risk Alert SEC and PCAOB Developments—2005/06.
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Recent Regulatory Actions at a Glance
.185 The financial institution industry in general is subject to various monetary and fiscal policies and
regulations, which include but are not limited to those determined by the FRB, the OCC, the FDIC, state
regulators, the OTS, the NCUA, the SEC, and the PCAOB.

.186 In addition to the items presented below, readers should read the AICPA's general Audit Risk
Alert—2005/06, and the AICPA's Audit Risk Alert Independence and Ethics—2005/06 for information about
other regulatory actions not specific to financial institutions. Additionally, see the section in this Alert titled
"What's 'In' With Internal Control" and the AICPA Risk Alert SEC and PCAOB Developments—2005/06 for
additional public company information.
.187 In addition to the regulations discussed in the section titled "Prior Year Regulatory Updates," the
following issuances were especially relevant to 2005 year-end audits and have been discussed in various
sections of this Alert.
Title

Section in
This Alert

Issuer(s)

Interagency Advisory on Account
ing and Reporting for Commit
ments to Originate and Sell
Mortgage Loans

In Depth—Derivative Loan Commitments

FRB, FDIC,
OCC, OTS,
NCUA

Account Management and
Eoss Allowance Guidance for
Credit Card Lending

Industry and Economic Developments—
Slow Economic Expansion—Calm Before
the Storm

FRB, FDIC,
OCC, OTS,
NCUA

Credit Risk Management Guidance
for Home Equity Lending

Industry and Economic Developments—
Home Equity Lending and Mortgage
Market Risks

FRB, FDIC,
OCC, OTS,
NCUA

Enterprise Risk Management—
Integrated Framework and Internal
Control—Integrated Framework

Industry and Economic Developments—
Internal Control

COSO

Memorandum: Sarbanes-Oxley
Act Section 404 Attestations

Industry and Economic Developments—
What's "In" With Internal Control

OCC

SEC's Codification of Financial Re
porting Policies and Frequently
Asked Questions

Auditor Indemnification and Liability

SEC

Proposed Interagency Advisory on
the Unsafe and Unsound Use of
Limitation of Liability Provisions
and Certain Alternative Dispute
Resolution Provisions in External
Audit Engagement Letters

Auditor Indemnification and Liability

FFIEC

Bank Secrecy Act/Anti-Money
Laundering Examination Manual,
Interagency Guidance and InfoBase

Fraud and Illegal Acts

FFIEC, FinCEN,
OFAC, Agencies

U.S. PATRIOT ACT

Fraud and Illegal Acts

Congress,
Treasury
Department

Update on Accounting for Loan
and Lease Losses

Accounting Pronouncement Potpourri—
Credit Loss Allowance Update

FRB, FDIC,
OCC, OTS,
NCUA
(continued)
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Issuer(s)

SAB No. 105, Application of Ac
counting Principles to Loan Com
mitments

In Depth—Derivative Loan Commitments

SEC

NCUA Parts 748, 760, Proposed
Net Worth Amendment for Credit
Unions Act

Credit Union Spotlight

NCUA, Congress

.188 This following section presents an overview of some important recent regulatory actions issued since
the publication of last pear's Alert. The list of regulatory actions is not comprehensive, is based on issues that may
be applicable to accounting and auditing, and the information provided represents only summaries of the
regulations. Readers should visit the following web sites of the various regulatory agencies for complete
listings and full descriptions of the new regulations: FFIEC (www.ffiec.gov), FDIC (www.fdic.gov), FRB
(www.federalreserve.gov), NCUA (www.ncua.gov), OCC (www.occ.treas.gov), OTS (www.ots.treas.gov).

Interagency Guidance

.189 Effective September 30, 2004, the FRB, FDIC, OCC and OTS issued a final rule amending their
risk-based capital standards. The rule also has provisions for certain liquidity facilities (www.fdic.gov/
news/news/financial/2004/fil8704.html). See FIL 26-2005 for additional supervisory guidance on this issue.
.190 On January 27,2005, the FRB, FDIC, OCC, and OTS released an interagency statement on implemen
tation of the Basel II framework and the qualification process for the framework's "advanced approaches"
(www.fdic.gov).

.191 On February 18, 2005, the FRB, FDIC, OCC, OTS, and NCUA issued joint guidance on overdraft
protection programs. The guidance details safety and soundness considerations, outlines federal regulations
as they pertain to these programs, and lists a variety of industry best practices (www.fdic.gov).
.192 On February 28,2005, the FRB, FDIC, OCC, and OTS issued an advisory to remind institutions that,
except in very limited circumstances, they are prohibited by law from disclosing CAMELS ratings and other
nonpublic supervisory information to insurers and to other non-related third parties without permission
from the appropriate federal regulator (www.fdic.gov).
.193 On March 22, 2005, the FRB, FDIC, OCC, OTS, and NCUA issued Frequently Asked Questions,
Appraisal Regulations and the Interagency Statement on Independent Appraisal and Evaluation Review. The docu
ment contains information on existing standards for selecting appraisers, ordering appraisals, accepting
transferred appraisals, and other related topics. It should be reviewed in conjunction with the agencies'
appraisal regulations, the Interagency Appraisal and Evaluation Guidelines, dated October 27,1994, and the joint
statement Independent Appraisal and Evaluation Functions, dated October 28, 2003 (www.occ.treas.gov).
.194 On March 28, 2005, the FRB, FDIC, OCC, and OTS issued an interagency proposal Classification of
Commercial Credit Exposures, which would replace the current commercial loan classification system cate
gories "special mention," "substandard," and "doubtful" with a two-dimensional based framework. The
proposed framework would be used by institutions and supervisors for the uniform classification of
commercial and industrial loans; leases; receivables; mortgages; and other extensions of credit made for
business purposes by federally insured depository institutions and their subsidiaries, based on an assessment
of borrower creditworthiness and estimated loss severity. The proposed framework would not modify the
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interagency classification of retail credit as stated in the "Uniform Retail Credit Classification and Account
Management Policy Statement," issued in February 2000. However, by creating a new treatment for commer
cial loan exposures, the proposed framework would modify Part I of the "Revised Uniform Agreement on
the Classification of Assets and Appraisal of Securities Held by Banks and Thrifts" issued in June 2004. This
proposal is intended to enhance the methodology used to systematically assess the level of credit risk posed
by individual commercial extensions of credit and the level of an institution's aggregate commercial credit
risk (www.fdic.gov).
.195 On June 30, 2005, the FFIEC Call Report agencies (FRB, FDIC, and OCC), announced the schedule
for financial institutions to enroll in the Central Data Repository (CDR). The CDR is a new Internet-based
system created to modernize and streamline how the agencies collect, validate, manage and distribute
financial data submitted by banks in quarterly Call Reports. The new system is scheduled for implementation
for the third quarter 2005 Call Report and will be the only method available for banks to submit their Call
Reports (www.fdic.gov).

.196 On July 19, 2005, the FRB, FDIC, and OCC approved final CRA rules that are intended to reduce
regulatory burden on community banks while making CRA evaluations more effective in encouraging banks
to meet community development needs. The final rules raise the small bank asset size threshold to assets of
less than $1 billion without regard to holding company affiliation. Accordingly, the new rules reduce data
collection and reporting burden for "intermediate small banks" (banks with assets between $250 million and
less than $1 billion) and, at the same time, encourage meaningful community development lending,
investment and services by these banks (www.fdic.gov).
.197 On August 4, 2005, the FRB, FDIC, OCC, and OTS issued interagency guidance that clarifies the
application of the asset quality test set forth in the agencies' final risk-based capital rule on asset-backed
commercial paper (ABCP) programs. The ABCP rule, which was published in the Federal Register on July 28,
2004, instituted a new capital charge for ABCP liquidity facilities (www.occ.treas.gov). Additionally, the
agencies issued supervisory guidance clarifying the application of the asset quality test for liquidity facilities
that provide support to an asset-based commercial paper program (www.fdic.gov).
.198 On August 4, 2005, the FRB, FDIC, OCC, and OTS proposed rules on postemployment restrictions
for senior examiners. Effective December 17,2005, section 10(k) of the Federal Deposit Insurance Act, a senior
examiner employed or commissioned by an Agency may not knowingly accept compensation as an
employee, officer, director, or consultant from certain depository institutions or depository institution
holding companies he or she examined or from certain related entities, for one year after the examiner leaves
the employment or service of the Agency. Auditors can advise clients to be aware of potential legal exposures
of examiner employment arrangements (www.federalreserve.gov).
.199 On September 2,2005, the FRB, FDIC, OCC, OTS, NCUA, and Conference of State Bank Supervisors
issued a joint release asking insured depository institutions to consider all reasonable and prudent steps to
assist customers' and credit union members' cash and financial needs in areas affected by Hurricane Katrina.
The agencies are working with state regulatory agencies, financial industry trade groups, and affected
financial institutions to identify customer needs and monitor institutions' restoration of services (www.
fdic.gov).

.200 On September 9, 2005, the FRB, in consultation with the other federal banking Agencies and the
FinCEN, have issued questions frequently asked by financial institutions regarding the applicability of
certain provisions of the Bank Secrecy Act in providing services to victims of Hurricane Katrina (www.
federalreserve.gov).

.201 On October 6, 2005, the FFIEC member agencies announced the availability of additional supervi
sory guidance on regulatory and reporting issues related to Hurricanes Katrina and Rita. This information,
in the form of questions and answers, provides guidance on:
AICPA Audit and Accounting Manual

AAM §8050.201

8160-24

Audit Risk Alerts

69

12-05

•

The agencies' expectations for regulatory reports, including Call Reports, Bank Holding Company
Reports, Thrift Financial Reports, Thrift Holding Company Reports, and Credit Union 5300 and 5310
Call Reports, for the quarter ending September 30, 2005;

•

Appropriate allowances for loan and lease losses in third quarter regulatory reports;

•

Accounting treatment of sales of held-to-maturity securities to meet increased liquidity needs directly
related to the hurricanes; and,

•

Temporary hardship programs for bank and saving association credit card customers, and related
delinquency and credit bureau reporting issues (www.ffiec.gov).

Federal Deposit Insurance Corporation
.202 On July 22, 2005, the FDIC issued guidance to financial institutions on how they can protect
themselves against "spyware," an increasingly prevalent form of software that collects personal or confiden
tial information about a person or organization without prior knowledge or informed consent, and reports
it to a third party (www.fdic.gov).
.203 On September 17, 2004, the FDIC released Steps to Help Rebuild Areas Affected by Recent Hurricanes
and Severe Storms. The document states that extending repayment terms, restructuring existing loans, or
easing terms for new loans, if done in a manner consistent with sound banking practices, can contribute to
the health of the community and serve the long-term interests of the lending institution. The guidelines also
address other types of regulatory relief. Additionally, in 2005, the FDIC released information letters relating
to Hurricane Katrina, including but not limited to assistance for displaced customers, Social Security
payments, and regulatory relief (www.fdic.gov/news/katrina/index.html).

.204 Additionally, check the FDIC Web site at www.fdic.gov, for a comprehensive list of issuances.
Additionally, see the accounting- and auditing-related FDIC rules and regulations under the previous
section of this Alert titled "Interagency Guidance."

Federal Reserve Board
.205 On September 7,2005, the FRB proposed expanding the definition of a small bank holding company
(BHC) under the FRB's Small Bank Holding Company Policy and the FRB's risk-based and leverage capital
guidelines for bank holding companies. The policy statement facilitates the transfer of ownership of small
community banks by permitting debt levels at small BHCs that are higher than what would be permitted for
larger BHCs. Because small BHCs may, consistent with the policy statement, operate at a level of leverage
that generally is inconsistent with the capital guidelines, the capital guidelines provide an exemption for
small BHCs (www.federalreserve.gov).
.206 On September 13,2004, the FRB requested public comment on proposed amendments to Regulation
E, which implements the Electronic Fund Transfer Act, and the regulation's official staff commentary. The
proposed revisions to the regulation would provide guidance regarding the rights, liabilities, and responsi
bilities of parties engaged in electronic check conversion transactions and would provide that payroll card
accounts are "accounts" covered by Regulation E (www.federalreserve.gov).
.207 On May 19, 2005, the FRB published final amendments to Regulation DD, which implements the
Truth in Savings Act, and the regulation's official staff commentary to improve the uniformity and adequacy
of information provided to consumers when they overdraw their deposit accounts. The final amendments,
in part, address a specific service provided by many depository institutions to pay checks and allow other
transactions when there are insufficient funds in an account. This service is often referred to as "bouncedcheck protection" or "courtesy overdraft protection" (www.federalreserve.gov).
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.208 On September 15, 2005, the FRB issued a statement on supervisory practices to advise banking
organizations to actively respond to issues that arise in the wake of the damage caused by Hurricane Katrina
(www.federalreserve.gov).

.209 See additional rules and regulations under the section of this Alert titled "Interagency Guidance"
and the Web site at www.federalreserve.gov.

National Credit Union Administration
.210 On January 13, 2005, the NCUA issued final rules amending the disclosure requirements to credit
union members of an institution's intention to convert to private deposit insurance or to a mutual savings
bank. The NCUA issued a final change to its Part 708b rule on credit union mergers, federal share insurance
terminations, and conversions from federal share insurance to nonfederal (private) insurance (www.ncua.gov).
.211 On May 15,2005, the NCUA proposed to adopt an Interpretive Ruling and Policy Statement (IRPS)
on Sales of Nondeposit Investments. The proposed IRPS provides requirements, direction, and guidance to
federally-insured credit unions on the establishment and operation of third party brokerage arrangements.
The proposed IRPS updates and replaces NCUA's Letter to Credit Unions No. 150 on the sales of nondeposit
investments (www.ncua.gov).

.212 On May 20,2005, the NCUA issued a letter to credit union executives that they must be prepared to
closely manage risk as it relates to the rise in interest rates, among other indicators (such as inflation,
spending, employment) (www.ncua.gov).
.213 On August 18, 2005, the NCUA announced significant changes to enhance and streamline its 5300
Call Report data collection process beginning with the September 30, 2005, reporting cycle. The an
nouncement noted that using electronic technology will enhance data integrity, expedite information input
and report dissemination, increase NCUA's risk analysis capabilities, and cut costs. In offering this new data
collection program, NCUA is providing the credit union community with a more effective and efficient
means to report data as well as offering new tools to access and work with this data (www.ncua.gov).
.214 See other NCUA issuances under the sections of this Alert titled "Interagency Guidance" and "Credit
Union Spotlight," and the Web site at www.ncua.gov.

Office of the Comptroller of the Currency
.215 On February 2, 2005, the OCC issued Guidelines to Prevent Predatory Residential Mortgage
Lending Practices as an additional step to protect against national banks becoming involved in predatory,
abusive, unfair, or deceptive residential mortgage lending practices. The new guidelines incorporate key
provisions and central principles of the OCC's February 2003 advisory letters alerting national banks to
practices that may be considered predatory or abusive and advising national banks on measures to avoid
such practices (www.occ.treas.gov).

.216 On September 14, 2005 the OCC issued an Advisory and Alert to National Banks on Unacceptable
Credit Card Marketing and Account Management Practices. This document provides guidance on three
specific credit card practices that the OCC regards as unacceptable because they may constitute unfair or
deceptive acts or practices, or could otherwise expose a bank to compliance and reputation risk (www.occ.
treas.gov).
.217 See other OCC issuances under "Interagency Guidance" and the Web site at www.occ.treas.gov.
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Office of Thrift Supervision
.218 On May 4, 2004, the OTS issued CEO Memorandum No. 197, Preparation of the Appraisal of an
Institution Contemplating Mutual to Stock Conversion or an MHC Stock Issuance by the Same Company
that Prepares the Institution's Business Plan. This memorandum states that the same third-party firm may
not prepare both the business plan and the appraisal of the institution's value for an institution undergoing a
mutual to stock conversion or for the institution's mutual holding company structure that propose to
conduct minority stock issuances. Preparation of both the business plan and the appraisal of the
institution's value constitute a conflict of interest (www.occ.treas.gov).

.219 On June 1, 2005, the OTS submitted for OMB review and comments requested on loans in areas
having special flood hazards (www.occ.treas.gov).
.220 On August 31, 2005, the OTS finalized a rule, pursuant to the Economic Growth and Regulatory
Paperwork Reduction Act, that will reduce regulatory burden on savings associations by updating and
revising various application and reporting requirements. The rule will modify application and notice
requirements that apply to branch and agency offices operated by thrifts, revise the publication and public
comment procedures for various OTS applications and notices, and revise agency OTS procedures for formal
and informal meetings held in connection with OTS applications (www.occ.treas.gov).
.221 Additionally, see rules and regulations under the section of this Alert titled "Interagency Guidance"
and the Web site at www.occ.treas.gov.

Recent Auditing and Attestation Pronouncements and Related Guidance
.222 Presented below is a list of auditing and attestation pronouncements, Guides, and other guidance. For
information on auditing and attestation standards issued subsequent to the writing of this Alert, please refer
to the AICPA Web site at www.aicpa.org/members/div/auditstd/technic.htm. The PCAOB sets auditing
and attestation standards for audits of public companies. See the PCAOB Web site at www.pcaobus.org for
information about its activities. You may also look for announcements of newly issued standards in the CPA
Letter, Journal of Accountancy, and in the quarterly electronic newsletter, In Our Opinion, issued by the AICPA
Auditing Standards team, available at www.aicpa.org.

AICPA Auditing Interpreta
tion No. 1 of AU section
328, Auditing Fair Value
Measurements and Disclo
sures

"Auditing Interests in Trusts Held by a Third-Party Trustee and
Reported at Fair Value"

AICPA Auditing Interpreta
tion No. 1 of AU section
332, Auditing Derivative In
struments, Hedging Activi
ties, and Investments in
Securities

These Interpretations clarify that simply receiving a confirmation
from a third party (including a trustee) does not in and of itself
constitute adequate audit evidence with respect to the valuation
assertion of interests in trusts or investments in securities. The
Interpretations also reiterate the responsibility of management to
institute accounting and financial reporting processes for the
determination of fair value measurements. According to the
Interpretations, if the auditor is unable to audit the existence or
measurement of interests in investments in securities at the financial
statement date, the auditor should consider whether that scope
limitation requires the auditor to qualify his or her opinion or
disclaim an opinion.

(July 2005)
(Not applicable to audits
conducted in accordance
with PCAOB standards)
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1 "Requirement to Consult with the Continuing Accountant"
AICPA Auditing Interpreta
tion No. 1 of AU section
625, Reports on the Applica
This Interpretation provides guidance on when it is acceptable to
tion of Accounting Principles
not seek a "second opinion" from a continuing accountant.
(January 2005)

(Not applicable to audits
conducted in accordance
with PCAOB standards)
AICPA Auditing Interpreta "Evaluation of the Appropriateness of Informative Disclosures in
tion No. 12 of AU section
Insurance Enterprises' Financial Statements Prepared on a Statutory
623, Special Reports
Basis"
(amended January 2005)

(Not applicable to audits
conducted in accordance
with PCAOB standards)

This Interpretation clarifies that financial statements prepared on a
statutory basis are financial statements prepared on a
comprehensive basis of accounting other than GAAP, and provides
general guidance on disclosures necessary for financial statements
prepared on an other comprehensive basis of accounting.

AICPA Auditing Interpreta "Evaluating the Adequacy of Disclosure and Presentation in
tion No. 14 of AU section
Financial Statements Prepared in Conformity with an Other
623, Special Reports
Comprehensive Basis of Accounting (OCBOA)"
(amended January 2005)
(Not applicable to audits
conducted in accordance
with PCAOB standards)

This Interpretation provides guidance on necessary disclosures for
financial statements prepared on an other comprehensive basis of
accounting.

AICPA Auditing Interpreta "Auditor Reports on Regulatory Accounting or Presentation When
tion No. 15 of AU section
the Regulated Entity Distributes the Financial Statements to Parties
623, Special Reports
Other Than the Regulatory Agency Either Voluntarily or Upon
Specific Request"
(January 2005)
This Interpretation provides illustrative language for an auditor's
(Not applicable to audits
report prepared on a regulatory basis of accounting prescribed by a
conducted in accordance
regulatory agency, where the financial statements are not prepared
with PCAOB standards)
solely for filing with that agency.

AICPA Attest Interpreta
tion No. 6 of AT section
101, Attest Engagements
(December 2004)

"Reporting on Attestation Engagements Performed in Accordance
with Government Auditing Standards"

This Interpretation provides illustrative language for an attestation
report for engagements performed pursuant to generally accepted
government auditing standards.

(Not applicable to audits
conducted in accordance
with PCAOB standards)

AICPA Technical Practice
Aid 9070.05
(August 2005)

"Consideration of Impact of Losses From Natural Disasters
Occurring After Completion of Audit Field Work and Signing of the
Auditor's Report But Before Issuance of the Auditor's Report and
Related Financial Statements"

(nonauthoritative)

(continued)
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"Audit Considerations When Client Evidence and Corroborating
Evidence in Support of the Financial Statements Has Been
Destroyed by Fire, Flood, or Natural Disaster"

(September 2005)

(nonauthoritative)
AICPA Technical Practice
Aid 8345.02

"Considerations When Audit Documentation Has Been Destroyed
by Fire, Flood, or Natural Disaster"

(September 2005)

(nonauthoritative)

AICPA Practice Alert 200501
(September 2005)

Auditing Procedures With Respect to Variable Interest Entities

The purpose of this Practice Alert is to provide guidance to auditors
in planning and performing auditing procedures with respect to
variable interest entities.

(nonauthoritative)

PCAOB Auditing Standard
No. 4

Reporting on Whether a Previously Reported Material Weakness
Continues To Exist

(TBD 2005)

This standard applies if auditors report on the elimination of a
material weakness in a company's internal control over financial
reporting. The standard establishes a voluntary engagement that
would be performed at the election of the company.

(Applicable to audits con
ducted in accordance with
PCAOB standards only)

PCAOB Conforming
Amendment

Conforming Amendment to PCAOB Related Auditing and Professional
Practice Standards Resulting from the Adoption of the Auditing
Standard No. 4

(TBD 2005)
(Applicable to audits con
ducted in accordance with
PCAOB standards only)
PCAOB Rules

Ethics and Independence Rules Concerning Independence, Tax Services,
and Contingent Fees

(TBD 2005)
(Applicable to audits con
ducted in accordance with
PCAOB standards only)

See the AICPA Independence and Ethics Developments—2005/06 for
further information.

(Various dates)

1. Auditing Internal Control over Financial Reporting. The PCAOB
has issued two sets of questions and answers in 2005 relating
to the issuance of PCAOB No. 2—question 37, and questions
38 through 55.

(Applicable to audits con
ducted in accordance with
PCAOB standards only)

2. Attest Engagements Regarding XBRE Financial Information
Furnished Under the XBRE Voluntary Financial Reporting Program
on the Edgar System.

PCAOB Staff Questions
and Answers
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AICPA Audit and
Accounting Practice Aid
(nonauthoritative)
AICPA Audit and
Accounting Practice Aid

(nonauthoritative)

AICPA Audit and
Accounting Practice Aid
(nonauthoritative)

The Auditor's Guide to Understanding PCAOB Auditing Standard No. 2
This publication walks an auditor through all the key requirements
of PCAOB Auditing Standard No. 2 and provides insight and
analysis on what those requirements mean.

SAS No. 70 Reports and Employee Benefit Plans

This publication provides guidance on the use of SAS No. 70 reports
on audits performed in accordance with GAAS. In addition, this
publication includes checklists and forms to help implement the
guidance.

Illustrative Disclosures on Derivative Loan Commitments
This Practice Aid provides illustrations of disclosures of derivative
loan commitments in accordance with the reporting and disclosure
guidance cited in Securities and Exchange Commission Staff
Accounting Bulletin No. 105, Application of Accounting Principles to
Loan Commitments.

AICPA Audit and
Accounting Practice Aid

Auditing Recipients of Federal Awards: Practical Guidance for Applying
OMB Circular A-133, third edition

(nonauthoritative)

This new edition covers the 2003 revision to Government Auditing
Standards. It includes a CD-ROM containing detailed programs and
checklists to assist in the audits of entities that receive federal
assistance.

Accounting Trends &
Techniques

Employee Benefit Plans

(nonauthoritative)
Accounting Trends &
Techniques

(nonauthoritative)
Guidance on Manage
ment Override of Inter
nal Controls

This publication provides extensive illustrative financial statements
and note disclosures for employee benefit plans.

Not-for-Profit Organizations

This publication provides extensive illustrative financial statements
and note disclosures for not-for-profit organizations.
Management Override of Internal Controls: The Achilles' Heel of Fraud
Prevention, The Audit Committee and Oversight of Financial Reporting

(nonauthoritative)

This guidance is available through the AICPA Audit Committee
Effectiveness Center at www.aicpa.org/audcommctr (go to
“Spotlight Area").

AICPA Toolkit

The AICPA Audit Committee Toolkit: Not-for-Profit Organizations

(nonauthoritative)

This toolkit provides a comprehensive set of best practices for audit
committees of not-for-profit organizations to help them carry out
their responsibilities effectively. The not-for-profit toolkit covers
governance topics ranging from increasing the usefulness of the
audit committee charter and hiring the chief audit executive to
conducting an executive session and evaluating independent
auditors. It is available through the AICPA Audit Committee
Effectiveness Center at www.aicpa.org/audcommctr/toolkitsnpo/
homepage.htm.

(continued)
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The AICPA Audit Committee Toolkit: Government Organizations

(nonauthoritative)

This toolkit covers a variety of governance topics, including
conducting an executive session, discussions to expect from the
independent auditor, peer review of CPA firms, evaluating
independent auditors, fraud, and internal controls. It is available
through the AICPA Audit Committee Effectiveness Center at
www.aicpa.org/audcommctr/toolkitsgovt/homepage.htm.

Statutory Framework

A Statutory Framework for Reporting Significant Deficiencies in Internal
Control to Insurance Regulators

12-05

(May 2005)

(nonauthoritative)

This Framework provides auditors of insurance company financial
statements with an overview of recent regulatory developments that
may affect the engagements and audits they perform.

Recent AICPA Independence and Ethics Pronouncements
.223 The AICPA Independence and Ethics Developments—2005/06 (product no. 022476) contains a com
plete update on new independence and ethics pronouncements. This Alert can be obtained by calling the
AICPA at (888) 777-7077 or going online at www.cpa2biz.com. Readers should obtain that Alert to be
aware of independence and ethics matters that will affect their practice.
.224 The AICPA general Audit Risk Alert—2005/06 and other AICPA industry-specific Alerts contain
summaries of recent pronouncements not included here. To obtain copies of AICPA standards and Guides,
contact AICPA Service Center Operations at (888) 777-7077 or go online at www.cpa2biz.com.

Recent Accounting Pronouncements and Related Guidance
.225 Presented below is a list of accounting pronouncements and other guidance issued since the
publication of last year's Alert. For information on accounting standards issued subsequent to the writing
of this Alert, please refer to the AICPA Web site at www.aicpa.org and the FASB Web site at www.fasb.org.
You may also look for announcements of newly issued standards in the CPA Letter and Journal of Account
ancy.

FASB Statement
No. 152
(December 2004)

Accounting for Real Estate Time-Sharing Transactions—an amendment of
FASB Statements No. 66 and 67
This Statement amends FASB Statement No. 66, Accounting for Sales
of Real Estate, to reference the financial accounting and reporting
guidance for real estate time-sharing transactions that is provided
in AICPA Statement of Position (SOP) 04-2, Accounting for Real Estate
Time-Sharing Transactions. This Statement also amends FASB
Statement No. 67, Accounting for Costs and Initial Rental Operations of
Real Estate Projects, to state that the guidance for (1) incidental
operations and (2) costs incurred to sell real estate projects does not
apply to real estate time-sharing transactions. The accounting for
those operations and costs is subject to the guidance in SOP 04-2.

FASB Statement
No. 153
(December 2004)

Exchanges of Nonmonetary Assets—an amendment of APB Opinion No. 29
This Statement amends APB Opinion No. 29, Accounting for
Nonmonetary Transactions, to eliminate the exception for nonmonetary
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exchanges of similar productive assets, and replaces it with a general
exception for exchanges of nonmonetary assets that do not have
commercial substance. A nonmonetary exchange has commercial
substance if the future cash flows of the entity are expected to change
significantly as a result of the exchange.

FASB Statement
No. 123(R)
(December 2004)

Share-Based Payment
This Statement is a revision of FASB Statement No. 123, Accounting for
Stock-Based Compensation; it supersedes APB Opinion No. 25,
Accounting for Stock Issued to Employees, and its related implementation
guidance. This Statement focuses primarily on accounting for
transactions in which an entity obtains employee services in share
based payment transactions. It establishes standards for the
accounting for transactions in which an entity exchanges its equity
instruments for goods or services. It also addresses transactions in
which an entity incurs liabilities in exchange for goods or services that
are based on the fair value of the entity's equity instruments or that
may be settled by the issuance of those equity instruments.

FASB Statement
No. 154
(May 2005)

Accounting Changes and Error Corrections—a replacement of APB Opinion
No. 20 and FASB Statement No. 3
This Statement replaces APB Opinion No. 20, Accounting Changes, and
FASB Statement No. 3, Reporting Accounting Changes in Interim
Financial Statements, and changes the requirements for the accounting
for and reporting of a change in accounting principle. This Statement
applies to all voluntary changes in accounting principle. It also applies
to changes required by an accounting pronouncement in the unusual
instance that the pronouncement does not include specific transition
provisions.

FASB Interpretation
No. 47
(March 2005)

Accounting for Conditional Asset Retirement Obligations—an interpretation
of FASB Statement No. 143
This Interpretation clarifies that conditional asset retirement obligations
describes a legal obligation to perform an asset retirement activity in
which the timing and/or method of settlement are conditional on a
future event that may not be under the entity's control.

FASB EITF Issues
(Various dates)

Go to www.fasb.org/eitf/ for a complete list of EITF Issues.

FASB Staff Positions
(Various dates)

Go to www.fasb.org/fasb_staff_positions/ for a complete list of FASB
Staff Positions (FSPs). Some of the recently issued FSPs address issues
relating to FASB Statements No. 143 and No. 150, among others; and
FASB Interpretation 46(R).

AICPA Statement of
Position 05-1

Accounting by Insurance Enterprises for Deferred Acquisition Costs in
Connection With Modifications or Exchange of Insurance Contracts

AICPA Technical
Practice Aid 1200.061200.15
(February 2005)
(Nonauthoritative)

"Accounting by Noninsurance Enterprises for Property and Casualty
Insurance Arrangements That Limit Insurance Risk"

(continued)
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AICPA Technical
Practice Aid 5400.05
(September 2005)
(Nonauthoritative)

"Accounting and Disclosure Guidance for Losses From Natural
Disasters—Nongovernmental Entities"

AICPA Technical
Practice Aid 6930.09
(August 2005)
(Nonauthoritative)

"Accounting and Disclosure Requirements for Single-Employer
Employee Benefit Plans Related to the Medicare Prescription Drug,
Improvement and Modernization Act of 2003"

AICPA Technical
Practice Aid 6930.10
(August 2005)
(Nonauthoritative)

"Accounting and Disclosure Requirements for Multiemployer
Employee Benefit Plans Related to the Medicare Prescription Drug,
Improvement and Modernization Act of 2003"

12-05

.226 The AICPA general Audit Risk Alert—2005/06 and other AICPA industry-specific Alerts contain
summaries of these recent pronouncements. Additionally, see the "Accounting Pronouncement Potpourri"
section of this Alert for information on financial institution industry specific guidance.

On the Horizon
.227 Auditors should keep abreast of auditing and accounting developments and upcoming guidance
that may affect their engagements. Presented in the following sections is brief information about some
ongoing projects that have particular significance to the financial institution industry or that may result in
very significant changes. Read the AICPA general Audit Risk Alert—2005/06 for a more complete list of
ongoing auditing and accounting projects. Remember that exposure drafts are nonauthoritative and cannot
be used as a basis for changing GAAP or GAAS.

.228 The following table lists the various standard-setting bodies' Web sites where information may be
obtained on outstanding exposure drafts, including downloading exposure drafts. These Web sites contain
much more in-depth information about proposed standards and other projects in the pipeline. Many more
accounting and auditing projects exist beyond those discussed here. Readers should refer to information
provided by the various standard-setting bodies for further information.

Standard-Setting Body

Web Site

AICPA Auditing
Standards Board (ASB)

www.aicpa.org/members/div/auditstd/drafts.htm

AICPA Accounting Standards
Executive Committee (AcSEC)

www.aicpa.org/members/div/acctstd/edo/index.htm

Financial Accounting Standards
Board (FASB)

www.fasb.org

Public Company Accounting
Oversight Board (PCAOB)

www.pcaobus.org or www.pcaob.com

Professional Ethics Executive
Committee (PEEC)
Securities and Exchange Com
mission (SEC)

www.aicpa.org/members/div/ethics/index.htm
www.sec.gov

Help Desk—The AICPA's standard-setting committees publish exposure drafts of pro
posed professional standards exclusively on the AICPA Web site (www.aicpa.org). The
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AICPA will notify interested parties by e-mail about new exposure drafts. To be added to
the notification list for all AICPA exposure drafts, send your e-mail address to service®
aicpa.org. Indicate "exposure draft e-mail list" in the subject header field to help process
your submission more efficiently. Include your full name, mailing address and, if known,
your membership and subscriber number in the message. The AICPA Web site also has
connecting links to the other standard-setting bodies listed above.

Auditing Pipeline—Nonpublic
Eight SASs Related to Audit Risk Proposed
.229 The AICPA's Auditing Standards Board (ASB) has issued an exposure draft of eight proposed
Statements on Auditing Standards (SASs). These proposed SASs were originally exposed on December 2,
2002 (except for the amendment to SAS No. 1 which was approved for exposure by the ASB on April 28,
2005). The ASB believes that the requirements and guidance provided in the proposed SASs, if adopted,
would result in a substantial change in audit practice and in more effective audits. The primary objective of
the proposed SASs is to enhance auditors' application of the audit risk model in practice by requiring:
• More in-depth understanding of the entity and its environment, including its internal control, to
identify the risks of material misstatement in the financial statements and what the entity is doing to
mitigate them.
• More rigorous assessment of the risks of material misstatement of the financial statements based on
that understanding.
• Improved linkage between the assessed risks and the nature, timing, and extent of audit procedures
performed in response to those risks.

.230 The exposure draft consists of the following proposed SASs:
•

Amendment to "Due Professional Care in the Performance of Work" of Statement on Auditing Standards No.
1, Codification of Auditing Standards and Procedures

•

Amendment to Statement on Auditing Standards No. 95, Generally Accepted Auditing Standards

•

Audit Evidence

•

Audit Risk and Materiality in Conducting an Audit

•

Planning and Supervision

•

Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement

•

Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit Evidence Obtained

•

Amendment to Statement on Auditing Standards No. 39, Audit Sampling

.231 The proposed SASs establish standards and provide guidance concerning the auditor's assessment
of the risks of material misstatement in a financial statement audit, and the design and performance of audit
procedures whose nature, timing, and extent are responsive to the assessed risks. Additionally, the proposed
SASs establish standards and provide guidance on planning and supervision, the nature of audit evidence, and
evaluating whether the audit evidence obtained affords a reasonable basis for an opinion regarding the financial
statements under audit. Readers should be alert for the issuance of final standards in the fourth quarter of 2005.

Proposed SAS, Communication of Internal Control Related Matters Noted in an Audit
.232 This proposed SAS will supersede SAS No. 60, Communication of Internal Control Related Matters Noted
in an Audit (AICPA, Professional Standards, vol. 1, AU sec. 325), and significantly strengthen the quality of
AICPA Audit and Accounting Manual
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auditor communications of such matters in audits of nonpublic companies. Readers should be alert for the
issuance of a final standard in the first quarter of 2006.

Proposed SAS, Audit Documentation
.233 This proposed SAS will supersede SAS No. 96 of the same name (AICPA, Professional Standards, vol.
1, AU sec. 339) and establish standards and provide guidance to an auditor of a nonissuer on audit
documentation for audits of financial statements or other financial information being reported on. In
developing this exposure draft, the ASB considered the documentation requirements of the PCAOB's
Auditing Standard No. 3, Audit Documentation; the International Auditing and Assurance Standards Board's
exposure draft, ISA 230, Audit Documentation, issued in September 2004; suggestions received from the
National Association of State Boards of Accountancy; and Government Auditing Standards issued by the
Comptroller General of the United States.
.234 In addition to the proposed SAS, the exposure draft includes proposed amendments to SAS No. 1,
Codification of Auditing Standards and Procedures (AICPA, Professional Standards, vol. 1, AU sec. 530.01 and .05,
"Dating of the Independent Auditor's Report"). The proposed amendment requires that the auditor's report
not be dated earlier than the date on which the auditor has obtained sufficient competent audit evidence to
support the opinion on the financial statements. It also proposes an amendment to SAS No. 95, Generally
Accepted Auditing Standards (AICPA, Professional Standards, vol. 1, AU sec. 150.05). The amendment adds a
requirement for the auditor to document his or her justification for a departure from the SASs in the working
papers. Readers should be alert for the issuance of a final standard in the fourth quarter of 2005.

Proposed SAS, Defining Professional Requirements in Statements on Auditing Standards,
and Proposed Statement on Standards for Attestation Engagements, Defining
Professional Requirements in Statements on Standards for Attestation Engagements
.235 The ASB has issued an exposure draft of a proposed SAS entitled Defining Professional Requirements
in Statements on Auditing Standards and a proposed Statement on Standards for Attestation Engagements
(SSAE) entitled Defining Professional Requirements in Statements on Standards for Attestation Engagements. The
proposed SAS and SSAE define the terminology the ASB will use to describe the degrees of responsibility
that the requirements impose on the auditor or the practitioner. The final SAS and SSAE are expected to be
issued in the fourth quarter of 2005.

Proposed Statement on Standards for Attestation Engagements, Reporting on an Entity's
Internal Control Over Financial Reporting
.236 This proposed SSAE establishes standards and provides guidance to the practitioner who is engaged
to issue or does issue an examination report on the effectiveness of an entity's internal control over financial reporting
as of a point in time (or on an assertion thereon). Specifically, guidance is provided regarding the following:
•

Conditions that must be met for a practitioner to accept an engagement to examine the effectiveness of
an entity's internal control and the prohibition of acceptance of an engagement to review such subject
matter

•

Engagements to examine the design and operating effectiveness of an entity's internal control

•

Engagements to examine the design and operating effectiveness of a portion of an entity's internal
control (for example, internal control over financial reporting of an entity's operating division or its
accounts receivable)

•

Engagements to examine only the suitability of design of an entity's internal control (no assertion is
made about the operating effectiveness of internal control)

•

Engagements to examine the design and operating effectiveness of an entity's internal control based
on criteria established by a regulatory agency
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Readers should be alert for the issuance of a final standard in the fourth quarter of 2005.

Amendment to SAS No. 69, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles, for Nongovernmental Entities
.237 The ASB has issued an exposure draft introducing a proposed SAS entitled Amendment to Statement
on Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With Generally Accepted Account
ing Principles, for Nongovernmental Entities. This proposed SAS, which applies only to nongovernmental
entities, has been issued in response to the FASB's proposed Statement of Financial Accounting Standards
entitled The Hierarchy of Generally Accepted Accounting Principles. The FASB proposal moves responsibility for
the generally accepted accounting principles (GAAP) hierarchy for nongovernmental entities from the
auditing literature (SAS No. 69) to the accounting literature. The proposed SAS deletes the GAAP hierarchy
for nongovernmental entities from SAS No. 69. The ASB decided to coordinate the provisions and effective
date of this exposure draft with the FASB proposed statement, which can be obtained at www.fasb.org.

Auditing Pipeline—Public
.238 As pending projects have been submitted by the PCAOB to the SEC for approval, information is
listed under the section of this Alert titled "Recent Auditing and Attestation Pronouncements and Related
Guidance."

Accounting Pipeline—Proposed FASB Statement, The Hierarchy of Generally
Accepted Accounting Principles
.239 This proposed Statement would identify the sources of accounting principles and the framework
for selecting the principles to be used in the preparation of financial statements of nongovernmental
companies that are presented in conformity with U.S. GAAP (or the GAAP hierarchy). The GAAP hierarchy
is currently presented in AICPA SAS No. 69. However, the FASB believes that the GAAP hierarchy should
be directed specifically to companies because it is the company, not the auditor, who is responsible for
selecting its accounting principles for financial statements. Accordingly, the FASB concluded that the GAAP
hierarchy should reside in the accounting literature established by the FASB. The FASB decided to carry
forward the GAAP hierarchy as set forth in SAS No. 69, subject to certain modifications. The proposed
Statement would be effective for fiscal periods beginning after September 15,2005. Readers should be alert
for the issuance of a final Statement, which is expected in the fourth quarter of 2005.

Accounting Pipeline—Proposed FASB Statements, Accounting for Transfers of
Financial Assets, Accounting for Servicing of Financial Assets, and Accounting for
Certain Hybrid Financial Instruments
.240 The exposure draft Accounting for Transfers of Financial Assets is a revision of a June 2003 exposure
draft, Qualifying Special-Purpose Entities and Isolation of Transferred Assets, and would amend FASB
Statement No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities.
The proposed Statement, discussed in the "Accounting Pronouncement Potpourri" section of this Alert, seeks
to (a) clearly specify the circumstances that require the use of a qualifying special-purpose entity (SPE) in
order to derecognize all or a portion of financial assets, (b) provide additional guidance on permitted
activities of qualifying SPEs, (c) eliminate the prohibition on a qualifying SPE's ability to hold passive
derivative financial instruments that pertain to beneficial interests held by a transferor, and (d) revise the
initial measurement of interests related to transferred financial assets held by a transferor. The effective dates
associated with this proposed Statement vary; refer to the exposure draft for further information.
.241 The exposure draft Accounting for Servicing of Financial Assets discussed in the "Accounting Pro
nouncement Potpourri" section of this Alert, would also amend FASB Statement No. 140. The proposed
Statement would (a) require all separately recognized servicing rights to be initially measured at fair value,
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if practicable, (b) permit an entity to choose between two measurement methods for each class of separately
recognized servicing assets and liabilities, and (c) require additional disclosures for all separately recognized
servicing rights. The proposed Statement would be effective for transactions occurring in the earlier of the
first fiscal year beginning after December 15,2005, or fiscal years that begin during the fiscal quarter in which
the Statement is issued.
.242 The proposed Statement, Accounting for Certain Hybrid Financial Instruments, would amend FASB
Statements No. 140 and No. 133, Accounting for Derivative Instruments and Hedging Activities. Specifically, the
proposed Statement would (a) permit fair value remeasurement for any hybrid financial instrument that
contains an embedded derivative that otherwise would require bifurcation, (b) clarify which interest-only
strips and principal-only strips are not subject to the requirements of FASB Statement No. 133, (c) establish
a requirement to evaluate beneficial interests in securitized financial assets to identify interests that are
freestanding derivatives or that are hybrid financial instruments that contain an embedded derivative
requiring bifurcation, (d) clarify that concentrations of credit risk in the form of subordination are not
embedded derivatives, and (e) eliminate restrictions on a qualifying SPE's ability to hold passive derivative
financial instruments that pertain to beneficial interests that are themselves or that contain a derivative
financial instrument. The proposed Statement would be effective after the earlier of fiscal years beginning
after December 15, 2005, or fiscal years that begin during the fiscal quarter in which the Statement is issued.
.243 Readers should be alert for the issuance of final Statements, which is expected in the first quarter of
2006. See the FASB Web site at www.fasb.org for complete information.

Accounting Pipeline—Proposed FASB Statements, Business Combinations and
Consolidated Financial Statements, Including Accounting and Reporting of
Noncontrolling Interests in Subsidiaries
.244 In these proposed Statements, the FASB plans to revise the existing guidance on the application of
the purchase method. The following are among the main proposals:

1.

That all acquisitions of businesses be measured at the fair value of the business acquired.

2. That substantially all the assets acquired and liabilities assumed of the acquired business be recognized
and measured at their fair values at the acquisition date.
3. That entities that follow U.S. GAAP and international standards apply substantially the same
accounting requirements for their business combinations.
.245 Exposure drafts on business combinations—purchase method procedures and noncontrolling
interests—were issued on June 30, 2005. The FASB's goal is to issue the two final Standards in the third
quarter of 2006. The target effective date for the two proposed Statements is for fiscal years beginning on or
after December 15, 2006. For additional information on combinations of mutual enterprises, see the "Credit
Union Spotlight" section of this Alert.

Accounting Pipeline—Proposed FASB Statement on Fair Value Measurements
.246 In June 2004, the FASB published an exposure draft of a proposed Statement, Fair Value Measure
ments, which seeks to establish a framework for measuring fair value that would apply broadly to financial
and nonfinancial assets and liabilities, improving the consistency, comparability, and reliability of the
measurements. The fair value framework would clarify the fair value measurement objective and its
application under authoritative pronouncements that require fair value measurements. The exposure draft
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would replace any current guidance for measuring fair value in those pronouncements and would expand
current disclosures. Readers should be alert for the issuance of a final Statement, which is expected in the
first quarter of 2006. Refer to the FASB Web site at www.fasb.org for complete information. Additional
information is discussed under the section "In Depth—Derivative Loan Commitments."

Accounting Pipeline—Proposed FASB Interpretation Accounting for Uncertain
Tax Positions
.247 In July 2005, the FASB published an exposure draft of a proposed Interpretation, Accounting for
Uncertain Tax Positions, which seeks to reduce the significant diversity in practice associated with recognition
and measurement in the accounting for income taxes. It would apply to all tax positions accounted for in
accordance with FASB Statement No. 109, Accounting for Income Taxes. Specifically, the exposure draft
requires that a tax position meet a "probable recognition threshold" for the benefit of the uncertain tax
position to be recognized in the financial statements. This threshold is to be met assuming that the tax
authorities will examine the uncertain tax position. The exposure draft also contains guidance with respect
to the measurement of the benefit that is recognized for an uncertain tax position, when that benefit should
be derecognized, and other matters. The effective date of the proposed Interpretation would be as of the end
of the first fiscal year ending after December 15,2005. A final Interpretation is expected to be released in the
fourth quarter of 2005.

Accounting Pipeline—Proposed FASB EITFs and FSPs Related to, But Not Limited
to, FASB Statements No. 13, No. 123(R), and No. 140, and FIN No. 45
Proposed FASB EITF Issues
.248 Numerous open issues are under deliberation by the EITF. Readers should visit the FASB Web site
at www.fasb.org/eitf/agenda.shtml for complete information.

Proposed FASB Staff Positions
.249 A number of proposed FASB Staff Positions are in progress addressing issues related to FASB
Statements No. 13, No. 123(R), and No. 140, and FASB Interpretation No. 45. Readers should visit the FASB
Web site at www.fasb.org/fasb staff positions/proposed fsp.shtml for complete information.

Resource Central
.250 Presented below are various resources that practitioners engaged in the lending and depository
institutions industry may find beneficial.

On the Bookshelf
.251 The following publications deliver valuable guidance and practical assistance as potent tools to be
used on your engagements:

•

Audit and Accounting Guide Depository and Lending Institutions: Banks and Savings Institutions, Credit
Unions, Finance Companies, and Mortgage Companies (product no. 012735kk)

•

Audit Guide Auditing Derivative Instruments, Hedging Activities, and Investments in Securities (product
no. 012523kk)

•

Audit Guide Auditing Revenue in Certain Industries (product no. 012515kk)

•

Audit Guide Audit Sampling (product no. 012530kk)

•

Audit Guide Analytical Procedures (product no. 012555kk)
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•

Audit Guide Service Organizations: Applying SAS No. 70, as Amended (product no. 012775kk)

•

AICPA Audit and Accounting Practice Aid Illustrative Disclosures on Derívate Loan Commitments
(product no. 006642kk)

•

Checklists and Illustrative Financial Statements Depository and Lending Institutions (product no.
008914kk)

•

AICPA Audit and Accounting Practice Aid Auditing Estimates and Other Soft Accounting Information
(product no. 0l00l0kk)

•

AICPA Audit and Accounting Practice Aid Fraud Detection in a GAAS Audit: Revised Edition (product
no. 006615kk)

•

Accounting Trends & Techniques—2005 (product no. 009897kk)

•

Auditor's Toolkit for Auditing Fair Value Measurements and Disclosures Under FASB Statements
No. 141,142, and 144

•

Audit and Accounting Manual (product no. 005135) (The manual is a valuable nonauthoritative practice
tool designed to provide assistance for audit, review, and compilation engagements. It contains
numerous practice aids, samples, and illustrations, including audit programs, auditor's reports,
checklists, and engagement letters; management representation letters; and confirmation letters.)

AICPA reSOURCE Online
.252 Get access—anytime, anywhere—to the AICPA's latest Professional Standards, Technical Practice Aids,
Audit and Accounting Guides, Audit Risk Alerts, and Accounting Trends & Techniques. To subscribe to this
essential service, go to www.cpa2biz.com.

CD-ROM
.253 The AICPA is currently offering a CD-ROM product entitled reSOURCE: AICPA's Accounting and
Auditing Literature. This CD-ROM enables subscription access to the following AICPA Professional Literature
products in a Windows format: Professional Standards, Technical Practice Aids, and Audit and Accounting Guides
(available for purchase as a set that includes all Guides and the related Audit Risk Alerts, or as individual
publications). This dynamic product allows you to purchase the specific titles you need and includes
hypertext links to references within and between all products.

Continuing Professional Education
.254 The AICPA has developed a number of continuing professional education (CPE) courses that are
valuable to CPAs working in the financial institution industry. Those courses include:
•

AICPA's Annual Accounting and Auditing Workshop (product no. 736181kk [text] and 187189 [DVD] or
187089 [video]). Whether you are in industry or public practice, this course keeps you current and
informed, and shows you how to apply the most recent standards.

•

Audits of Banks and Other Financial Institutions (product no. 732441kk). This course presents a thorough
yet practical approach on performing auditing procedures on the accounts of commercial banks,
savings institutions, and credit unions. It familiarizes the participant with the key balance sheet and
income statement accounts for financial institutions.

•

Information Security: Critical Guidance for CPAs in Public Practice and Industry (product no. 732450kk).
This course informs participants about security for systems developed with new technology and what
part the assessment of risk plays in developing controls to secure these systems.
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SEC Reporting (product no. 736772kk [text] and 186753 [DVD] and 186752 [video]). This course will
help the practicing CPA and corporate financial officer learn to apply SEC reporting requirements.
It clarifies the more important and difficult disclosure requirements.

Online CPE
.255 AICPA InfoBytes (product no. BYTXXkk), offered exclusively through CPA2Biz.com, is AICPA's
flagship online learning product. AICPA InfoBytes offers a free trial subscription to the entire product for
up to 30 days. AICPA members pay $127 ($314 nonmembers) for a new subscription and $119 ($319
nonmembers) for the annual renewal. Divided into one- and two-credit courses that are available 24/7,
AICPA InfoBytes offers hundreds of hours of learning in a wide variety of topics. To register or learn
more, visit www.cpa2biz.com/infobytes.

AICPA Online and CPA2Biz
.256 AICPA Online offers CPAs the unique opportunity to stay abreast of matters relevant to the CPA
profession. AICPA Online informs you of developments in the accounting and auditing world as well as
developments in congressional and political affairs affecting CPAs. In addition, CPA2Biz.com offers all the
latest AICPA products, including the Audit Risk Alerts, Audit and Accounting Guides, the professional
standards, and CPE courses. To learn more, visit www.aicpa.org.

Service Center Operations
.257 To order AICPA products, receive information about AICPA activities, and find help on your
membership questions, call AICPA Service Center Operations at (888) 777-7077. The best times to call are
8:30 A.M. to 11:30 A.M. and 2:00 P.M. to 7:30 P.M., Eastern Standard Time. You can also order AICPA
products from the Service Center by facsimile at (800) 362-5066 or visit www.cpa2biz.com to obtain product
information and place online orders.

Hotlines
Accounting and Auditing Technical Hotline
.258 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call (888) 777-7077.

Ethics Hotline
.259 Members of the AICPA's Professional Ethics Team answer inquiries concerning independence and
other behavioral issues related to the application of the AICPA Code of Professional Conduct. Call (888)
777-7077.

Fax Hotline
.260 The AICPA has a 24-hour fax system that enables interested persons to obtain information that
includes, for example, current AICPA comment letters, conference brochures and registration forms, CPE
information, AcSEC actions, and legislative news. To access the hotline, dial (201) 938-3787 from a fax
machine and follow the voice cues.

Webcasts
.261 When planning your engagements, you can join the many practitioners who have participated in
AICPA Webcasts. Webcasts are an exceptional way to stay current on today's professional issues. Led by
recognized experts, Webcasts provide complete briefings on a variety of pertinent practice topics. During a
two-hour live Webcast, participants have the opportunity to e-mail and ask questions of expert panelists.
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.262 Additionally, past archived Webcasts for many industries are available in CD format and can be
accessed at www.cpa2biz.com/webcasts. CPE credit is earned for both live and CD version participation.

Additional Information Sources
.263 Further information on matters addressed in this Audit Risk Alert is available through various
publications and services offered by a number of organizations. Some of those organizations are listed in the
"Information Sources" table at the end of this Alert.
.264 This Audit Risk Alert replaces the Banks, Credit Unions, and Other Lenders and Depository Institution
Industry Developments—2004/05 Audit Risk Alert. The Alert is published annually. As you encounter audit
or industry issues that you believe warrant discussion in next year's Alert, please feel free to share those with
us. Any other comments that you have about the Alert would also be appreciated. You may e-mail these
comments to jgould@aicpa. org, or write to:

Julie Gould, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
.265 This Alert is intended to be used in conjunction with the AICPA General Audit Risk Alert—2005/06.
We also suggest that you review the annual AICPA Audit Risk Alerts Securities Industry Developments—
2005/06,Insurance Industry Developments—2005/06, Investment Companies Industry Developments—2005/06, and
the SEC and PCAOB Alert—2005/06 if you have clients or business lines that encompass related activities.
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Depository And Lending Institutions Specialized Industry Briefing
.266 Get CPE directly related to this Audit Risk Alert. Now you can watch the movie and read the book!

What:

You can select from two options—a live Webcast or a CD-ROM!
Live interactive Webcast—
Scheduled to be broadcast each year
around the time of the release of the
risk alert (usually in October or
November) with presentations by
the profession's leading experts in
this area. This live, interactive
program qualifies for two CPE
credits. Go to www.cpa2biz.com/
webcasts to access the latest Webcast
or call (888) 777-7077 to speak to an
AICPA Customer Service
Representative ... or

CD-ROM Self-Study—As a
supplement or if you missed or can't
make the live event, buy the archive
and related self-study course. The
archive includes a CD-ROM with
the full two-hour Webcast video and
PowerPoint slides (plus a self-study
course that qualifies for CPE).
To purchase a copy, go to www.
cpa2biz.com/webcasts or call
(888) 777-7077 to speak to an AICPA
customer service representative.

When:

The October 19, 2005, Webcast is
available at the link, above. The 2006
live Webcast is tentatively scheduled
for October 2006. Look for details
about next year's program!

The CD-ROM self-study program
will be available approximately
December 15, 2005.

Price:

$79 for the live interactive Webcast

$79 for the self-study course, which
includes a CD-ROM with the full
2-hour Webcast. Qualifies for CPE
credit.

Who Is
This program, moderated by John F. Hudson, CPA, features three nationally
on the
known experts in the area of depository and lending institutions.
Program?
John Compton, CPA, is partner at Cherry, Bekaert & Holland where he serves
as Director of Quality and Compliance. In addition, he is the Chair of the
National Banking School at the University of Virginia and is a member of the
SEC Practice Section Peer Review Committee of the AICPA. In the past he has
served the AICPA in several capacities including, but not limited to, Chair of
the Accounting and Review Services Committee and committee member for the
Auditing Standards Board, the AcSEC and the Banking Committee.
Sydney Garmong, CPA, is the Financial Institution Group's Technical
Communications Executive at Crowe, Chizek and Company. Her primary
responsibility is to address accounting and regulatory issues affecting financial
institutions. Before joining Crowe Chizek, she was at the AICPA, where she was
responsible for addressing financial institution and financial instrument
accounting, auditing, and regulatory matters.

Carol Larson, CPA, is a partner at Deloitte & Touche LLP and has over 25 years
of experience serving the financial services industry. In addition to her audit
partner responsibilities on certain banks in the practice, she is the Firm's Deputy
Managing Partner for Financial Services and National Audit Partner for
Banking and Finance. She is the Chair of the AICPA's Depository Institutions
Expert Panel, the Chair of AcSEC's Allowance for Credit Losses Task Force and
was a member of AcSEC's Purchased Loans Task Force.
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AAM Section 8060
Employee Benefit Plans Industry
Developments—2006
STRENGTHENING AUDIT INTEGRITY
SAFEGUARDING FINANCIAL REPORTING

NOTICE TO READERS
EMPLOYEE BENEFIT PLANS INDUSTRY DEVELOPMENTS—2006
This Audit Risk Alert, prepared by the AICPA staff, is intended to provide auditors of financial
statements of employee benefit plans with an overview of recent economic, industry, regulatory, and
professional developments that may affect the audits they perform.

This publication is an Other Auditing Publication as defined in AU section 150, Generally Accepted
Auditing Standards (AICPA, Professional Standards, vol. 1). Other Auditing Publications have no
authoritative status; however, they may help the auditor understand and apply the SASs.

If an auditor applies the auditing guidance included in an Other Auditing Publication, he or she
should be satisfied that, in his or her judgment, it is both appropriate and relevant to the circumstances
of his or her audit. This publication was reviewed by the AICPA Audit and Attest Standards staff and
published by the AICPA and is presumed to be appropriate. This document has not been approved,
disapproved, or otherwise acted on by a senior technical committee of the AICPA.
Linda C. Delahanty
Technical Manager
Accounting and Auditing Publications
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How This Alert Helps You
.01 This Audit Risk Alert provides information on current auditing, accounting, and regulatory devel
opments effecting employee benefit plans. It delivers information about current industry developments and
emerging practice issues. It is intended to help you plan and perform your employee benefit plan audits. The
knowledge delivered by this Alert assists you in achieving a more robust understanding of the business,
economic, and regulatory environment that your clients operate in.
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.02 References to Professional Standards. When referring to the professional standards, this Alert cites
the applicable sections as codified in the AICPA Professional Standards and not the numbered statements, as
appropriate. For example, Statement on Auditing Standards (SAS) No. 54 is referred to as AU section 317 of
the AICPA Professional Standards. See Appendix G of this Risk Alert for a transition schedule cross-referencing
the SASs to their applicable AU sections in the AICPA Professional Standards, vol. 1.
Help Desk—See the AICPA publication Audit Risk Alert—2005/06 (product no. 022336kk)
for general guidance.

Help Desk—See the AICPA Audit Risk Alert Independence and Ethics Alert—2005/06 (prod
uct no. 022476kk) for a thorough discussion of recent developments and key issues in the
area of independence and ethics. It is important to point out that, for Employee Retirement
Income Security Act of 1974 (ERISA) engagements, the Department of Labor (DOL) has
separate independence standards that may be more restrictive than those of the AICPA. See
paragraph A.88 in Appendix A of the AICPA Audit and Accounting Guide Employee Benefit
Plans, with conforming changes as of March 1,2006 (EBP Guide), for a listing of the DOL's
independence standards.
Help Desk—See the AICPA Audit Risk Alert SEC and PCAOB Alert—2005¡06 (product no.
022496kk) for a thorough discussion of recent Securities and Exchange Commission (SEC)
and Public Company Accounting Oversight Board (PCAOB) developments.

Industry and Economic Developments
.03 In planning their audits, auditors need to understand the economic conditions facing their client's
industry. Economic activities relating to such factors as interest rates, consumer confidence, overall economic
expansion or contraction, inflation, and the labor market are likely to have an impact on the entity being
audited.

.04 An auditor should obtain an understanding of relevant industry, regulatory, and other external
factors. These factors include:
•

Industry conditions;

•

The regulatory environment encompassing, among other matters, relevant accounting pronounce
ments;

•

The legal and political environment; and

•

Other external factors, such as general economic conditions.

. 05 Presented in this Alert are current business, economic, regulatory, accounting, and auditing matters
that may affect your clients. Reading about these matters and properly addressing them as necessary will
help you gain a better understanding of your client's environment, will help you better assess risks of material
misstatement of the financial statements, and will ultimately strengthen the integrity of your audits.

The AICPA Employee Benefit Plan Audit Quality Center
. 06 The AICPA Employee Benefit Plan Audit Quality Center celebrated its two-year anniversary in March
2006. Created with the goal of promoting quality employee benefit plan audits, this firm-based, voluntary
membership Center now has over 1,080 member firms from around the country. Center member firms
demonstrate their commitment to ERISA audit quality by joining the Center and agreeing to adhere to its
membership requirements.
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. 07 The Center helps CPAs meet the challenges of performing quality audits in the area of employee
benefit plans (EBP) by providing member firms with valuable tools and resources, which are sent to members
as developed and archived on the Center's Web site, including:
•

Over 56 Center E-Alerts keeping members abreast of important EBP issues and developments.

•

Useful tools such as audit preparedness and planning checklists and schedules, auditor guidelines
for preparing proposals, "Topix" primers on various subjects of interest to employee benefit plan
auditors, and a SAS 70 Review Checklist.

•

An online Member Forum that provides members with the opportunity to share ideas, best practices,
and questions with other members.

•

A marketing toolkit to promote the firm's commitment to ERISA audit quality.

.08 The Center also sponsors member-only conference calls and other important events; provides
information about the Center's activities and members to plan sponsors, trustees, and other employee benefit
plan stakeholders; and serves as a single voice for Center members to the DOL.
.09 Visit the Center Web site at www.aicpa.org/ebpaqc to see a complete list of Center members under
Membership and to preview Center benefits.
.10 The EBPAQC can be contacted at www.aicpa.org/ebpaqc or ebpaqc@aicpa.org.

AICPA Employee Benefit Plans Guide Project
.11 In 2005 an AICPA task force began work on a project to revise the AICPA Audit and Accounting
Guide Employee Benefit Plans. This project is at the beginning stages and the AICPA Accounting Standards
Executive Committee (AcSEC) and AICPA Auditing Standards Board (ASB) will be participating in the
update of the guide. The financial reporting issues to be addressed in the project are identified in a project
prospectus and will be discussed at various AcSEC meetings. Some of the issues currently being discussed
include accounting for contributions receivable, presentation and disclosure of master trusts, presentation
and disclosure of excess contributions, and accounting for limited partnerships. To monitor this project, see
the AcSEC minutes posted on the AICPA Web site at www.aicpa.org.

New Automatic Rollover Provisions
.12 The Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA) added automatic rollover
provisions to the Internal Revenue Code (IRC), requiring that retirement plans that cash out participant
account balances of $5,000 or less without participant consent (involuntary distributions) establish IRAs on
behalf of participants who don't provide affirmative payment or rollover elections. The DOL issued final
regulations on September 28, 2004, and they apply to any rollover of involuntary distributions on or after
March 28, 2005.

.13 In IRS Notice 2005-5 and in an IRS Employee Plans News Flash dated February 16, 2005, the IRS
clarified that the deadline for amending retirement plans to reduce or eliminate the $5,000 limit for
involuntary distributions was the end of the first plan year ending on or after March 28, 2005 (that is,
December 31, 2005, for calendar year plans). The IRS provided a sample plan amendment in Notice 2005-5
for plan sponsors who want to keep the $5,000 cash-out limit and provide for automatic rollovers of
involuntary distributions between $1,000 and $5,000. Later, in Notice 2005-95, IRS extended the deadline for
amendments to the latest of (1) December 31, 2005; (2) the last day of the plan year that contains March 28,
2005; or (3) the tax filing deadline for the plan sponsor's tax year containing March 28,2005. This effectively
means that calendar year plans sponsored by calendar year taxpayers don't need to be amended for the new
rules until the extended due date of their calendar 2005 tax year (which could be fairly late in 2006).
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AAM §8060.13

8164

Alerts

71

6-06

Overview
.14 Under prior rules, when a participant terminated employment, a plan could immediately distribute
the participant's benefit in a lump sum without the participant's consent if the present value of the benefit
was $5,000 or less. Before making the distribution, the plan administrator was required to provide the
participant with a written explanation of these payment options and the related tax consequences. This
written explanation is sometimes referred to as the "Section 402(f) Notice."
.15 The new automatic rollover provisions added by EGTRRA keep these rules intact but also require
that involuntary distributions of more than $1,000 be rolled over into a designated IRA, absent an affirmative
election by the participant to have the distribution paid in cash or as a direct rollover. Plan administrators
must provide advance written notice, as part of the Section 402(f) notice or as a separate notice, that unless
the participant elects otherwise, his or her distribution will be transferred into an IRA. The written notice
must identify the trustee or issuer of the IRA.

.16 The automatic rollover requirements apply to any involuntary distribution of more than $1,000 made
before a participant reaches normal retirement age under the plan. Amounts attributable to rollover
contributions into the plan are taken into account when determining if a participant's benefit exceeds $1,000
(even though these amounts need not be taken into account when determining if the value of the participant's
benefit is $5,000 or less and, thus, payable without the participant's consent). Distributions to surviving
spouses and alternate payees (under qualified domestic relations orders (QDROs)) are not subject to the
automatic rollover requirements.

DOL Safe Harbor for Plan Fiduciaries
.17 DOL regulations issued on September 28, 2004, provide a "safe harbor" for satisfying the fiduciary
responsibilities associated with (1) selecting an institution to receive automatic rollovers and (2) making an
initial investment election for the rollover funds. Generally, the safe harbor requires that the plan fiduciary
enter into a contract with the IRA provider on behalf of the participant. The IRA must be invested in a product
that is designed to preserve principal and provide a reasonable rate of return, and the fees and expenses
associated with the IRA may not exceed those the provider charges for comparable IRAs. The plan
administrator must also provide participants with an updated summary plan description (SPD) or a
summary of material modifications (SMM) that describes the automatic rollover requirements; the invest
ment product; fees (and whether any will be borne by the plan or the plan sponsor); and, if not otherwise
provided in the updated SPD or in the applicable SMM, the name, address, and phone number of a plan
contact for more information about the plan's automatic rollover provisions, the IRA provider, and the fees
and expenses associated with the IRA.

Audit Implications
.18 Plan auditors, in conjunction with tax specialists, should confirm that plans were amended timely to
reflect the new automatic rollover requirements. In some cases, plan sponsors may have either amended
their plans to lower the cash-out threshold to $1,000, or less likely, to eliminate involuntary distributions
altogether. Careful review of the plan document is essential to determine exactly what the plan's provisions
are currently and were previously. It is important for auditors to consider plan amendments when perform
ing distribution testing.
Roth 401(k) Considerations

.19 While most of the qualified retirement plan changes brought about by EGTRRA have long since gone
into effect, a notable exception is the ability to add a "designated Roth contribution" provision to a 401 (k)
plan, which become possible as of January 1, 2006. Adding a Roth contribution feature to an existing plan
presents a host of administrative, tax, and financial planning issues, so it's not yet certain how popular this
new feature will ultimately prove to be.
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Overview
.20 Designated Roth contributions are a new type of contribution that can be accepted by new or existing
401 (k) or 403(b) plans. If a plan adopts this feature, plan participants can designate some or all of their elective
deferrals as designated Roth contributions, which are included in gross income, rather than traditional,
pretax elective contributions. EGTRRA permits designated Roth contributions to be made under 401 (k) or
403(b) plans after December 31, 2005. However, per IRS Revenue Procedure 2005-66 and Notice 2005-95,
plans must be properly amended to add a designated Roth feature by the end of the plan year in which the
Roth contributions are first effective (that is, by December 31, 2006, for a calendar year plan that adds Roth
contributions in 2006).
.21 Since Roth 401 (k) contributions are after-tax deferrals, they are subject to both income and FICA tax
at the time they are made (traditional, pretax deferrals are subject to FICA only). If certain requirements are
met, future distributions of the money held in a participant's designated Roth account, including earnings,
will be tax-free.

.22 Participants must irrevocably elect to treat some or all of their deferrals as designated Roth contribu
tions at the time of deferral. Contributions that were initially treated as pretax cannot later be "converted"
to Roth contributions, and vice versa.

Key Points
.23 The following is some of the key issues concerning designated Roth contributions:
•

Eligibility requirements—Roth 401 (k) contributions are available to all plan participants regardless of
income level, unlike Roth IRA contributions, which are restricted to taxpayers with adjusted gross
incomes (AGIs) of no more than $160,000.

•

Contribution limits—Up to the regular elective deferral limit for the calendar year (that is, $15,000 for
2006). Traditional 401 (k) and Roth 401 (k) contributions are combined to determine whether a
participant has reached this statutory limit. There's no requirement that a certain amount or percent
age of contributions be designated as either traditional 401 (k) or Roth 401 (k). The designated Roth
limit is much higher than the contribution limit for Roth IRAs ($4,000 for 2006).

•

Distribution rules—(1) Roth 401 (k) account balances can be distributed tax-free if the requirements for
qualified distributions are satisfied, (fl) Distribution occurs at least 5 years after the participant's first
designated Roth contribution and (b) distribution is attributable to the participant's attainment of age
59 1/2, disability or death. (2) Five-year waiting period begins on the first day of the year in which
designated Roth contributions are initially made (that is, if the first contribution is made on December
1, 2006, the five-year period begins on January 1, 2006, and is considered satisfied as of January 1,
2011). Designated Roth contributions in subsequent tax years do not trigger the need for a new
five-year waiting period. (3) Earnings on nonqualified distributions are taxable and may be subject
to 10 percent premature distribution penalty; this may require each dollar of distribution to be
prorated between a nontaxable return of after-tax contributions (that is, investment in the contract)
and taxable investment earnings (income on the contract). (4) Roth 401 (k) accounts can be rolled over
to another Roth 401 (k) account or to a Roth IRA, but Roth IRA money cannot be rolled into a Roth
401(k).

•

Other Rules:

— A 401 (k) or 403(b) plan cannot feature just designated Roth contributions, but must offer
participants the option to make both traditional, pretax deferrals and Roth contributions.
— Plan sponsors can match designated Roth contributions, but any such matching contributions
must be allocated to a separate, pretax account, just as regular matching contributions would be
(because the matching contributions will be taxed when distributed).
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— Designated Roth contributions are treated as ordinary deferrals for purposes of discrimination
testing, and so are included in a plan's actual deferral percentage (ADP) test. Corrective distri
butions to highly compensated employees (HCEs), which are needed to pass testing, can be made
either from the participant's traditional 401 (k) account or Roth account, depending on the plan's
provisions.

— If a plan provides for automatic enrollment, its document must specify whether contributions
for automatically enrolled participants will be Roth or traditional, pretax contributions.
— Catch-up contributions can be made as designated Roth contributions.

— Designated Roth contributions won't be allowed after 2010, when EGTRRA sunsets (unless
Congress acts to extend EGTRRA).

Frozen Plans
.24 Over the past few years more than 20 percent of corporations have frozen their defined benefit plans,
and that trend is expected to continue. Defined benefit plans have been frozen either through elimination of
future benefit accruals or through the disallowance of new participation in the plan. Some plans eliminate
future service accruals but allow future salary increases to be taken into account in calculating the benefits.
Many plan sponsors freeze the plan in anticipation of terminating the plan at some future date depending
on the attractiveness of interest rates for settling the plan (for example, purchasing annuities). A number of
plan sponsors have frozen their defined benefit plans and offered a defined contribution plan in its place or
increased contributions in existing defined contribution plans.
.25 The decision to freeze a plan may have certain auditing implications. For a continuing auditor of a
plan, the freezing of the plan will typically change the nature of the auditing procedures for participant data.
For example, if the plan freezes participation, the census data information should not change from year to
year, and the testing of the census data for completeness and accuracy can be limited to comparing the current
year listing to prior year listing (and vise versa). The auditor should obtain copies of all plan amendments
and discuss with the client, actuary, and legal counsel the effect of the freezing on participant accruals in
order to determine the nature of the testing. For the year that the freeze is effective, it is important to maintain
a full copy of the census data in the working papers so data can be used going forward for participant data
testing. For certain situations when a successor auditor is performing an audit of a frozen plan for the first
time, consider results of the review of the predecessor audit working papers in determining the scope of
census data testing. Also, refer to "Missing Participant Data" section of this Audit Risk Alert for situations
when participant data records for frozen plans are not available.
.26 The decision to freeze a plan may also have reporting implications. Paragraph 2.49 of the EBP Guide
requires that when the decision to freeze a plan has been made, complete and prominent disclosure of the
relevant circumstances is essential in all subsequent financial statements issued by the plan. The decision to
freeze a plan typically does not have an effect on the present value of accumulated plan benefits. However,
once the plan has been frozen, you would not expect to see an increase in accumulated plan benefits as a
result of benefits accumulated in future years.

Economic Environment
.27 A number of serious threats to the economy and business environment exist. They include:
•

Rising interest rates. Remember that approximately half of all U.S. corporate debt outstanding has
floating interest rates. Moreover, trillions of dollars worth of derivatives exist, many of which are
based on interest rates.

•

Soaring gasoline prices, which threaten a key pillar of the U.S. economy—consumer spending.
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•

Dangerously high and rising consumer debt levels.

•

A softening housing boom in some markets.

Although the economy has been performing nicely, these threats could derail economic growth, possibly
affecting your client's business and therefore possibly affecting the risks on your audit.
.28 You should be alert to economic and business conditions and events that, when considered in the
aggregate, indicate that there could be a substantial negative effect on your client's financial condition,
including consideration of substantial doubt about your client's ability to continue as a going concern.

.29 The U.S. gross domestic product (GDP), which is the broadest measure of economic activity, slowed
to an annual rate increase of 1.7 percent in the fourth quarter of 2005, down from a 4.1 percent increase in
the third quarter of 2005. While this is the slowest rate since 2002, the U.S. economy remains strong.

.30 The unemployment rate has decreased from 5.4 percent in February of 2005 to 4.8 percent in February
2006. This is little changed from the 4.9 percent in December 2005, supporting a tight labor market.

.31 The Federal Reserve has continued to raise interest rates, although rates are still historically low. In
March 2006, the federal funds rate, the rate at which banks pay for overnight loans, increased to 4.75 percent.
Since June 2004, this has been the 15th time the Federal Reserve has raised rates.

Hurricane Relief
.32 In response to the devastation from hurricane damage that affected so many people in the Gulf Coast
area, the federal government has acted to provide relief from certain rules applicable to retirement plans,
including facilitation of access to participant account balances in qualified retirement plans.
.33 The level of relief often depends on the level of damage in the applicable area (county or parish) and
the other assistance that was made available in that area from the Federal Emergency Management Agency
(FEMA).

.34 Some of the more notable areas of relief include:
•

Extension of various administrative deadlines:
— Form 5500 filing deadlines (see the section "Extended Filing Deadline for Annual Report Filers
in Gulf Coast Region" in this Alert for more details)
— Deadline for minimum funding contribution or for applying for a waiver
— Deadline for making Pension Benefit Guaranty Corporation (PBGC) premium filings
— The amendment period for adding the appropriate amendments covering hurricane provisions

•

Hardship withdrawals—Qualified plans have the ability and flexibility to make hardship distribu
tions for a need arising from a hurricane.

•

Distributions—Plans can make qualified distributions to participants who have sustained an eco
nomic loss, and such distributions are not subject to the 10 percent excise tax on early distributions
or the 20 percent withholding requirement. Such distributions will not be subject to federal income
tax if they are repaid within a specified three-year period. The amount available for distribution is
not limited to the loss amount.

•

Loans—Plans can make loans to affected participants with special repayment terms. In addition,
already outstanding participant loans may defer repayment on that loan for a period not to exceed
12 months.
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Service Provider Arrangements
.35 As a way to reduce costs and increase efficiencies, employee benefit plan sponsors often use
third-party service providers in some capacity to assist in administering their plans. Such functions include
recordkeeping and/or benefit payments or claims processed by outside service organizations, such as bank
trust departments, data processing service bureaus, insurance companies, and benefits administrators.1
.36 During the planning process the auditor should obtain and document an understanding of the nature
and extent of activities performed by each service organization by (1) reviewing the contract between the
client and the service provider, (2) reviewing other documentation maintained by the client and/or service
provider (for example, brochures, user manuals, system overviews, and technical manuals), and (3) inquiring
of client and/or service provider personnel regarding the service organization's processing of transactions.
SAS No. 103, Audit Documentation, requires that copies of significant and specific contracts and agreements
be included as part of the audit documentation.12 The terms of the contract should also be reviewed to
determine reasonableness of financial statement disclosures (for example, which costs are being paid by the
plan and any related party fee disclosures).
.37 SAS No. 70, Service Organizations (AICPA, Professional Standards, vol. 1, AU sec. 324), as amended,
provides, among other things, guidance on the factors an independent auditor should consider when
auditing the financial statements of a plan that uses a service organization to process certain transactions.

Help Desk—For guidance on using a SAS No. 70 report when auditing employee benefit
plans or for when no SAS No. 70 report is available, see Chapter 6 of the EBP Guide and the
AICPA Practice Aid SAS No. 70 Reports and Employee Benefit Plan (product no. 061061kk).
For further guidance on subservice organizations, see paragraph 6.18 of the EBP Guide and
Chapter 5 in the AICPA Audit Guide Service Organizations: Applying SAS No. 70, as Amended
(product no. 012772kk).
.38 The following sections touch on certain topics of particular concern when using SAS No. 70 reports.

Complementary User Organization Controls
.39 The plan auditor should read the description of controls to determine whether complementary user
organization controls are required (for example, at the plan sponsor level) and whether they are relevant to
the service provided to the plan. If they are relevant to the plan, the plan auditor should consider such
information in planning the audit. The plan auditor should consider the need to document and test such user
organization controls.

Fiduciary Oversight
.40 While the plan sponsor may have outsourced administrative functions to a third party, the plan
sponsor still has a fiduciary duty to monitor the activities of the third party. Examples of such monitoring
controls, which should be considered in planning and performing the audit, may include:
1 Many plan sponsors and their employees may not be familiar with their fiduciary responsibilities regarding employee benefit
plans. Auditors should refer plan sponsors to their plan legal counsel for interpretations of specific actions, and how these may or may
not be in accordance with their fiduciary responsibilities.

2 In December 2005 the AICPA Auditing Standards Board (ASB) issued Statement on Auditing Standards (SAS) No. 103, Audit
Documentation, which supersedes SAS No. 96 and amends SAS No. 1, section 530, Dating of the Independent Auditor's Report. SAS No. 103
is effective for audits of financial statements for periods ending on or after December 15, 2006, with earlier application permitted. Form
11-K filers should follow Public Company Accounting Oversight Board (PCAOB) Auditing Standard No. 3, Audit Documentation
(AICPA, PCAOB Standards and Related Rules, AU sec. 339). PCAOB Auditing Standard No. 3 supersedes SAS No. 96 for audits of issuers
only.
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•

Review of third-party service provider's SAS No. 70 report

•

Fluctuation analysis or reasonableness review of periodic third-party service provider reports with
reconciliations with and comparisons to client data

•

Predetermined communication, escalation, and "follow up" procedures in the event of an issue or
problem

•

Periodic review of financial and control measures included in the third-party service provider
contract

•

On-site visits to the third-party service provider

•

Annual reassessment of effectiveness of the third-party service provider relationship

Mutual Fund Industry Abuses and Related Settlements
.41 In April 2004, the SEC issued final rules to prevent late trading and to curb market timing abuses.
The rules to prevent market timing abuses include, among others, rules that require explicit disclosure in
fund-offering documents of market timing policies and procedures. The final rules are available on the SEC
Web site at www.sec.gov/rules/final/33-8408.htm.

.42 Late trading and market timing may affect benefit plans in two ways. First, plan sponsors have a
fiduciary duty to select prudent investments and investment options for participants. It could be considered
a fiduciary breach if it was determined the plan sponsor was not prudent in selecting a mutual fund as a plan
investment that had losses due to market timing or late trading.
.43 Second, some benefit plan sponsors have determined that certain plan participants in participantdirected defined contribution plans have been engaging in market timing, potentially raising expenses for
all participants. Many benefit plans and their third-party administrators have implemented policies and
procedures to restrict and deter market timing. These policies include larger redemption fees for certain
investment funds as well as third-party administrators providing reports to the plan sponsor listing
participants engaging in excessive trading. Some of the consequences of abuses to the system include (1)
restrictions of purchases/sales of the mutual fund in question for all participants of the plan for a period, (2)
closing the mutual fund to new monies for all participants in the plan, (3) removal of the mutual fund(s) as
an investment option for the plan, and (4) restricting the initiation of transactions to paper forms. Plan
sponsors have a fiduciary duty to be on the watch for such transactions and could be liable for potential
losses incurred by participants.

.44 Many mutual funds have settled with the SEC regarding market timing issues. Such settlements could
raise reporting and auditing implications for benefit plans. Plan investors in funds where late trading or
improper trading by market timers occurred may receive compensation for losses resulting from the dilution
of fund gains. Also, as a result of these investigations, there may be greater scrutiny of investment policies
and trading procedures by the plan sponsor. Plan sponsors may respond to information about a fund's illegal
or improper trading by redeeming shares in these funds, or opt for other investments or investment options
for participants.
Help Desk—It is important for the plan auditor to inquire of the plan sponsor whether there
are any settlement amounts due the plan. Plan sponsors should consult with legal counsel
regarding the treatment of settlement amounts. If settlement amounts are received directly
by the plan sponsor that are due the plan and are not remitted to the plan, it may be
considered a prohibited transaction under ERISA section 406, regardless of materiality.

.45 The auditor of an employee benefit plan should be aware of the possibility that violations of laws and
regulations may have occurred. If specific information that provides evidence concerning the existence of
AICPA Audit and Accounting Manual
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possible violations affecting the financial statements comes to the auditor's attention, the auditor should
apply auditing procedures specifically directed to ascertaining whether a violation has occurred [see AU sec.
317.07, Illegal Acts by Clients (AICPA, Professional Standards, vol. 1)].3

.46 According to paragraph 7.15 of the EBP Guide, one of the objectives of auditing procedures applied
to benefit plan investments is to provide the auditor with a reasonable basis for concluding whether
investment transactions are initiated in accordance with the established investment policies of the plan. As
part of a full-scope audit, auditors should review relevant plan documents, such as the latest plan agreement,
investment adviser agreements, and investment policy statement. Auditing procedures for investments (EBP
Guide, paragraph 7.16) also include inquiring of the plan administrator or other appropriate parties if they
are aware of any situation where the plan's investments or other transactions violate applicable laws or
regulations. The auditor should consider whether management has identified any noncompliance with the
stated investment restrictions and test the compliance with the restrictions to the extent considered necessary.
A benefit plan sponsor's failure to comply with its stated investment restrictions may be considered a possible
illegal act that may have an indirect effect on the financial statements of the plan.
Independence Issues

.47 For various reasons, including mergers and acquisitions, companies change auditors as well as their
auditors for related employee benefit plan audits. As a result, it is important to recognize that there are
independence issues that should be addressed.
.48 For ERISA engagements, the DOL has separate independence standards that are more restrictive than
those of the AICPA or SEC. For example, DOL guidelines require the auditor to be independent for the period
of engagement and during the period covered by the financial statements. See paragraph A.88 of the EBP
Guide for a listing of the DOL's independence standards.
.49 According to the Employee Benefit Security Administration (EBSA) Unified Agenda Entries from fall
2005, the EBSA is conducting a review of the guidelines applicable to determining when a qualified public
accountant is independent for purposes of auditing and rendering an opinion on the financial information
required to be included in the annual report of an employee benefit plan. Given the changes that have taken
place with respect to employee benefit plans and auditing practices and standards, as well as changes in the
industry, since the issuance of those guidelines, EBSA is preparing a request for information (RFI) that will
invite interested persons to submit written comments and suggestions concerning whether and to what
extent the current guidelines should be modified. It is expected that this RFI will be issued in May 2006.

Regulatory Developments
2005 Form 5500 Series
.50 The DOL, IRS, and PBGC have released the 2005 Form 5500 return/reports, schedules, and instruc
tions to be used by employee benefit plans for plan year 2005 filings. The IRS has also released the Form
5500-EZ return and instructions to be used by certain one-participant retirement plans for plan year 2005
filings.

.51 The modifications to the Form 5500 for plan year 2005 are described under ' Changes to Note" in the
2005 instructions.
3 Also see the AICPA Professional Issues Task Force (PITF) Practice Alert No. 04-1 for further guidance on illegal acts. Practice Alert
No. 04-1 can be viewed at www.aicpa.org/members/div/auditstd/pract alerts.asp.
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Modifications to the Form 5500 Annual Report for 2005
.52
•

Form 5500—The instructions for lines 6 and 7 have been improved to provide additional information
on how to determine the number of participants in a welfare plan and how to determine whether a
plan sponsor has established one or more welfare plans.

•

Schedule A—The instructions on required fee and commission reporting and disclosures reflect DOL
Advisory Opinion 2005-02A.

•

Schedule B—Instructions to line 6 have been modified to describe more precisely the level of detail
that needs to be included in the attachments for (a) the statement of actuarial assumptions and
methods and (b) the summary of eligibility and benefit provisions used in the plan valuation.

•

Schedule B—Line 6j has been added to obtain information on the estimated annual investment return
on the current value of assets. It parallels the line 6i information already required to be provided for
investment returns on the actuarial value of assets.

•

Schedule D—The instructions have been improved to emphasize the proper use of Direct Filing Entity
(DFE) EIN/PNs versus plan EIN/PNs in Part I and to emphasize that only DFEs need to complete
Part II.

•

Schedule H—The instructions for line 4a have been clarified to make clear that the total amount of any
delinquent contributions should be carried over and reported again on line 4a of the Schedule H or
I for each year in which the contributions are delinquent and for each subsequent year until the year
after the violation has been fully corrected, which correction includes payment of the late contribu
tions and reimbursement of the plan for lost earnings or profits.

•

Schedule R—Line 8 has been modified to identify plan amendments that decrease, as well as increase,
the value of benefits.

•

Schedule R—Part IV has been added to include a plan coverage question previously included in
Schedule T. The instructions for Schedule R now reflect the requirements of plan coverage (ration
percentage or average benefit test) and include the exceptions for not meeting the coverage require
ments. Part IV must be completed annually, unless the plan meets any of the five exceptions
mentioned in the instructions.

•

Schedule T—The IRS no longer requires the filing of Schedule T, Qualified Pension Plan Coverage
Information. However, unless the plan meets one of the exceptions (see the instructions for Schedule
R), the plan will still need to indicate whether the plan meets the ration percentage or average benefit
test.

•

Compliance Checklist—The plan administrator compliance checklist has been revised to alert filers to
their duties under the Sarbanes-Oxley Act by asking whether the plan gave proper notice to
participants for any "blackout periods."

Modifications to the Form 5500-EZ Annual Report for 2005
.53 Effective for calendar year 2005, filers of Form 5500-EZ are no longer required to file any schedules
or attachments (including the Schedule B (Form 5500)). Filers, however, are still required to collect and retain
completed and signed Schedules B and P, if applicable.
.54 This change does not eliminate the requirement to both perform an annual valuation and maintain
the funding standard account required for all plans subject to the minimum funding requirements of IRS
section 412.
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.55 The official government printed forms are available by calling (800) TAX-FORM ((800) 829-3676).
Information copies of the forms, schedules, and instructions are available on EBSA's Web site at www.
efast.dol.gov. Filers should monitor the EFAST Web site for information on approved software vendors when
completing 2005 Forms 5500 by computer and for electronic filing options. Filers may contact the EFAST
Help Line for general assistance by calling (866) 463-3278.

Extended Filing Deadline for Annual Report Filers in Gulf Coast Region
.56 In a February 27, 2006, press release, the DOL's EBSA announced an extension of the deadline for
filing the Form 5500 series annual returns/reports to August 28,2006. This additional reporting relief is being
granted to filers in 31 parishes in Louisiana, 46 counties in Mississippi, and 11 counties in Alabama.

.57 The new extension for reporting applies to plan administrators, employers, and other entities affected
by Hurricane Katrina and located in one or more parishes or counties listed in the IRS's Notice IR-2006-30,
dated February 17,2006. The extension also applies to firms located outside the affected areas who are unable
to obtain the necessary information from service providers, banks, or insurance companies whose operations
were located in the areas listed in IR-2006-30 and affected by Hurricane Katrina.
.58 Form 5500 filers using this extension should check Form 5500, Part I, Box D, and attach a statement
labeled "Form 5500, Box D—Hurricane Katrina Disaster Relief Extension." Similarly, Form 5500 EZ filers
should check Form 5500 EZ, Part I, Box B, and attach a statement labeled "Form 5500 EZ, Box B—Hurricane
Katrina Disaster Relief Extension."

.59 For more information about disaster relief, contact FEMA at (800) 621-3362 or (202) 621-FEMA, or the
Internal Revenue Service at www.irs.gov under "Disaster Area Tax Relief." Filers who have additional
questions may contact EBSA's EFAST help line at (866) 463-3278.

2005 Form M-l for Multiple Employer Welfare Arrangements
.60 On December 9, 2005, the DOL published the 2005 Form M-l annual report for multiple employer
welfare arrangements (MEWAs). Plan administrators may use EBSA's online filing system to expedite
processing of the form.
.61 MEWAs are arrangements that offer medical benefits to the employees of two or more employers or
to their beneficiaries. The annual filing date for the 2005 Form M-l is March 1,2006. In addition, administra
tors can request an automatic 60-day extension to May 1, 2006. The 2005 form has few changes from the
previous year.
.62 The online filing system is available on the DOL's Web site. It allows filers to complete the form and
submit it at no cost. The online form can be completed in multiple sessions and can be printed for the filer's
records. The Web site includes a user manual, frequently asked questions, and a link to submit questions
electronically.
.63 To use the online filing process, go to www.askebsa.dol.gov/mewa/. Technical assistance for the
online filing system is also available by calling (202) 693-8600. Information about the Form M-l and how to
fill it out is available on the Web site or by calling (202) 693-8360. Paper copies of the form may be obtained
by calling EBSA's toll free number at (866) 444-EBSA (3272) or visiting the Web site at www.dol.gov/ebsa
and clicking on Forms/Doc Requests.

Small Pension Plan Security Regulation
.64 On October 19, 2000, the DOL published a final rule designed to safeguard small pension plan assets
by adding new conditions to the audit waiver requirement that focus on persons who hold plan assets,
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enhanced disclosure to participants and beneficiaries, and improved bonding requirements. The audit
requirement for health and welfare plans is not affected by this regulation. See Appendix I of this Audit Risk
Alert for frequently asked questions on the small pension plan audit waiver regulation.

Correspondence From EFAST or the DOL Office of the Chief Accountant
.65 Plan administrators often receive correspondence from the DOL regarding the Form 5500 filed for
their pension and welfare benefit plans. These letters are generated by both the EFAST processing center in
Lawrence, Kansas, and the DOL's Office of the Chief Accountant (OCA) in Washington, D.C. Auditors are
often asked by their clients to assist in the resolution of issues contained in these government letters.

EFAST-Generated Correspondence
.66 Each year, plan administrators complete and submit to the DOL a Form 5500 for each of their qualified
employee benefit plans. Large plans (and certain small pension plans) also require an annual audit, and the
independent auditor's report and audited financial statements become an integral part of the Form 5500
filing.

.67 Once completed, the Form 5500 is filed with the DOL's EFAST processing center in Lawrence, Kansas.
EFAST uses sophisticated electronic technologies to review each filing before acceptance. The DOL, IRS, and
the PBGC have created a variety of edit tests designed to check for things such as completeness, accuracy,
timeliness, internal consistency, missing schedules or attachments, and failure to answer mandatory ques
tions. If deficiencies or discrepancies are identified after subjecting Form 5500 filings to these multiagency
edit tests, the EFAST system generates a letter addressed to the plan administrator that identifies the
problem(s) and provides 30 days within which to make any necessary corrections. After 30 days, if the filing
remains deficient, EFAST will generate a second letter in a final attempt to perfect the filing. At the end of a
second 30-day period, the Form 5500 filings are said to "post" final to the ERISA database. Those filings still
containing errors or omissions are flagged for further review by the DOL's OCA, the IRS, and the PBGC.

Correspondence From the Office of the Chief Accountant
.68 The DOL's OCA has the responsibility for enforcing ERISA reporting and disclosure requirements.
This includes ensuring that the Form 5500 filings are filed timely and correctly, and determining whether
plan audits are performed in accordance with professional auditing and regulatory standards. The OCA
routinely queries the ERISA database and targets for review Form 5500 filings that satisfy certain criteria,
including those filings in which processing errors went uncorrected and those with improperly prepared
auditor's reports. The OCA staff review the Form 5500 filings and also request copies of working papers that
support audit engagements. If the OCA staff identifies problems, a formal enforcement process commences
with the issuance of a Notice of Rejection (NOR) against the plan administrator.
.69 Upon receipt of a NOR, the plan administrator has 45 days to make any necessary corrections to the
Form 5500 filing. This may involve the auditors having to correct their audit reports or even perform
additional fieldwork in audit areas where work was previously not performed or deemed by the DOL to be
insufficient. At the end of the 45-day period, if the Form 5500 filing remains deficient, the DOL issues a Notice
of Intent to Assess a Penalty (NOI), potentially subjecting the plan administrator to civil penalties of up to
$1,100 per day (imposed from the day after the original due date of the filing). As a policy matter, however,
most deficiencies are penalized at $150 per day with penalties capped at $50,000.

.70 When plan administrators receive an NOI, they have 35 days to submit to the DOL a Statement of
Reasonable Cause, submitted under penalty of perjury, in which they set forth any reasons why the penalty
should be abated in part or in full. (It is important to note that traditionally the DOL will not consider
abatement of any penalties in cases where deficiencies still exist.) If the plan administrator fails to comply
with the requirements of the NOI, the penalty becomes a final agency action, and the plan administrator
forfeits all appeal rights.
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.71 After the DOL reviews the statement of reasonable cause, the agency issues a Notice of Determination
that contains the final penalty amount assessed against the plan administrator. The plan administrators may
choose to pay the penalty amount or, within 35 days as provided for in the letter, file an answer with the
administrative law judge, appealing the penalty.

Important Reminders
.72 Plan administrators should make all efforts to respond timely and thoroughly to all correspondence
they receive from the EFAST processing center. Failure to do so may result in future enforcement correspon
dence from the DOL's OCA. The DOL's penalty process contains rigid timeframes, and DOL officials do not
have latitude to extend the deadlines contained in any correspondence. Plan administrators should also be
aware that they may receive future enforcement correspondence from the IRS, PBGC, or both, regarding any
unresolved filing issues.
.73 Plan auditors often assist their clients in responding to the various DOL penalty notices. To respond
on behalf of their clients, plan auditors must be authorized to do so pursuant to a duly executed, notarized
power of attorney. Any questions regarding the DOL penalty process should be directed to the OCA at (202)
693-8360.

EBSA-Enhanced Programs to Assess Plan Audit Quality
.74 The EBSA continues its enhanced programs aimed at assessing and improving the quality of
employee benefit plan audits. According to the EBSA, 37 public accounting firms audit more than 100 plans
that cover approximately 80 percent of plan assets subject to audit. In addition, 8,200 firms perform five or
fewer audits. Accordingly, the EBSA has modified its approach for selecting and evaluating ERISA audits,
using both top-down and bottom-up strategies.

.75 First, the EBSA conducts periodic inspections of firms with substantial ERISA audit practices. EBSA
staff meet with firm management, review firm policies and procedures that relate to employee benefit plan
audits, and conduct on-site reviews of a sample of ERISA audit engagements. This "top-down" approach
will provide the EBSA a more efficient means of evaluating the quality of audit work performed by these
large firms and ensure that findings and recommendations are communicated to those in a position to effect
any necessary changes. To date, the EBSA has completed three such reviews.
.76 Audit quality also remains a primary focus of EBSA's desk reviews. The agency focuses its in-house
work on reviewing copies of selected audit working papers prepared by firms with small to medium-size
audit practices. To date, the EBSA has conducted approximately 700 of these desk reviews.

.77 In instances in which deficient audit work is identified, the related Form 5500 filings are subject to
rejection, and auditors potentially face referral to the AICPA's Professional Ethics Division or State Board of
Public Accountancy.

DOL Fiduciary Education Initiatives
.78 The DOL is committed to providing employers and service providers with clear and easy-to-access
information on how to comply with federal employment laws. Such information and guidance are often
referred to as "compliance assistance," which is a cornerstone of the DOL's mission.
.79 The DOL's fiduciary education initiatives include nationwide educational seminars to help plan
sponsors understand rules and meet their responsibilities to workers and retirees, thereby improving their
financial security. Also included are the following DOL-issued publications:

AAM §8060.71

Copyright © 2006, American Institute of Certified Public Accountants, Inc.

71

6-06

8175

Employee Benefit Plans Industry Developments—2006

•

Meeting Your Fiduciary Responsibilities. To meet their responsibilities as plan sponsors, employers
need to understand some basic rules, specifically the Employee Retirement Income Security Act
(ERISA). ERISA sets standards of conduct for those who manage an employee benefit plan and its
assets (called fiduciaries). This publication provides an overview of the basic fiduciary responsibili
ties applicable to retirement plans under the law.

•

Understanding Retirement Plan Fees and Expenses. This booklet will help retirement plan sponsors
better understand and evaluate their plan's fees and expenses. While the focus is on fees and expenses
involved with 401 (k) plans, many of the principles discussed in the booklet also will have application
to all types of retirement plans.

•

401(k) Plan Fee Disclosure Tool. This is a form that provides employers with a handy way to make
cost-effective decisions and compare the investment fees and administrative costs of competing
providers of plan services. Now available in MS Word format.

•

Selecting an Auditor for Your Employee Benefit Plan. Federal law requires employee benefit plans with
100 or more participants to have an audit as part of their obligation to file the Form 5500. This booklet
will assist plan administrators in selecting an auditor and reviewing the audit work and report.

•

Reporting and Disclosure Guide for Employee Benefit Plans. This guide is intended to be used as a quick
reference tool for certain basic reporting and disclosure requirements under ERISA.

Further information regarding DOL publications and the dates and locations of upcoming educational
programs may be found on the EBSA's Web site, at www.dol.gov/ebsa.

DOL Issues Rules on Multiemployer Pension Plan Funding Notices
.80 On January 11, 2006, the DOL published final rules requiring administrators of multiemployer
pension plans to furnish annually a notice on the funding status of the plans under provisions of the Pension
Funding Equity Act of 2004.
.81 The regulation provides that a notice be sent annually to multiemployer plan participants, benefici
aries, labor organizations, contributing employers, and the PBGC. The notice must include basic financial
information about the multiemployer plan, such as a statement as to whether the plan is 100 percent funded.
The notice also must include a comparison of the plan's assets to benefit payments, a description of the law
governing insolvent multiemployer plans and the benefits guaranteed under the PBGC's multiemployer
program. The regulation contains a model notice to reduce compliance burdens on plans and their admin
istrators.

.82 The DOL proposed the regulations February 4,2005, and received comments from plan administra
tors, employers, service providers, and others who would be affected. In response to these comments, the
DOL made minor changes to clarify the rules and the accompanying model notice.
.83 The text of the DOL final rule is available on the EBSA Web site at www.dol.gov/ebsa.

Delinquent Filer Voluntary Compliance Program
.84 The Delinquent Filer Voluntary Compliance (DFVC) Program is designed to encourage plan admin
istrators to file overdue annual reports by paying reduced penalties. Established in 1995 and revised in March
2002, the program offers incentives for delinquent plan administrators to voluntarily comply with ERISA's
annual reporting requirements.

Change in Mailing Address
.85 The DOL has announced a new address to be used for the DFVC Program, for all submissions and
correspondence starting on April 11, 2006. The new address is:
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Private Delivery Service
DFVC Program—DOL
QLP Wholesale Lockbox—NC 0810
1525 West WT Harris Blvd.
Charlotte, NC 28262

.86 Mail submitted to the former address will be forwarded to the new address for a short time. After
this period, mail will be returned, unopened, to the sender.

Program Eligibility
.87 Eligibility in the DFVC Program continues to be limited to plan administrators with filing obligations
under Title I of ERISA who comply with the provisions of the program and who have not been notified in
writing by the DOL of a failure to file a timely annual report under Title I of ERISA. Form 5500-EZ filers and
Form 5500 filers for plans without employees (as described in 29 CFR 2510.3-3(b) and (c)) are not eligible to
participate in the DFVC Program because such plans are not subject to Title I.

Program Criteria
.88 Participation in the DFVC Program is a two-part process. First, file with EBSA a complete Form 5500
Series Annual Return/Report, including all schedules and attachments, for each year relief is requested.
Special simplified rules apply to "top hat" plans and apprenticeship and training plans. Second, submit to
the DFVC Program the required documentation and applicable penalty amount. The plan administrator is
personally liable for the applicable penalty amount and, therefore, amounts paid under the DFVC Program
shall not be paid from the assets of an employee benefit plan.

Penalty Structure
.89
•

Per day penalty. The basic penalty under the program is $10 per day for delinquent filings.

•

Per filing cap. The maximum penalty for a single late annual report is $750 for a small plan (generally
a plan with fewer than 100 participants at the beginning of the plan year) and $2,000 for a large plan.

•

Per plan cap. This cap is designed to encourage reporting compliance by plan administrators who
have failed to file an annual report for a plan for multiple years. The per plan cap limits the penalty
to $1,500 for a small plan and $4,000 for a large plan, regardless of the number of late annual reports
filed for the plan at the same time. There is no "per administrator" or "per sponsor" cap. If the same
party is the administrator or sponsor of several plans required to file annual reports under Title I of
ERISA, the maximum applicable penalty amounts would apply for each plan.

•

Small plans sponsored by certain tax-exempt organizations. A special "per plan" cap of $750 applies to a
small plan sponsored by an organization that is tax-exempt under IRC section 501(c)(3). The $750
limitation applies regardless of the number of late annual reports filed for the plan at the same time.
It is not available, however, if as of the date the plan files under the DFVC Program there is a
delinquent annual report for a plan year during which the plan was a large plan.

•

"Top hat" plans and apprenticeship and training plans. The penalty amount for "top hat" plans and
apprenticeship and training plans is $750.

Internal Revenue Service and Pension Benefit Guaranty Corporation Participation
.90 Although the DFVC Program does not cover late filing penalties under the IRC or Title IV of ERISA,
the IRS and PBGC agreed to provide certain penalty relief for delinquent Form 5500s filed for Title I plans
where the conditions of the DFVC Program have been satisfied.
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.91 Questions about the DFVC Program should be directed to the EBSA by calling (202) 693-8360. For
additional information about the Form 5500 Series, visit the EFAST Internet site at www.efast.dol.gov, or
call the EBSA Help Desk toll-free at (866) 463-3278.

Voluntary Fiduciary Correction Program
.92 The Voluntary Fiduciary Correction Program (VFCP) encourages voluntary compliance by self
correcting violations of the law. The program also helps plan officials understand the law and gives
immediate relief from payment of excise taxes under a class exemption.
.93 A revised VFCP, which simplifies and expands the original VFCP, was published in the Federal
Register in April 2005. The revised VFCP allows applicants to rely on the revised provisions in seeking VFCP
relief. Alternatively, applicants may choose to rely on the provisions of the original VFCP until the revised
VFCP is published in final form.

.94 An amended class exemption was published in the Federal Register but may not be relied upon until
published in final form. The companion class exemption to the original VFCP remains effective and available
to applicants until the revised class exemption is finalized.
.95 Proposed amendments to the VFCP include:
•

Three new eligible transactions dealing with delinquent participant loan repayments, illiquid plan
assets sold to interested parties, and participant loans that violate certain plan restrictions on such loans

•

Simpler methods and an online calculator for figuring out the amount to be restored to plans

•

Streamlined documentation and clarified eligibility requirements, and a model application form

.96 The VFCP allows employers to voluntarily correct specific ERISA violations. Applicants must fully
correct any violations, restore to the plan any losses or profits with interest, and distribute any supplemental
benefits owed to eligible participants and beneficiaries. A "No-Action Letter" is given to plan officials who
properly correct violations.

.97 An amendment to add the sale of illiquid assets to the existing VFCP class exemption is simultane
ously proposed and will not be effective until finalized.
.98 For more information about the VFCP Program, contact a local EBSA regional office through its
toll-free number, (866) 444-EBSA (3272), or visit the DOL online at www.dol.gov/ebsa.

EBSA Outreach and Customer Service Efforts
.99 The EBSA continues to encourage auditors and plan filers to call its Division of Accounting Services
at (202) 693-8360 with ERISA-related accounting and auditing questions. Questions concerning the filing
requirements and preparation of Form 5500 should be directed to the EBSA's EFAST Help Desk at its toll-free
number, (866) 463-3278.
.100 In addition to handling technical telephone inquiries, the EBSA is involved in numerous outreach
efforts designed to provide information to practitioners to help their clients comply with ERISA's reporting
and disclosure requirements. The agency's outreach efforts continue to focus on plan audit quality, the
current Form 5500, the EFAST Processing System, and other agency-related developments. Questions
regarding these outreach efforts should be directed to the Office of the Chief Accountant at (202) 693-8360.
Practitioners and other members of the public may also wish to contact the EBSA at its Web site at www.dol.
gov/ebsa. The Web site also provides information on EBSA's organizational structure, current regulatory
activities, and customer service and public outreach efforts.
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Timeliness of Remittance of Participant Contributions Remains an Enforcement
Initiative for the EBSA
.101 The EBSA continues to focus on the timeliness of remittance of participant contributions in contribu
tory employee benefit plans. Participant contributions are plan assets on the earliest date that they can
reasonably be segregated from the employer's general assets, but in no event later than (1) for pension plans,
the 15th business day of the month following the month in which the participant contributions are withheld
or received by the employer, and (2) for welfare plans, 90 days from the date on which such amounts are
withheld or received by the employer.

Reporting of Late Remittances
.102 Failure to remit or untimely remittance of participant contributions constitutes a prohibited trans
action under ERISA section 406, regardless of materiality. Such transactions constitute either a use of plan
assets for the benefit of the employer or a prohibited extension of credit. In certain circumstances, such
transactions may even be considered an embezzlement of plan assets.

.103 Information on all delinquent participant contributions should be reported on line 4a of either
Schedule H or Schedule I of the Form 5500, regardless of the manner in which they have been corrected. In
addition, plan administrators should correct the prohibited transaction with the IRS by filing a Form 5330
and paying any applicable excise taxes.
.104 Beginning with the 2003 Form 5500, information on delinquent participant contributions is no
longer required to also be reported on line 4d of Schedule G. For large plans that are subject to the audit
requirement:
•

Delinquent participant contributions reported on line 4a that constitute prohibited transactions
(excluding those that have been corrected under the VFCP and for which the conditions of PTE
2002-51 have been satisfied, as described below) may be reported on a separate supplemental
schedule to be attached to the Form 5500 and reported on by the independent qualified public
accountant (IQPA).

•

ERISA and DOL regulations require additional information to be disclosed in supplemental sched
ules. Some of this information is required to be covered by the auditor's report. AU section 551,
Reporting on Information Accompanying the Basic Financial Statements in Auditor-Submitted Documents
(AICPA, Professional Standards, vol. 1), as amended, provides guidance on the form and content of
reporting when the auditor submits a document containing information accompanying the basic
financial statements. If the auditor concludes that the plan has entered into a prohibited transaction,
and the transaction has not been properly disclosed in the required supplemental schedule, the
auditor should (1) express a qualified opinion or an adverse opinion on the supplemental schedule
if the transaction is material to the financial statements or (2) modify his or her report on the
supplemental schedule by adding a paragraph to disclose the omitted transaction if the transaction
is not material to the financial statements. See Chapter 11, "Party in Interest Transactions," of the EBP
Guide for further discussion of prohibited transactions.

.105 Plan officials faced with remitting delinquent participant contributions should consider applying to
the DOL's Voluntary Fiduciary Correction Program (VFCP). Plans that fully comply with the program,
including satisfaction of the conditions of Prohibited Transaction Exemption (PTE) 2002-51:
•

Will receive a "No-Action Letter" issued by the DOL that provides for no imposition of section 502(1)
penalties

•

Receive relief from the IRC's excise tax provisions

•

Continue to report the occurrence and amount of the corrected delinquent remittances on line 4a of
either Schedule H or Schedule I (but not on line 4d or Schedule G)
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Are not required to report such transactions as supplemental information if the plan is required to
be audited since the transactions are not considered to be prohibited transactions

The EBSA's Web site, www.dol.gov/ebsa, contains useful information about the VFCP, including a Fact
Sheet, a FAQ section, and a sample No-Action Letter.

Reporting of Delinquent Loan Repayments
.106 Generally speaking, participant loan repayments are not subject to the DOL's participant contribu
tion regulation (29 C.F.R. sec. 2510.3-102). Accordingly, their delinquent remittance is not reported on line
4a of either Schedule H or Schedule I. However, delinquent remittance of participant loan repayments is a
prohibited transaction.

.107 In Advisory Opinion 2002-2A, the DOL concluded that, while not subject to the participant contri
bution regulation, participant loan repayments paid to or withheld by an employer for purposes of
transmittal to an employee benefit plan are sufficiently similar to participant contributions to justify, in the
absence of regulations providing otherwise, the application of principles similar to those underlying the final
participant contribution regulation for purposes of determining when such repayments become assets of the
plan. Specifically, the Advisory Opinion concluded that participant loan repayments paid to or withheld by
an employer for purposes of transmittal to the plan become plan assets as of the earliest date on which such
repayments can reasonably be segregated from the employer's general assets.
.108 Accordingly, the DOL will not reject a Form 5500 report based solely on the fact that delinquent
forwarding of participant loan repayments is included on Line 4a of the Schedule H or Schedule I. Filers that
choose to include such participant loan repayments on Line 4a must apply the same supplemental schedule
and IQPA disclosure requirements to the loan repayments as apply to delinquent transmittals of participant
contributions.
.109 Delinquent forwarding of participant loan repayments is eligible for correction under the VFCP and
PTE 2002-51 on terms similar to those that apply to delinquent participant contributions.
.110 For questions or further information, contact the Office of Regulations and Interpretations at the
DOL at (202) 693-8500 or at the EBSA's Web site at www.dol.gov/ebsa.

DOL Proposed Rule on Electronic Filing of the Form 5500
.111 As part of its continuing effort to update and streamline the annual reporting process, the EBSA has
published a proposed regulation that would require plans to file the Form 5500 Series report electronically
beginning with plan filings due in 2008.
.112 Adopting an electronic filing system is consistent with recommendations made by the Government
Accountability Office and the ERISA Advisory Council.
.113 The proposed regulation would apply to all employee benefit plans required to file Form 5500
reports with the DOL. In conjunction with this regulatory initiative, EBSA also will update EFAST to ensure
that plans and service providers have secure Internet-based methods for transmitting filings. The text of the
proposed regulation is available on the EBSA Web site at www.dol.gov/ebsa.
.114 In addition, the DOL, along with the IRS and PBGC, will propose revisions to the 2007 plan year
forms to streamline and improve the information filed by plans.
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DOL Abandoned Individual Account Plan Proposed Regulations and Class
Exemption
.115 The DOL has proposed rules to facilitate a voluntary, safe, and efficient process for winding up the
affairs of abandoned individual account plans, so benefit distributions are made to participants and
beneficiaries. Significant business events, such as bankruptcies, mergers, acquisitions, and other similar
transactions affecting the status of an employer, too often result in employers, particularly small employers,
abandoning their individual account pension plans (for example, 401 (k) plans). When this happens, custo
dians such as banks, insurers, and mutual fund companies are left holding the assets of these abandoned
plans but do not have the authority to terminate such plans and make benefit distributions. Participants and
beneficiaries are left with no ability to access the benefits they have earned.

Overview of Proposed Regulations
.116 The proposed regulations establish standards for determining when a plan is abandoned, simplified
procedures for winding up the affairs of the plan and distributing benefits to participants and beneficiaries,
and guidance on who may initiate and carry out the winding-up process.

Plan Abandonment
.117 A plan generally will be considered abandoned under the proposal if no contributions to or
distributions from the plan have been made for a period of at least 12 consecutive months and, following
reasonable efforts to locate the plan sponsor, it is determined that the sponsor no longer exists, cannot be
located, or is unable to maintain the plan.

Determinations of Abandonment
.118 Only a qualified termination administrator (QTA) may determine whether a plan is abandoned
under the proposal. To be a QTA, an entity must hold the plan's assets and be eligible as a trustee or issuer
of an individual retirement plan under the IRC (for example, bank, trust company, mutual fund family, or
insurance company).

Termination and Winding-Up Process
.119 The regulations establish specific procedures that QTAs must follow, including:
•

Notifying EBSA prior to, and after, terminating and winding up a plan

•

Locating and updating plan records

•

Calculating benefits payable to participants and beneficiaries

•

Notifying participants and beneficiaries of the termination and their rights and options

•

Distributing benefits to participants and beneficiaries

•

Filing a summary terminal report

A QTA is not required to amend a plan to accommodate the termination, and the rules include model notices
that the QTA may use.

Rollover Safe Harbor for Missing Participants
.120 The regulations establish a fiduciary safe harbor for the investment of rollover distributions from
terminated plans to IRAs for missing participants.
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Fiduciary Liability and Annual Reporting Relief
.121 QTAs that follow the regulation will be considered to have satisfied the prudence requirements of
ERISA with respect to winding-up activities.
.122 The regulation provides annual reporting relief, under which QTAs are not responsible for filing a
Form 5500 Annual Report on behalf of an abandoned plan, either in the terminating year or any previous plan
years, but the QTA must complete and file a summary terminal report at the end of the winding-up process.

Proposed Class Exemption
.123 Accompanying the proposed regulations is a proposed class exemption that would provide condi
tional relief from ERISA's prohibited transaction restrictions.

.124 The proposal would cover transactions where the QTA selects and pays itself to provide services in
connection with terminating an abandoned plan, and for selecting and paying itself in connection with
rollovers from abandoned plans to IRAs maintained by the QTA, including payment of investment fees as
a result of the investment of the IRA's assets in a proprietary investment product.
.125 Any questions about the proposed regulation should be directed to the EBSA's Office of Regulations
and Interpretations at (202) 693-8500. Questions about the proposed exemption should be directed to EBSA's
Office of Exemption Determinations at (202) 693-8540.

Legislative Developments
.126 On December 15, 2005, the House passed the Pension Protection Act (H.R. 2830) and on November
16,2005, the Senate passed its own reform bill, The Pension Security and Transparency Act of 2005 (S. 1783).
Members of a House-Senate conference are in the process of merging the two bills into a single measure that
must be approved by both the House and Senate before being sent to the President for his signature.
.127 The legislation is aimed at improving workers' retirement security through strengthening the
funding requirements for single-employer defined benefit pension plans, creating new rules for multiem
ployer plans, and improving disclosures to current plan participants. Legislation would also expand
retirement savings options and provide enhanced disclosures to participants in defined contribution plans.

.128 Further information about the House and Senate bills may be found at the House Education &
the Workforce Committee Web site at http://edworkforce.house.gov/issues/109th/workforce/pension/
pension.htm.

Audit Issues
Investments
.129 Pension funds, especially master trust arrangements and those with large investment portfolios,
continue to invest in hard-to-value and alternative investments, including hedge funds, limited partnerships,
real estate, and derivatives. Many plans also use securities lending arrangements as a way to enhance
investment performance.
.130 Plan investments represent the majority of assets held by a benefit plan. Benefit plans invest in a
wide variety of investments and investment vehicles, some of which are not easily identified by review of
the investment trust statements. It is important for auditors to gain an understanding of the types of
investments the plan holds to determine the proper auditing procedures and accounting and reporting
implications. This understanding can be obtained through (1) discussions with plan management, investment
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advisers, custodians, or trustees and (2) reviews of investment agreements, minutes of investment committee
meetings, and other documentation. Chapter 7 of the EBP Guide provides a description of various invest
ments and related audit procedures. Also see Appendix B of this Alert for definitions of certain investments.

Investment Confirmation for Full-Scope Audits
.131 Investment confirmations are used to obtain evidence regarding the existence and ownership of
investments held by a benefit plan. The following is an example investment confirmation that can be used
to help confirm existence and ownership of investments for full-scope audits. For further guidance on the
use of confirmations, refer to Interpretation No. 1, "Auditing Interests in Trusts Held by a Third-Party Trustee
and Reported at Fair Value," of AU section 328, Auditing Fair Value Measurements and Disclosures (AICPA,
Professional Standards, vol. 1). Engagement teams should modify the confirmation as considered necessary to
the specific circumstances of each engagement.
.132 In addition to the confirmation below, engagement teams may also want to inquire of the plan
sponsor and/or trustee/custodian the following:
•

The identification of any nonreadily marketable securities

•

Any accounting policy changes implemented by the trustee/custodian during the year ended
December 31, 200X, that affected the plan's records.

•

The basis of accounting of the records of the trust. If the records are maintained on a basis of
accounting other than the accrual basis, the amount and nature of any unrecorded accrued income
and expenses as of [statement of net asset date],

•

The basis of how gains and losses on investments are calculated (that is, historical cost or current
value cost basis).

•

How gains and losses on investment are calculated (that is, moving average, specific identification
or other basis).

.133 If the portfolio includes common collective trust funds and/or pooled separate accounts, engage
ment teams should consider requesting a copy of the most recent annual report (with audited financial
statements) for each of the common collective trust funds or pooled separate funds held by the plan.
Help Desk—It is becoming more common for trustees/custodians to provide audit firms
with electronic access to trust statements using a protected password. This may be an
acceptable method to obtain a listing of assets of the plan but does not preclude the audit
firm from confirming the existence of the investments with the respective trustee/custodian.

.134 The following is an illustrative full-scope investment confirmation:
[Date]

[Contact's Name]
[Name of Custodian or Trustee]

[Address]
[City, State, Zip Code]

Dear [Name of Custodian or Trustee],

In connection with the audit(s) of the financial statements of [name ofplan(s)] (the Plan), as
of [statement of net asset date], please provide the following directly to our independent
auditors [name of audit firm]:
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1. A complete listing of all securities held by you as of [statement of net asset date]. Such
listing should include the name of the issuer, description of the investment including the
number of shares of stock, par value of bonds, units of participation, principal amount of
mortgages, maturity date, interest rate, cost and fair market value at the end of the period.
2. [Include this paragraph if securities lending transaction exist.] The dollar amount by type of
investment of securities on loan and the nature and amount of collateral held as of [statement
of net asset date]. In addition provide the amount of income earned for securities lending
activities for the year ended [December 31,200X].
In addition, please confirm that:

1. There are no pledges, liens or other security interests against the securities owned by the
Plan as of [statement of net asset date], other than those disclosed in item 2 above and that we
are aware of or that we exercised. If there are any pledges, liens, or other security interest,
please provide the details of these items.
2. No loans were made by the plan that we are aware of during the year ended December
31, 200X, other than individual participant loans, if applicable.
3. There were no obligations in default for the year ended December 31, 200X.

4. The records of the trust are recorded on the trade date basis. If transactions are recorded
on a basis other than the trade date, please provide a listing of unsettled transactions as of
[statement of net asset date].
5. The listing of securities held by you as of [statement of net assets date], provided by you
and sent directly to our independent auditors, is a complete and accurate listing of all
securities held by you, as trustee/custodian for the plan.

To assure an independent confirmation, please send your reply directly to [name of firm] at
[address of firm], in the enclosed self-addressed envelope by [date].
Sincerely,
[Name of Plan Administrator]

[Title]

[Telephone Number]

CONFIRMATION
To [Name of Audit Firm]

We have attached the requested information and confirm that the information above is
correct except as noted below:

Signature
Date
Title
AICPA Audit and Accounting Manual

AAM §8060.134

8178-6

Alerts

71

6-06

Separately Managed Accounts
.135 Some plans have accounts at a trust company or similar institution consisting of individual plan
assets that are managed by an investment manager specifically for the plan. Often these separately managed
accounts are mistaken for pooled investment vehicles. A review of the underlying investment agreement
with the investment manager will typically reveal whether the investment is a pooled or separately managed
vehicle. Individual assets of a separately managed account are held in the name of the plan. The auditing
objectives and procedures described in paragraphs 7.15 and 7.16 of the EBP Guide also apply to individual
assets and activity for a separately managed account. (Such individual investments are also subject to the
reporting requirements in paragraph 2.14, 3.25, or 4.42 of the EBP Guide. In addition, these investments
would be considered individual investments for purposes of reporting on Form 5500, Schedule H, line
4i—Schedule of Assets (Held at End of Year) and line 4j—Schedule of Reportable Transactions.)

Limited Partnerships, Hedge Funds, Private Equity, or Venture Capital Funds
.136 Limited partnerships, hedge funds, private equity, or venture capital funds are pooled investment
funds that are lightly regulated and not readily marketable, unlike registered investment funds, commonly
known as mutual funds. Plan sponsors typically invest in such vehicles to enhance investment returns.
However, such vehicles may result in increased audit risk as there is typically not a SAS No. 70 report
available covering the internal controls at the investment manager for the funds. Auditors should take special
care in identifying when a plan invests in a such funds because it is not uncommon for such investments
to be classified incorrectly (for example, as a registered investment company or other type of fund) on the
schedule of investments provided by the custodian or trustee.
.137 Paragraph 7.60 of the EBP Guide addresses auditing procedures for alternative investments, such
as limited partnerships, hedge funds, and private equity, or venture capital funds when performing
full-scope audits.
Help Desk—Confirmation does not constitute adequate audit evidence regarding valu
ation. For further guidance see Interpretation No. 1, "Auditing Investments in Securities
Where a Readily Determinable Fair Value Does Not Exist," of AU section 332, Auditing
Derivative Instruments, Hedging Activities, and Investments in Securities (AICPA, Professional
Standards, vol. 1).

.138 Auditors should take special care in performing limited scope audit procedures on limited partner
ship investments and similar vehicles, as often the certifying entity does not have timely or accurate
information regarding the amount and valuation of the plan's investment in the limited partnership or
similar vehicles. If such investments have not had adequate year-end valuation procedures performed, the
plan administrator should consider (1) requesting the trustee/custodian to exclude such investments from
the limited scope certification and (2) instructing the auditor to perform full scope procedures on such
investments. Although the auditor is not required to audit certain investment information when the limited
scope audit exemption is applicable, further investigation and testing are required whenever the auditor
becomes aware that such information is incorrect, incomplete, or otherwise unsatisfactory for the purpose
of reporting on the financial statements (see paragraph 7.65 of the EBP Guide). Plan sponsors often use the
information certified by the trustee/custodian to prepare the plan's financial statements. However, informa
tion certified by the trustee/custodian is not always in a proper financial statement format. Auditors should
keep in mind that while they may not be auditing investments when performing a limited scope audit, they
are still responsible for ensuring that the required financial statement disclosures are adequate.
.139 In addition, often the financial statements or appraisal prepared for limited partnerships and similar
vehicles do not have the same year end as the plan. The financial statements or appraisal need not cover the
exact period covered by the plan's financial statements; they should, however, be sufficiently recent to satisfy
the plan auditor. Auditors may wish to consider additional auditing procedures to address the gap in reporting,
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such as (1) requesting monthly financial activity of the partnership or similar vehicle since the financial
statement or valuation date and performing substantive analytics, (2) inquiring of the investment adviser
regarding monthly valuation procedures and any unusual investment activity changes that would result in
significant changes in market value, and (3) evaluating the need for additional evidence to determine the fair
value of the investments.

Securities Lending Transactions
.140 Under Financial Accounting Standards Board (FASB) Statement of Financial Accounting Standards
No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities, plans that
engage in securities lending should present the assets received in return for the securities, as well as the
exchanged securities, on the statement of net assets available for benefits. The exchanged securities, as well
as the assets received for them (if an investment) should be reported on the ERISA-required supplemental
schedule of assets (held at end of year) with the appropriate disclosures.

.141 For securities lending arrangements within a master trust, footnote disclosure of the master trust
investments should include the collateral pledged as well as an offsetting liability for the return of the
collateral. Since plan investments in a master trust are recorded as a single line item on the plan's statements
of net assets, securities lending in the master trust would not be reflected on the face of the plan's financial
statements. Often auditors are unaware that the plan has entered into these transactions because the
trustee/custodian nets the collateral assets against the collateral liabilities and the only indication is the
existence of "other income" on the statements. Auditors should ask the plan sponsor and service providers
about the existence of a securities lending arrangement as well as reviewing plan documents to determine
the proper auditing procedures. It is important to note that the terms of security lending agreements vary;
therefore, it is recommended that auditors obtain a copy and review the security lending agreements to help
gain an understanding of the security lending arrangements entered into by the plan sponsor.
.142 Securities loaned under a securities lending program at the end of the year should be reported on
the Form 5500 Schedule of Assets (Held at End of Year). If applicable, a notation should be made in column
(c) showing there is a restriction on transferability of the loaned securities.

103-12 Entities
.143 How a plan reports investments on Schedule H to the Form 5500 depends on the nature of the
underlying assets of the investments and whether the plan sponsor elects to file directly with the DOL.
.144 DOL regulation 29 CFR 2520.103-12 provides an alternative method of reporting for plans that invest
in an entity, other than a master trust investment account (MTIA), common/collective trust (CCT), or pooled
separate account (PSA), whose underlying assets include "plan assets" (within the meaning of DOL
regulation 29 CFR 2510.2-101) of two or more plans that are not members of a related group of employee
benefit plans. Making this determination can be complicated and may necessitate legal or other specialized
industry consultation. Generally a 103-12 entity will operate based on its legal structure (according to its
operating agreements) in the form of a financial services product such as a trust or a limited partnership.
Typically, audited financial statements are required by the entity's operating agreement and are prepared
in accordance with generally accepted accounting principles (GAAP) in a format following industry stand
ards consistent with the entity's operations. For example, a 103-12 entity that operates as a limited partnership
would prepare financial statements in accordance with GAAP for limited partnerships. See paragraph A.56
of the EBP Guide for guidance on the filing requirements for 103-12 entities.
.145 Often the format of the financial statement schedules (for example, the Schedule of Assets) for the
103-12 entity prepared in accordance with industry standards is not consistent with the format of the
schedules as required by Form 5500 instructions. Form 5500 requirements should be considered when
reporting on additional information schedules to be attached to the 103-12 entity's financial statements filed
with the Form 5500.
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Self-Directed Investments
.146 Plan sponsors of participant-directed defined contribution plans continue to allow participants to
expand their control over investment decisions, through self-directed investments, sometimes referred to as
self-directed brokerage accounts. These features allow participants to select any investment they choose
without oversight from the plan administrator or investment committee. Self-directed investments are
different from participant-directed investment fund options. Participant-directed investment fund options
allow the participant to select from among various available alternatives and to periodically change that
selection. The alternatives are usually fund vehicles, such as registered investment companies (that is, mutual
funds); commingled funds of banks; or insurance company pooled separate accounts providing varying
kinds of investments, for example, equity funds and fixed income funds. Paragraphs 7.61 through 7.63 of the
EBP Guide provide additional guidance on self-directed features.

Help Desk—Auditors should note that when a SAS No. 70 report is available, often it does
not cover the self-directed investments.

Common Audit Concerns
.147 The following table lists specific areas, often overlooked, that auditors should pay particular
attention to when auditing employee benefit plans. Discussion of these hot topics can found in the "Audit
Issues" section or the "Industry and Economic Developments" section of this Audit Risk Alert (see the Table
of Contents for applicable paragraph references).
Hot Topic

Allocation testing for defined contribution plans
Auditing health and welfare plans

Eligible compensation and payroll data

Investments

Missing participant data
Service provider arrangements

Auditing Health and Welfare Plans
.148 Health and welfare plans present unique audit challenges. They continue to be more complex and
more expensive to audit than other types of plans. The administration of health claims payments has always
been complicated, and the requirements for more timely claims processing, appeal decisions, and the privacy
requirements under the Health Insurance Portability and Accountability Act of 1996 (HIPAA) have added
to these complexities. When auditors are using standard audit programs for employee benefit plans, those
programs should be tailored to the unique nature of health and welfare plans.
.149 Before performing a health and welfare plan audit, it is critical for the auditor to obtain a clear
understanding of the plan. It is important to note that the audit requirement is of the plan and not of the trust.
Therefore, the auditor needs to understand the benefits offered by the plan and should consider the following:
•

Which benefits are fully insured versus self-insured

•

Who the providers are and the elements of the contractual arrangement with the plan

•

For self-insured claims, how the various claims are administrated and adjudicated, and how fees are
charged

•

What information systems are used to support the plan operations, and which of those are in-house
systems or outsourced
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.150 When answering these questions, the auditor should consider the responses with regard to all
covered participants (that is, active participants, Consolidated Omnibus Budget Reconciliation Act (COBRA),
and retirees). Understanding the various benefits offered, the service providers, and the control environ
ment are key to developing the audit approach and the sampling methodology.
.151 This section is intended to describe certain areas unique to health and welfare benefit plans,
including suggested audit procedures4 such as:

A. HIPAA Privacy Concerns
B. Health and Welfare Claims and Potential Problems

C. Contracts with Benefit Service Providers

D. Rebates Receivable
E. Accumulated Eligibility Credits
F. Actuarial Data and Census Information

G. Stop-Loss Coverage

H. Premium Stabilization Reserves
I.

COBRA

J.

Health Savings Accounts and Health Reimbursement Arrangements

A. HIPAA Privacy Concerns
.152 HIPAA established standards for the privacy and protection of individually identifiable electronic
health information as well as administrative simplification standards. HIPAA includes protection for those
who move from one job to another, who are self-employed, or who have preexisting medical conditions, and
places requirements on employer-sponsored group health plans, insurance companies, and health mainte
nance organizations.
.153 The rules include standards to protect the privacy of individually identifiable health information.
The rules (applicable to health plans, health care clearinghouses, and certain health care providers) present
standards with respect to the rights of individuals who are the subjects of this information, procedures for
the exercise of those rights, and the authorized and required uses and disclosures of this information. These
are the first-ever national standards to protect medical records and other personal health information. The
rules were effective for most health plans on April 21, 2005 (small health plans, as defined, have until April
21, 2006, to comply).

.154 Business Associates Agreements. HIPAA requires that plan sponsors enter into a business associ
ates agreement with any of their service providers that have access to any protected health information (PHI).
If asked to sign such confidentiality, indemnification, or business associates agreements, auditors need to
take special care in reviewing these agreements. Often the auditor may not agree with certain language in
the agreement, resulting in delays in the audit until mutually agreeable language is determined. Many of the
representations are very broad. The agreements generally require that the auditor hold the claim processor
harmless from any actual or threatened action arising from the release of information without limitation of
liability. In addition, the agreements may require the auditor to hold the client harmless as well. This last
indemnification will most likely contradict provisions in the engagement letter between the auditor and the
client. Before entering into any confidentiality agreements, the agreement should be reviewed by the
auditor's legal counsel. Auditors need to keep in mind that the testing of claims by a third-party administrator
could be delayed as a result of the request to sign such an agreement and should plan the timing of the audit
4 Some of the audit procedures noted may be more than what is required by generally accepted auditing standards (GAAS).
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accordingly. If the auditor is unable to obtain access to records as a result of not signing a confidentiality
agreement, or a third-party administrator's refusal to provide access under any circumstances, a scope
limitation could result.
.155 Audit Documentation. As previously noted, HIPAA requires that plan sponsors enter into a
business associates agreement with any of their service providers that have access to any PHI. Accordingly,
an auditor is considered a business associate and, after entering into a business associates agreement, should
be permitted access to the necessary information required by professional standards to opine on a plan's
financial statements. HIPAA regulations allow for the auditors' working papers to contain PHI; however,
PHI in working papers obligates the auditing firm to comply with the HIPAA privacy laws and business
associates agreement provisions to maintain the privacy of the PHI, which includes:
•

Restricting access to the working papers

•

Providing an accounting of disclosures of PHI

•

Reporting to the sponsor any misuse of PHI by the accounting firm

.156 Auditors should follow the documentation requirements of AU section 339, Audit Documentation
(AICPA, Professional Standards, vol. 1),5 and their documentation should include:

•

Summary of evidence obtained, reviewed, and tested.

•

Identification of actual selection made for testing, such as claim number, dollar amount, and check
number. Due care should be taken to employ an alternative system of participant identification to
avoid identification of the participant in the working papers.

•

Names of individuals at the sponsor or third-party administrator with whom discussions were held
to determine propriety of payment or other operational procedures.

•

Methodology employed to determine sample size and selection criteria.

B. Health and Welfare Claims and Potential Problems
.157 The auditor should have a basic understanding of the terms of the plan and have the skill and
knowledge to test that claims are being properly adjudicated. It is not expected that the auditor would have
the knowledge of a skilled billing claims specialist or a skilled medical specialist when claims are processed
by a third-party administrator. The auditor should be aware, however, of the typical problems that a health
and welfare plan might experience when processing claims. The auditor should be aware of any processing
problems with claims that the plan is experiencing, and should discuss with the plan administrator what the
plan is doing to correct these issues. See Appendix E of this Audit Risk Alert for claims testing information.
These potential problems may include:
•

Unbundling (charging for performance of multiple procedures when only one procedure was
performed) or upcoding (charging for a higher level of service than the procedure actually performed)

•

Fictitious services or unnecessary services performed by providers

•

Duplicate claims or duplicate coverage

5 In December 2005 the AICPA Auditing Standards Board (ASB) issued Statement on Auditing Standards (SAS) No. 103, Audit
Documentation, which supersedes SAS No. 96 and amends SAS No. 1, section 530, Dating of the Independent Auditor's Report. SAS No. 103
is effective for audits of financial statements for periods ending on or after December 15, 2006, with earlier application permitted. Form
11-K filers should follow Public Company Accounting Oversight Board (PCAOB) Auditing Standard No. 3, Audit Documentation
(AICPA, PCAOB Standards and Related Rules, AU sec. 339). PCAOB Auditing Standard No. 3 supersedes SAS No. 96 for audits of issuers
only.
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•
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.158 When testing health and welfare claims, some errors typically found include:
1. Eligibility. Testing for eligibility is different from those procedures for a pension or 401 (k) plan. In
many cases the person receiving the benefit is different from the actual participant. Audit procedures
may include verifying the coverage elected by the participant at the date of service. Many plans allow
coverage for a spouse, dependents, or other family members. Most problems with eligibility relate
to a participant who terminates and whose eligibility ceased before the date of service for which the
claim was filed.

2. Wrong individual. The claim was paid for the wrong person. This occurs when two or more
participants have the same or similar names. Claims are also paid for the wrong family member.
3. Other errors. These may occur in the diagnosis code, the CPT/HCPCS code,6 or in the information
in the claims form.

C. Contracts With Benefit Service Providers
.159 For any contracts the plan has with a benefit service provider, the reconciliation of the amounts due
to or from the benefit service provider should be examined to determine if the amounts are appropriate. Any
amounts due from the benefit provider should be classified as a receivable in the statement of net assets, and
amounts due to the provider would normally be shown in the financial statements with the other benefit
obligations of the plan.

D. Rebates Receivable
.160 If there are rebates receivable from a service provider, those rebates should be examined to determine
if the correct amount for the appropriate periods of time has been reflected in the proper period. In addition,
the auditor should gain an understanding of the service contracts and apply procedures to determine if all
rebates have been received by the plan. These include rebates from prescription drug programs or excess
premiums paid over claims incurred under certain contractual arrangements with insurance companies.
Finally, the auditor should consider the propriety of the rebate. For example, if the payment vehicle for the
claims receiving the rebate was the Voluntary Employees' Beneficiary Association (VEBA) trust account,
receipt of the rebate by the plan sponsor and deposit of such rebate into a nontrust account may not be
appropriate.

E. Accumulated Eligibility Credits
.161 Many plans cover participants when they are terminated or otherwise unemployed. Single employer
plans often cover up to 30 days after employment ends. Multiemployer plans can cover up to 60 days or
longer after employment ends. In the construction industry, where work is seasonal, hour banks are often
used to provide insurance coverage for the months when the participant does not work. If the plan permits
accumulated eligibility credits, there should be an obligation recorded for those credits. The auditor should
determine whether the plan provides for accumulated eligibility credits and should determine if the
obligation has been properly calculated, reported, and disclosed in the financial statements in accordance
with paragraph 23 of Statement of Position (SOP) 01-2, Accounting and Reporting by Health and Welfare Benefit
Plans.
6 Physicians' Current Procedural Terminology (CPT) is a listing of descriptive terms and identifying five-digit codes for reporting
medical services and procedures. The Health Care Financing Administration (HCFA) developed level II and level III codes in its
Healthcare Common Procedure Coding System (HCPCS codes) to bill for supplies and services not covered by a CPT code (level I).
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F. Actuarial Data and Census Information
.162 The actuarial data and census information furnished by the health and welfare plan sponsor to the
actuary, especially when the plan covers retirees, is as important as the data used in a defined benefit pension
plan. The auditor should gain assurance through confirmation or other audit procedures to ensure that the
actuarial data and census information furnished to the actuary is complete and accurate.

G. Stop-Loss Coverage
.163 One way for a plan to protect itself against excessive losses is to purchase stop-loss insurance.
Stop-loss insurance can be either specific or aggregate. Specific stop-loss insurance protects the plan against
claims that exceed a predetermined maximum per person or per family. All claims above the specific
stop-loss amount (for example, $25,000) are normally reimbursed at 100 percent up to a limit contained in
the plan. Aggregate stop-loss coverage reimburses the plan when total eligible claims exceed a predeter
mined aggregate, such as 125 percent of expected claims.
.164 The auditor should gain an understanding of the stop-loss coverage that a plan has and should test
that claims have been properly filed against the policy within the period specified by the policy.
Help Desk—Employers sponsoring welfare plans may purchase a stop-loss insurance
policy with the employer as the insured to help the employer manage its risk associated with
its liabilities under the plan. These employer contracts with premiums paid exclusively out
of the employer's general assets without any employee contributions generally are not plan
assets and are not reportable on Schedule A or the plan's financial statements.

H. Premium Stabilization Reserves
.165 In some fully insured or minimum premium arrangements, an insurance company may require a
contract holder to maintain a premium stabilization reserve. Such reserves are usually adjusted by the insurance
company at the end of the policy year. The annual adjustment is often the computed difference, or some
factor thereof, between actual claims experience of the insurer and premiums paid by the contract holder.
Generally, premium stabilization reserves are held in the general assets of the insurance company and are
used to pay future premiums of the contract holder. If the premium stabilization reserve is certain to provide
future benefits to the plan, the reserve is reported as an asset of the plan. In some cases, the contract holder
may liquidate the premium stabilization reserve via cash payment from the insurance company. In other
cases, the premium stabilization reserve is forfeited by the contract holder in the event of termination of coverage.
Criteria for realization of the reserve should be considered when evaluating the existence of the asset.

I. COBRA
.166 Many health and welfare plans are required to provide continuation of benefits upon termination
of employment through COBRA. This continuation of benefits may be considered a postemployment or
postretirement obligation, depending upon the terms of participation. In accordance with SOP 01-2, the
benefit obligation associated with COBRA would be equal to the actuarial present value of the cost of such
benefits, less the present value of expected participant contributions for such benefits. Many plans require
that participants pay the estimated full cost of health benefits provided under COBRA. In such situations,
the net cost to the plan sponsor for such benefits is zero, and thus the plan would not recognize an obligation.
If the plan sponsor subsidizes the cost of health benefits under COBRA, an obligation should be recognized
by the plan to the extent that all criteria required by FASB Statement No. 112, Employers' Accounting for
Postemployment Benefits, FASB Statement No. 106, Employers' Accounting for Postretirement Benefits Other Than
Pensions, or both, are satisfied.
.167 In many cases, the collection of COBRA contributions and payment of COBRA benefits are per
formed by third-party administrators. The administration of these benefits should be understood so accounting
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for all COBRA activity is included in the financial statements of the plan. In the event that benefits provided
by COBRA are self-insured, the obligation for claims incurred but not reported should include COBRA
participants.
.168 Notices for COBRA Continuation Health Care Coverage. The DOL has published final rules
clarifying the requirements for notices under COBRA for employees, employers, and plan administrators.
The rules provide guidance and model notices for workers and family members to continue their group
health care coverage. Under COBRA, most group health plans must give employees and their families the
opportunity to elect a temporary continuation of their group health coverage when coverage would
otherwise be lost for reasons such as termination of employment, divorce, or death. COBRA requires that
certain notices be given before individuals can elect COBRA coverage. The plan administrator must give
employees and spouses a general notice explaining COBRA when the employees and spouses first become
covered under the plan. When an event occurs that would trigger a right to elect COBRA coverage, either
the employer or the employee and his or her family members must notify the plan of the event. Finally, when
the plan receives this notice, the plan must notify individuals of their COBRA rights and allow them to elect
continuation coverage. Model notices contained in the regulation are available for download from the EBSA's
Web site at www.dol.gov/ebsa.

J. Health Savings Accounts and Health Reimbursement Arrangements
.169 Individuals enrolled in certain high-deductible health plans (HDHPs) can establish Health Savings
Accounts (HSAs) to receive tax-favored contributions (from either the employee or employer). The contri
bution made to the HSA is distributed on a tax-free basis to pay or reimburse qualifying7 health expenses,
may be used for future expenses, or may be used (on a taxable basis) for non-health purposes. Funds held
in the HSA can be used to pay premiums for long-term care insurance, and can be used to pay for health
insurance premiums while receiving unemployment benefits or continuation benefits under COBRA. The
HSA's funds are required to be held by an insurance company or trustee (bank).
.170 A Health Reimbursement Arrangement (HRA) is similar to an HSA; however, HRAs are funded
solely through employer contributions and may not be funded by the employee through a voluntary salary
reduction agreement. There is no requirement for the arrangement to be part of an HDHP, and the funds can
be held by the employer or a VEBA trust. Employees are reimbursed tax free for qualified medical expenses
up to a maximum dollar amount for a coverage period.

.171 When HSAs or HRAs are standalone, they have no audit requirement. However, HSAs and HRAs
that are a component of a health and welfare plan are subject to audit, as are the other components of that
health and welfare plan. See paragraph 4.06 in the EBP Guide for further information about HSAs and HRAs.

Eligible Compensation and Payroll Data

Eligible Compensation
.172 Plan documents specify the various aspects of compensation (for example, base wages, overtime,
and bonuses) that are considered in the calculation of plan contributions for defined contribution plans and
in the determination of benefits in a defined benefit plan. Testing of payroll data should address the
determination of eligible compensation for individual employees and comparison of the definition of eligible
compensation used in the calculation to the plan document. Since this process is generally not included in
the payroll testing of the plan sponsor or in type 2 SAS No. 70 reports, a comparison of eligible compensation
per the plan document to eligible compensation used in plan operations is necessary.
7 This refers to qualified health expenses as defined under IRC section 213(d).
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.173 The auditor should examine the definition of compensation used to determine whether the method
used is allowable within the IRC. An employer may use any definition of compensation that satisfies IRC
section 414(s), which does not allow a method of determining compensation if that method discriminates in
favor of highly compensated employees. Salary deferrals do not have to be included in the definition of
compensation if the plan specifically provides for this limitation.

Payroll Data
.174 If one audit firm performs both the plan audit and corporate audit, there may be some efficiencies
to be achieved surrounding the testing of payroll. While testing of the payroll area may have been performed
in conjunction with the corporate audit, all of the assertions surrounding payroll relevant to the plan audit
may or may not have been tested. The plan auditor needs to understand which assertions surrounding
payroll were tested during the corporate audit in order to determine the scope of payroll testing required
for the plan audit.
.175 For example, payroll testing performed for a corporate audit may include only high-level analytics
with limited documentation of control environment or performance of substantive procedures, and may be
insufficient to satisfy the payroll testing requirements for a plan audit. Often payroll processing is outsourced
to an outside service provider that may have a SAS No. 70 type 1 report, which provides a description of
procedures and controls, but does not have a SAS No. 70 type 2 report, which also includes testing of the
procedures and controls and can be used to reduce the scope of substantive testing. There are some payroll
service providers that have a SAS No. 70 type 2 report. However, the SAS No. 70 type 2 reports often have
extensive user controls that must be present at the plan sponsor and tested by the plan auditor in order to
rely on the SAS No. 70 type 2 report. Paragraph 10.05 of the EBP Guide describes procedures the auditor
should consider to test payroll in conjunction with the plan audit. Also see Appendix F of this Audit Risk
Alert for guidance on payroll auditing.

.176 In certain circumstances the plan sponsor may issue an integrated Rule 404 report under PCAOB
Auditing Standard No. 2, An Audit of Internal Control Over Financial Reporting Performed in Conjunction With
an Audit of Financial Statements, that includes tests of controls surrounding the payroll area. The report should
be reviewed carefully by the plan auditor to determine its usefulness in reducing the scope of testing for the
plan audit. Plan auditors should be aware that while they may be able to rely on key controls tested by the
corporate auditor to reduce the scope of payroll testing for the plan audit, key controls tested by management
may not be used to reduce the scope of the payroll testing for the plan audit.
.177 If the plan sponsor has an internal audit department that has performed work on payroll data that
is relevant to the audit, and it is efficient to incorporate their work into the audit, AU section 322, The Auditor's
Consideration of the Internal Audit Function in an Audit of Financial Statements (AICPA, Professional Standards,
vol. 1), provides guidance on what the auditor needs to consider when making use of the internal auditors'
work in the plan audit.

Consideration of Fraud in Employee Benefit Plan Engagements
.178 AU section 316, Consideration of Fraud hi a Financial Statement Audit (AICPA, Professional Standards,
vol. 1), establishes standards and provides guidance to auditors in fulfilling their responsibility to plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement, whether caused by error or fraud. AU section 316 was effective for audits of financial
statements for periods beginning on or after December 15, 2002.

Practical Guidance
.179 The AICPA Practice Aid Fraud Detection in a GAAS Audit, Revised Edition (product no. 006615kk)
provides a wealth of information and can help in complying with the provisions of AU section 316. Moreover,
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this Practice Aid will assist auditors in understanding the requirements of AU section 316 and whether
current audit practices effectively incorporate these requirements. This Practice Aid is an Other Auditing
Publication as defined in AU section 150z Generally Accepted Auditing Standards (AICPA, Professional Standards,
vol. 1). Other auditing publications have no authoritative status; however, they may help the auditor
understand and apply AU sections.

.180 Some of AU section 316 requirements include:
1. A required brainstorming session among the audit team members to discuss the potential for material
misstatement due to fraud.

2. An increased emphasis on inquiry as an audit procedure that increases the likelihood of fraud
detection. Inquiries should be made of management and others to understand their opinions on fraud
risk. Individuals the auditor should consider making inquiries of may include plan administrators,
service providers, chief financial officer or vice president of finance (especially if not auditor of the
plan sponsor), vice president of human resources, internal audit director or manager, and the audit
committee or plan oversight committee members. In addition, auditors should consider expanding
their inquiries to others when appropriate (for example, operating personnel; lower-level employees;
and employees involved in structuring, recording, or processing complex or unusual transactions).

3. Expanded use of analytical procedures to gather information used to identify risks of material
misstatement due to fraud. Analytics should be considered at planning and throughout the audit.
4. The consideration of other information, such as client acceptance and continuance procedures, during
the information-gathering phase.
5. Expanded guidance on evaluating information obtained and identifying the risks that may result in
a material misstatement due to fraud. The auditor needs to perform an effective synthesis of the
identified risks in an effort to determine where the entity is most vulnerable to material misstatement
due to fraud, the types of frauds most likely to occur, and how those material misstatements are likely
to be concealed.
6. The presumption that improper revenue recognition is a fraud risk in all entities. For employee
benefit plans, this risk is primarily related to investment income resulting from inappropriate
investment valuation. For multiemployer plans, the auditor should consider whether employers are
motivated to understate the employer contributions due.

7. Mandate of certain audit responses on every audit engagement. These responses are designed to
specifically address the risk of management override over internal controls. The risk of management
override of controls should be considered a fraud risk in every audit and the auditor should perform
tests in response to it [for example, journal entries, accounting estimates, unusual transactions
(business rationale)].
8. Requirements for the auditor to take into account an evaluation of the entity's programs and controls
that address the identified fraud risks. Examples of programs and controls for employee benefit plans
include those listed in Appendix B of the EBP Guide. The auditor should consider whether such
programs and controls mitigate the identified risks of material misstatement due to fraud.

.181 The use of service providers to perform administrative functions does not eliminate the require
ments of AU section 316. The plan sponsor still has user controls and responsibilities for data submitted to
service providers. The auditor should consider:

1. Asking the plan sponsor about its procedures to detect, monitor, and control fraud at service
organizations.
2. Obtaining and reviewing the SAS No. 70 reports from service organizations.
3. Making inquiries directly of the service provider, especially if no SAS No. 70 report is available.
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The Auditors' Response
.182 The auditor may respond to the risks of material misstatement due to fraud in three ways:

1.

A response that has an overall effect on how the audit is conducted. For example:

a.

Assignment of personnel and supervision—The greater the risk of material misstatement, the
more experienced the personnel should be and the greater the amount of supervision required.

b.

Accounting principles—Consider the choice of accounting principles selected and potential
biases.

c.

Predictability of auditing procedures—Incorporate an element of unpredictability into auditing
procedures performed. This is important because these tests are not performed based on risk or
materiality.

2. A response to identify risks involving the nature, timing, and extent of audit procedures. In particular,
the auditor should evaluate the procedures performed to address specific accounts or classes of
transactions (for example, revenue recognition and accounting estimates).
3. A response to address management override of controls, including examining journal entries and
other adjustments. The auditor should test the appropriateness of journal entries and other adjust
ments (for example, review the detailed trust statements for nonstandard or unusual journal entries).
They might consider making inquiries of various individuals as to their awareness of inappropriate
entries.

.183 See Appendix H of the EBP Guide for specific procedures that may be performed.

The Importance of Exercising Professional Skepticism
.184 Because of the characteristics of fraud, the auditor's exercise of professional skepticism is important
when considering the risk of material misstatement due to fraud. Professional skepticism is an attitude that
includes a questioning mind and a critical assessment of audit evidence. The auditor should conduct the
engagement with a mindset that recognizes the possibility that a material misstatement due to fraud could
be present, regardless of any past experience with the entity and regardless of the auditor's belief about
management's honesty and integrity. Furthermore, professional skepticism requires an ongoing questioning
of whether the information and evidence obtained suggests that a material misstatement due to fraud has
occurred.

Actuarial Reports
.185 Several economic and demographic assumptions are used in actuarial valuations for defined benefit
plans to determine the actuarial present value of accumulated plan benefits and funding requirements in
accordance with FASB Statement No. 35, Accounting and Reporting by Defined Benefit Pension Plans. One of the
most significant economic assumptions is the discount rate (that is, rate on return of assets). The discount
rate should reflect the long-term expected rate for asset returns. This amount is generally stable from one
year to the next. Based on recent economic trends, the range of discount rates used is 7 percent to 8.5 percent
for 2005 calendar year-end plans.
.186 The discount rate used for defined benefit plans for the actuarial present value of accumulated plan
benefits is typically the equivalent rate of the assumed rate of return on investments used for ERISA funding
purposes. Plan auditors should not assume that the FASB Statement No. 35 discount rate is the same as the
FASB Statement No. 87, Employers' Accounting for Pensions, expected long-term rate of return on assets, and
care should be taken to determine if the proper amount is disclosed in the benefit plan's financial statements.

.187 The most significant demographic assumptions used to determine the actuarial present value of
accumulated plan benefits include mortality rates, turnover, retirement, marriage statistics, and form of payment
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or type of benefit elections. With the increase in life expectancies, the mortality assumption should be
improving. Certain mortality tables used by actuaries include the 1971 GAM table, the 1983 GAM table, and
1994 GAR and RP-2000 tables. Older mortality tables such as 1971 GAM and 1983 GAM are becoming
outdated and auditors should consider challenging the use of such tables for purposes of determining the
FASB Statement No. 35 liability. It is possible that the use of the 1983 GAM table may be acceptable depending
on the plan's experience; however, most plans are changing to use the 1994 GAR or the recent RP-2000 tables
for their mortality assumption.
.188 Regardless of the assumption used, each assumption must be individually reasonable. Plan admin
istrators should review actual plan experience to assumptions used periodically to determine if any changes
should be made. The following should also be considered as plan auditors review actuarial valuations:
•

Trends and nature of benefit distributions (for example, lump sum versus annuity). This is important
to understand, so plans don't use a single retirement age assumption if benefit payments are
predominantly paid out in lump-sum amounts and the actuary incorporates the form of payment
assumed at retirement equal to a lump sum.

•

Whether there has been a shift in the plan population over time. This could warrant a different
assumption for turnover or retirement, for example, if participants are retiring much earlier or later
than assumed.

•

Whether there have been recent plan mergers or acquisitions. In the case of a plan merger, all
assumptions should be reviewed for their continued reasonableness, as the assumptions used for one
plan may not be appropriate for the plan being merged.

•

Whether there have been any plan benefit formula changes or a freezing of the plan. Changes in plan
benefits available may affect anticipated turnover and retirement and patterns. These assumptions
should be reviewed if the plan is amended to change benefits.

•

Whether consistent gains/losses are generated each year. If yes, this may indicate that assumptions
are not reasonable based on actual experience.

.189 Other items that plan auditors should review when looking at an actuarial report include:
•

Consistency of benefits accumulated each year. Auditors should expect changes if there has been a
plan merger, acquisition, or significant plan provision change.

•

Benefit payments in the roll forward of accumulated plan benefits should match the amount per the
statement of changes in net assets. To properly match these amounts, it is necessary to understand if
the beginning of the year or end of the year information is used for the actuarial valuation.

•

The asset value on the financial statements should match the asset value shown in the actuarial report.

•

Inclusion of impact of a change in plan provisions and impact of merger, spin-off, or acquisition.

.190 It is also important to note that the assumption of salary increases is not relevant for FASB Statement
No. 35 since FASB Statement No. 35 is based on the disclosure of the actuarial present value of accumulated
plan benefits, which does not take into account future salary increases.

.191 Observations noted during this review of the actuarial report should be discussed with plan
management and the actuary and changes made appropriately.

Allocation Testing for Defined Contribution Plans
.192 One of the objectives of auditing procedures applied to individual participant accounts of a defined
contribution plan is to provide the auditor with a reasonable basis for concluding whether net assets and
transactions have been properly allocated to participant accounts in accordance with the plan documents.
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Each type of participant account activity during the year (for example, contributions, income allocations,
expense allocations, and forfeiture allocations) should be taken into consideration in the determination of
auditing procedures. In a limited scope audit, the allocation of investment income to individual accounts is
not certified by the trustee or custodian and must be tested by the auditor, taking into consideration reliance
on a SAS No. 70 type 2 report, if available. See Chapter 10 of the EBP Guide for further discussion of auditing
participant data.

Missing Participant Data
.193 With recent trends in plan mergers as a result of corporate actions, a number of plan sponsors have
been experiencing difficulties in maintaining all pertinent participant data relating to census data and benefit
payments. Lapses in maintaining data can also be caused by a change in service providers (for example,
actuaries or other third-party administrator). ERISA requires plans to maintain records detailed enough to
determine benefits due or that may become due.

.194 When auditors are unable to obtain the necessary information to test participant data or benefit
payments, this could be considered a restriction on the scope of the audit. According to AU section 508,
Reports on Audited Financial Statements (AICPA, Professional Standards, vol.l), restrictions on the scope of the
audit, whether imposed by the client or by circumstances, such as the timing of his or her work, the inability
to obtain sufficient competent evidential matter, or an inadequacy in the accounting records, may require
the auditor to qualify his or her opinion or to disclaim an opinion. In these situations, the auditor will need
to determine how significant the restriction on the scope of the audit is to the overall engagement to determine
the effect on the auditor's report.
.195 Auditors should recommend that a plan sponsor consult with legal counsel and consider contacting
the DOL before attaching a qualified or disclaimer of opinion relating to a Form 5500 filing for a benefit plan.

Analytical Procedures as Substantive Tests
.196 For all audits of financial statements in accordance with generally accepted auditing standards
(GAAS), analytical procedures should be applied to some extent for the purposes of assisting the auditor in
planning the nature, timing, and extent of other auditing procedures, and as an overall review of the financial
information in the final review stage of the audit. In some cases, however, analytical procedures can be more
effective or efficient than tests of details for achieving particular substantive testing objectives. Analytical
procedures may be used as a substantive test to obtain evidential matter about particular assertions related
to account balances or classes of transactions.
.197 AU section 329, Analytical Procedures (AICPA, Professional Standards, vol. 1), as amended, provides
guidance on the use of analytical procedures and requires the use of analytical procedures in the planning
and overall review stages of all audits.

.198 Because the planning for employee benefit plan audits is often done after year end, preliminary
analytics are performed using year-end numbers with minimum subsequent adjustment. In such instances,
final analytics can be documented on the same schedule; however, because each type of analytic is done for
a different purpose, different purposes, expectations, and conclusions need to be documented. There may
be certain areas where the auditor knows during planning that substantive analytics will be performed. For
these areas it may be efficient to document preliminary, substantive, and final analytics on the same schedule,
making sure the purpose of each test, expectation, and conclusion is documented appropriately. If there are
any audit adjustments, a separate final analytic would need to be performed.

Analytical Procedures in Planning the Audit
.199 For planning purposes, these procedures should focus on (1) enhancing the auditor's understanding
of the plan and the transactions and events that have occurred since the last audit date and (2) identifying
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areas that may represent specific risk relevant to the audit. These procedures can help identify such things
as the existence of unusual transactions and events. They can also help identify amounts, ratios, and trends
that might indicate matters that have financial statement and audit planning ramifications.

.200 The following are examples of analytical procedures that the auditor may find useful in planning
an audit of an employee benefit plan:
•

Comparison of investment balances and rates of return with prior-period amounts.

•

Analysis of changes in contributions and benefit payments during the current period based on
statistical data (for example, number of participants eligible to receive benefits in the current period,
or the number of terminations).

Analytical Procedures Used as Substantive Tests
.201 The auditor's reliance on substantive tests to achieve an audit objective related to a particular
assertion may be derived from tests of details, from analytical procedures, or from a combination of both.
The decision about which procedures to use to achieve a particular audit objective is based on the auditor's
judgment on the expected effectiveness and efficiency of the available procedures.

.202 The auditor considers the level of assurance, if any, he or she wants from substantive testing for a
particular audit objective and decides, among other things, which procedure, or combination of procedures,
can provide that level of assurance. For some assertions, analytical procedures are effective in providing the
appropriate level of assurance. For example, the auditor may be able to obtain a moderate to high level of
assurance over the accuracy of insurance premiums by performing an analytic regarding monthly premium
amounts using the rates in the insurance agreement to set the expectation. For other assertions, however,
analytical procedures may not be as effective or as efficient as tests of details in providing the desired level
of assurance. For example, for a plan with multiple payroll locations, it may be difficult to obtain disaggre
gated information regarding participant contributions and therefore substantive analytics may not be
effective or efficient.
.203 The expected effectiveness and efficiency of an analytical procedure in identifying potential mis
statements depends on, among other things, (1) the nature of the assertion, (2) the plausibility and predict
ability of the relationship, (3) the availability and reliability of the data used to develop the expectation, and
(4) the precision of the expectation.

Documentation of Substantive Analytical Procedures
.204 When an analytical procedure is used as the principal substantive test of a significant financial
statement assertion, the auditor should document all of the following:
1. The expectation, where that expectation is not otherwise readily determinable from the documenta
tion of the work performed, and factors considered in its development

2. Results of the comparison of the expectation to the recorded amounts or ratios developed from
recorded amounts
3. Any additional auditing procedures performed in response to significant unexpected differences
arising from the analytical procedure and the results of such additional procedures

.205 See AU section 329 for further guidance.

Examples of Analytical Procedures
.206 Auditors should be aware that the examples contained in this section typically would not eliminate the need
for detailed testing but may be used to supplement such testing.
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•

Investments. Investment balances may fluctuate during the year based on changes in (1) investment
strategy resulting from management decisions (or resulting from participant decisions, in the case of
a defined contribution participant directed plan), (2) market trends, or (3) other plan changes (for
example, merger or termination). Once the auditor understands what types of changes have occurred,
an expectation can be developed. Review market trends for similar types of investments and
determine expectations based on plan activity (level of contributions or distributions), taking into
account plan changes. Often the recordkeeper or investment manager prepares quarterly investment
return reports that can be used to assist in developing an expectation. In addition, benchmarks for
yields and total return can be obtained for asset classes or specific investments (for example, mutual
funds).

•

Participant contributions. Review the prior year Form 5500 to determine the participant headcount in
the plan. Obtain the total contribution balance for the prior year, and divide this amount by the
participant headcount to determine an average participant contribution amount for the prior year.
Determine (1) the growth or decline of participants for the current year, (2) changes in contribution
rates (for example plan amendments and so on), and (3) pay increases. Calculate current year
contribution amount using last year's average contribution amount and this year's headcount taking
into account any changes in contribution rates or pay increases.
Participant Contributions Example:

Prior-year headcount per the Form 5500 = 130 people

Prior-year participant contributions balance = $401,828
Prior-year "average" participant contribution = $401,828/130 = $3,091
Per discussion with management, during the current year, due to significant layoffs in the Company,
only 50 people remain actively contributing in the plan. No pay increases took effect during the year.
Therefore, total participant contributions are expected to be:

$3,091 x 50 people = $154,550 expected contribution

Oftentimes the recordkeeper prepares quarterly reports that include headcount and contribution rate
information that can be used to assist in developing an expectation.

•

Claims. Determine number of claimants receiving claims in the prior year and the average claim per
participant. Determine the number of claims during the year. Apply the average claim per participant
to the expected number of claimants, taking into account plan amendments, individual large claims,
stoploss insurance coverage, or the health care cost trend rate increase. Often the third-party
administrator prepares quarterly reports that include headcount and claim information that can be
used to assist in developing an expectation.

•

Payroll. For single employer plans, develop an expectation for current-year gross wages using
prior-year gross wages and taking into account change in number of employees, average percentage
pay increases, and addition and termination of highly compensated employees.

Audit Documentation
.207 In December 2005 the AICPA Auditing Standards Board (ASB) issued SAS No. 103, Audit Documen
tation. SAS No. 103 supersedes SAS No. 96, Audit Documentation, and amends SAS No. 1, section 530, Dating
of the Independent Auditor's Report.
.208 SAS No. 103 establishes standards and provides guidance on audit documentation. The auditor must
prepare audit documentation in connection with each engagement in sufficient detail to provide a clear
understanding of the work performed (including the nature, timing, extent, and results of audit procedures
performed), the audit evidence obtained and its source, and the conclusions reached. Audit documentation:

1. Provides the principal support for the representation in the auditor's report that the auditor per
formed the audit in accordance with generally accepted auditing standards.
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2. Provides the principal support for the opinion expressed regarding the financial information or the
assertion to the effect that an opinion cannot be expressed.
.209 Audit documentation is an essential element of audit quality. Although documentation alone does
not guarantee audit quality, the process of preparing sufficient and appropriate documentation contributes
to the quality of an audit.
.210 Audit documentation is the record of audit procedures performed, relevant audit evidence obtained,
and conclusions the auditor reached. Audit documentation, also known as working papers or workpapers,
may be recorded on paper or on electronic or other media. When transferring or copying paper documenta
tion to another media, the auditor should apply procedures to generate a copy that is faithful in form and
content to the original paper document.8

.211 Audit documentation includes, for example, audit programs,9 analyses, issues memoranda, sum
maries of significant findings or issues, letters of confirmation and representation, checklists, abstracts or
copies of important documents, correspondence (including e-mail) concerning significant findings or issues,
and schedules of the work the auditor performed. Abstracts or copies of the entity's records (for example,
significant and specific contracts and agreements) should be included as part of the audit documentation if
they are needed to enable an experienced auditor to understand the work performed and conclusions
reached. The audit documentation for a specific engagement is assembled in an audit file.10
.212 The auditor need not retain in audit documentation superseded drafts of working papers or financial
statements, notes that reflect incomplete or preliminary thinking, previous copies of documents corrected
for typographical or other errors, and duplicates of documents.

.213 In addition to the objectives set out in paragraph 3 of SAS No. 103, audit documentation serves a
number of other purposes, including:
•

Assisting the audit team to plan and perform the audit;

•

Assisting auditors who are new to an engagement and review the prior year's documentation to
understand the work performed as an aid in planning and performing the current engagement;

•

Assisting members of the audit team responsible for supervision to direct and supervise the audit
work, and to review the quality of work performed;

•

Demonstrating the accountability of the audit team for its work by documenting the procedures
performed, the audit evidence examined, and the conclusions reached;

•

Retaining a record of matters of continuing significance to future audits of the same entity;

•

Assisting quality control reviewers (for example, internal inspectors) who review documentation to
understand how the engagement team reached significant conclusions and whether there is adequate
evidential support for those conclusions;

•

Enabling an experienced auditor to conduct inspections or peer reviews in accordance with applicable
legal, regulatory, or other requirements; and

•

Assisting a successor auditor who reviews a predecessor auditor's audit documentation.

s There may be legal, regulatory, or other reasons to retain the original paper document.
9 See paragraph 5 of AU section 311, Planning and Supervision, as amended, for guidance regarding preparation of audit programs.

The audit documentation contained within the audit file may consist of cross-references to documentation for audit engagements
with related entities. For example, the documentation for an audit of the financial statements of an employee benefit plan may consist
partly of cross-references to the documentation of dual-purpose payroll-related tests performed in connection with the audit of the
financial statements of the plan's sponsor.
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.214 For the purposes of SAS No. 103, experienced auditor means an individual (whether internal or
external to the firm) who possesses the competencies and skills that would have enabled him or her to
perform the audit. These competencies and skills include an understanding of (1) audit processes, (2) the
SASs and applicable legal and regulatory requirements, (3) the business environment in which the entity
operates, and (4) auditing and financial reporting issues relevant to the entity's industry.
.215 SAS No. 103 provides guidance on the form, content, and extent of audit documentation. It also
discusses how to document significant findings or issues. This SAS requires the identification of the preparer
and reviewer of the audit work. In addition, it provides guidance on audit documentation of specific items
tested, documentation when there is a departure from a SAS, revisions to audit documentation made after
the date of the auditor's report, and the ownership and confidentiality of audit documentation. See SAS No.
103 for specific guidance.

Retention of Working papers
.216 SAS No. 103 says that the auditor should adopt reasonable procedures to retain and access audit
documentation for a period of time sufficient to meet the needs of his or her practice and to satisfy any
applicable legal or regulatory requirements for records retention. Such retention period, however, should
not be shorter than five years from the report release date. Statutes, regulations, or the audit firm's quality
control policies may specify a longer retention period.
Help Desk—It is important to note that ERISA section 107 requires "persons" who have to
file any report or certify any information required under ERISA to maintain records (for
example, vouchers, worksheets, receipts, and applicable resolutions) on matters of which
disclosures are required and keep such records available for examination for a period of not
less than six years. The DOL interprets this section of ERISA to include all working papers
supporting audits of employee benefit plans. The ERISA retention policies are more strin
gent than those required by SAS No. 103. Be aware, however that certain states may be even
more restrictive.

AICPA Peer Review Developments—Recurring Deficiencies Found in Employee
Benefit Plan Audits
.217 The AICPA, working with the EBSA, has made a concerted effort to improve the guidance and
training available to auditors of employee benefit plans. The AICPA self-regulatory teams continue to be
concerned about deficiencies noted on audits of employee benefit plans, and practitioners need to understand
that severe consequences can result from inadequate plan audits, including loss of membership in the AICPA
and loss of license.

.218 Some common recurring deficiencies found in employee benefit plan audits include:
•

Inadequate testing of participant data

•

Inadequate testing of investments, particularly when held by outside parties

•

Inadequate disclosures related to participant-directed investment programs

•

Failure to understand testing requirements on a limited-scope engagement

•

Inadequate consideration of prohibited transactions

•

Incomplete description of the plan and its provisions

•

Inadequate or missing disclosures related to investments

•

Failure to properly report on a DOL limited-scope audit
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•

Improper use of limited-scope exemption because the financial institution did not qualify for such
an exemption

•

Inadequate or missing disclosures related to participant data

•

Failure to properly report on and/or include the required supplemental schedules relating to ERISA
and the DOL

.219 The EBP Guide provides guidance concerning areas of noted deficiencies.

Recent Auditing and Attestation Pronouncements and Related
Guidance (Audits of Nonissuers Only)
.220 Presented below is a list of auditing and attestation pronouncements and related guidance issued
since the publication of last year's Alert. For information on auditing and attestation standards and related
guidance issued subsequent to the writing of this Alert, please refer to the AICPA Web site at www.aicpa.
org/members/div/auditstd/technic.htm. For audits of issuers, such as Form 11-K audits, see the section
"For Audits of 'Issuers'—Form 11-K Audits" of this Audit Risk Alert.

.221 You may also look for announcements of newly issued standards in The CPA Letter, Journal of
Accountancy, and the quarterly electronic newsletter, "In Our Opinion," issued by the AICPA's Auditing
Standards team and available at www.aicpa.org/members/div/auditstd/opinion/index.htm.
SAS No. 102

Defining Professional Requirements in Statements on Auditing
Standards

[Effective upon issuance]
SAS No. 103

Audit Documentation

[Effective for audits of financial statements for periods
ending on or after December 15, 2006]
Risk Assessment Standards
(SAS Nos. 104 to 111)

SAS No. 104

Amendment to Statement on Auditing Standards No. 1,
Codification of Auditing Standards and Procedures ("Due
Professional Care in the Performance of Work")

SAS No. 105

Amendment to Statement on Auditing Standards No. 95,
Generally Accepted Auditing Standards

SAS No. 106

Audit Evidence

SAS No. 107

Audit Risk and Materiality in Conducting an Audit

SAS No. 108

Planning and Supervision

SAS No. 109

Understanding the Entity and Its Environment and Assessing
the Risk of Material Misstatement

SAS No. 110

Performing Audit Procedures in Response to Assessed Risk and
Evaluating the Audit Evidence Obtained

(continued)
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1
SAS No. Ill

Amendment to Statement on Auditing Standards No. 39, Audit
Sampling

Auditing Interpretation No. 1
of SAS No. 101

"Auditing Investments in Securities Where a Readily
Determinable Fair Value Does Not Exist" (AU sec.
9328.01-.04)

(August 2005)
Auditing Interpretation No. 1
of SAS No. 92

"Auditing Interests in Trusts Held by a Third-Party Trustee
and Reported at Fair Value" (AU sec. 9332.01-04)

(August 2005)
SSAE No. 13

Defining Professional Requirements in Statements on Standards
for Attestation Engagements

[Effective upon issuance]
SSARS No. 12

Omnibus Statement on Standards for Accounting and Review
Services—2005

[Various effective dates]
SSARS No. 13

Compilation of Specified Elements, Accounts, or Items of a
Financial Statement
[Effective for engagements entered into after December 15,
2005]

SSARS No. 14

Compilation of Pro Forma Financial Information
[Effective for engagements entered into after December 15,
2005]

Interpretation No. 27 of
SSARS No. 1

Applicability of SSARSs to Reviews of Nonissuers Who Are
Owned by or Controlled by an Issuer (AR sec. 9100.104-.108)

[August 2005]
.222 As necessary, auditors should obtain and understand the complete text of the applicable standards
and other guidance. You should visit the applicable Web site for complete information.

Risk Assessment Standards
.223 This discussion is applicable to audits of privately held entities or other "nonissuers.
.224 In March 2006, the ASB issued eight SASs that provide extensive guidance concerning the auditor's
assessment of the risks of material misstatement in a financial statement audit, and the design and perform
ance of audit procedures whose nature, timing, and extent are responsive to the assessed risks. Additionally,
the SASs establish standards and provide guidance on planning and supervision, the nature of audit
evidence, and evaluating whether the audit evidence obtained affords a reasonable basis for an opinion
regarding the financial statements under audit. The following table lists the eight SASs, and their effect on
existing standards:
11 The term issuer means entities that are subject to the rules and regulations of the U.S. Securities and Exch ange Commission and the
Sarbanes-Oxley Act of 2002, such as Form 11-K filers.
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Statement on Auditing Standard

Effect on Existing Standards

SAS No. 104, Amendment to Statement on
Auditing Standards No. 1, Codification of
Auditing Standards and Procedures ("Due
Professional Care in the Performance of Work")

Amends SAS No. 1, section 230, Due
Professional Care in the Performance of Work

SAS No. 105, Amendment to Statement on
Auditing Standards No. 95, Generally
Accepted Auditing Standards

Amends SAS No. 95, Generally Accepted
Auditing Standards

SAS No. 106, Audit Evidence

Supersedes SAS No. 31, Evidential Matter

SAS No. 107, Audit Risk and Materiality in
Conducting an Audit

Supersedes SAS No. 47, Audit Risk and
Materiality in Conducting an Audit

SAS No. 108, Planning and Supervision

Supersedes SAS No. 1, section 310, Appointment
of the Independent Auditor; and supersedes SAS
No. 22, Planning and Supervision

SAS No. 109, Understanding the Entity and Its
Environment and Assessing the Risks of
Material Misstatement

Supersedes SAS No. 55, Consideration of
Internal Control in a Financial Statement Audit

SAS No. 110, Performing Audit Procedures in
Response to Assessed Risks and Evaluating the
Audit Evidence Obtained

Supersedes "Substantive Tests Prior to the
Balance-Sheet Date" of SAS No. 45, Omnibus
Statement on Auditing Standards—1983; and
together with SAS No. 109, supersedes SAS
No. 55, Consideration of Internal Control in a
Financial Statement Audit

SAS No. Ill, Amendment to Statement on
Auditing Standards No. 39, Audit Sampling

SAS No. 39, Audit Sampling

Key Provisions of the SASs
.225 The SASs emphasize the linkage between understanding the entity, assessing risks, and the design
of further audit procedures. The SASs introduce the concept of risk assessment procedures, which are
deemed necessary to provide a basis for assessing the risk of material misstatement. Risk assessment
procedures, along with further audit procedures, which consist of tests of controls and substantive tests,
provide the audit evidence to support the auditor's opinion of the financial statements. According to the
SASs, the auditor should perform risk assessment procedures to gather information and gain an under
standing of the entity and its environment, including its internal controls; these procedures include inquiries,
analytical procedures, and inspection and observation. Assessed risks and the basis for those assessments
should be documented; therefore, auditors may no longer default to maximum control risk for an entity's
risk assessment without documenting the basis for that assessment. The SASs also require auditors to
consider and document how the risk assessment at the financial statement level affects individual financial
statement assertions, so auditors may tailor the nature, timing, and extent of their audit procedures to be
responsive to their risk assessment. It is anticipated that generic audit programs will not be appropriate for
all audit engagements, as risks vary between entities.

Effective Date and Implementation
.226 The SASs are effective for audits of financial statements for periods beginning on or after December
15, 2006; earlier application is permitted. In most cases, implementation of the SASs will result in an overall
increased work effort by the audit team, particularly in the year of implementation. It also is anticipated that
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to implement the SASs appropriately, many firms will have to make significant revisions to their audit
methodologies and train their personnel accordingly. To ease the implementation process, firms should
consider adopting at least some of the provisions of the SASs in advance of the required implementation
date. Readers can obtain the SASs at www.cpa2biz.com.

Auditing Standards Available on AICPA and PCAOB Web Sites

.227 The standards and interpretations promulgated by the AICPA ASB as of June 1, 2005, are now
available free of charge by visiting the AICPA's Audit and Attest Standards Team's page at www.aicpa.org/
members/div/auditstd/Auth_Lit_for_NonIssuers.htm. Members and nonmembers alike can view and read
the auditing, attestation, and quality control standards by either choosing a section of the codification or an
individual statement number. You can also obtain copies of AICPA standards and other guidance by
contacting the AICPA at (888) 777-7077 or online at www.cpa2biz.com.
.228 Also, the Public Company Accounting Oversight Board (PCAOB) has published its standards for
audits of public companies on their Web site (www.pcaobus.org) free of charge.

For Audits of "Issuers"—Form 11-K Audits
Preapproval of Employee Benefit Plan Audits
.229 In December 2005, page 59 in the SEC Accounting and Disclosures Issues provided guidance regarding
the preapproval of audits of employee benefit plans. This section states:
An employee benefit plan may be an affiliate of a registrant as its plan sponsor. The
Commission's independence rules related to pre-approval surround services provided to
the issuer and the issuer's subsidiaries, but not services provided to other affiliates of the
issuer that are not subsidiaries. Therefore, the independence rules do not require the audit
committee of the plan sponsor to pre-approve audits of the employee benefit plans, although
the audit committee is encouraged to do so. When employee benefit plans are required to
file Form 11-K, those plans are separate issuers under the Exchange Act; as a result, those
issuers are subject to the preapproval requirements. This pre-approval can be provided by
either the audit committee of the plan sponsor or the appropriate entity overseeing the
activities of the employee benefit plan, such as the trustee, plan administrator or responsible
party. The Commission's rules require that all fees, including fees related to audits of
employee benefit plans, paid to the principal auditor be included in the company's fee
disclosures, regardless of whether or not the audit committee of the company pre-approved
those fees. As part of the exercise to gather the information for the required fee disclosures,
the audit committee should be made aware of all fees paid to the principal auditor, including
those related to audits of the employee benefit plans. The company may elect to separately
indicate in their disclosures those fees paid to the principal auditor that were not subject to
the preapproval requirements. Registrants and their auditors are reminded that the financial
statements included in a Form 11-K must be audited by an independent auditor that is
registered with the PCAOB and the audit report must refer to the standards of the PCAOB
rather than GAAS.

.230 To view the entire document, see the Web site www.sec.gov/divisions/corpfin/acctdisl20105.pdf.

Audit Reports—Following Two Sets of Standards
SEC Requirements
.231 The SEC requires employee stock purchase, savings, and similar plans with interests that constitute
securities registered under the Securities Act of 1933 to file Form 11-K pursuant to Section 15(d) of the
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Securities Exchange Act of 1934. Reports on Form 11-K must be filed with the SEC within 90 days after the
end of the fiscal year of the plan, provided that plans subject to ERISA file the plan financial statements within
180 days after the plan's fiscal year end.

Applicable Audit Standards
.232 Plans that are required to file Form 11-Ks are deemed to be "issuers" under the Sarbanes-Oxley Act
and must submit to the SEC an audit in accordance with the auditing and related professional practice
standards promulgated by the PCAOB. These plans may also be subject to ERISA and must submit to the
DOL an audit in accordance with GAAS promulgated by the AICPA's ASB. It is our understanding that the
SEC will not accept an audit report that references GAAS, and the DOL will not accept an audit report that
does not reference GAAS.

Performance and Reporting Requirements
.233 Based on AICPA staff discussions with the SEC and PCAOB staff to seek clarification of the
performance and reporting requirements for audits of 11-K filers, firms will need to conduct their audits of these
11-K plans in accordance with two sets of standards and prepare two separate audit reports: an audit report referencing
PCAOB standards for Form 11-K filings with the SEC and a separate audit report referencing GAAS for DOL filings.
The PCAOB and SEC staff believe that an opinion issued in accordance with PCAOB Auditing Standard No.
1, References in Auditors' Reports to the Standards of the Public Company Accounting Oversight Board (AICPA,
PCAOB Standards and Related Rules), does not allow a reference to GAAS, hence a "dual" standard report is
not appropriate and will not be accepted by the SEC.
.234 Any questions regarding performance and reporting requirements of audits of financial statements
of Form 11-K filers should be directed to the SEC Division of Corporation Finance, Office of the Chief
Accountant at (202) 942-2960.
.235 See the EBP Guide, paragraph 13.19 for an example of an opinion for an 11-K audit.

PCAOB Standards and Conforming Amendments
.236 As a result of the Sarbanes-Oxley Act of 2002, both U.S. and non-U.S. public accounting firms
wishing to prepare or issue reports on U.S. public companies, or to play a substantial role in the preparation
or issuance of such reports, must be registered with the PCAOB and comply with the standards and rules
of the PCAOB. The PCAOB's standards and rules apply to registered public accounting firms and their
associated persons in connection with their audits of the financial statements of issuers, as defined in Section
2(a)(7) of the Sarbanes-Oxley Act, and those firms' auditing and related attestation practices. Plans that are
required to file Form 11-Ks are deemed to be "issuers" under the Sarbanes-Oxley Act and must submit to
the SEC an audit in accordance with the auditing and related professional practice standards promulgated
by the PCAOB. The PCAOB does not intend to suggest that registered public accounting firms and their
associated persons must comply with the PCAOB's standards and rules in auditing nonissuers. Auditors
who fall within the PCAOB's scope should understand and follow the standards, rules, and other require
ments of the PCAOB. All PCAOB standards and rules must be approved by the SEC before taking effect.

PCAOB Auditing Standard No. 4
.237 Since the publication of last year's Alert the PCAOB has issued PCAOB Auditing Standard No. 4,
Reporting on Whether a Previously Reported Material Weakness Continues to Exist. This standard applies if
auditors report on the elimination of a material weakness in a company's internal control over financial
reporting. The standard establishes a voluntary engagement that would be performed at the election of the
company.
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.238 For information on auditing standards and related guidance issued subsequent to the writing of this
Alert, please refer to the PCAOB Web site at www.pcaobus.org (audits of issuers only).

Auditing Pipeline—Public Companies
.239 Auditors should keep abreast of auditing and accounting developments and upcoming guidance
that may affect their engagements. For a complete picture of all auditing projects in progress, you should
check the PCAOB Web site at www.pcaobus.org.

Accounting Developments
FASB Staff Position AAG INV-1 and SOP 94-4-1
.240 In December 2005 the FASB issued FASB Staff Position (FSP) AAG INV-1 and SOP 94-4-1, Reporting
of Fully Benefit-Responsive Investment Contracts Held by Certain Investment Companies Subject to the AICPA
Investment Company Guide and Defined-Contribution Health and Welfare and Pension Plans.

.241 This FSP amends the guidance in AICPA SOP 94-4, Reporting of Investment Contracts Held by Health
and Welfare Benefit Plans and Defined-Contribution Pension Plans, with respect to the definition of fully
benefit-responsive and the presentation and disclosure of fully benefit-responsive investment contracts.
Amendments to SOP 94-4 will be reflected in the AICPA Audit and Accounting Guide, Employee Benefit Plans.
This FSP also amends SOP 92-6, Accounting and Reporting by Health and Welfare Benefit Plans. It also amends
paragraph 10(h) of FASB Statement No. 133, Accounting for Derivative Instruments and Hedging Activities, to
effectively remove the scope exception provided for fully benefit-responsive investment contracts reported
at contract value in accordance with SOP 94-4. (Appendix B of the FSP shows the amendments to SOPs 94-4
and 92-6 and FASB Statement No. 133.)

Effective Date
.242 The financial statement presentation and disclosure guidance in paragraphs 8 through 11 of FSP
AAG INV-1 and SOP 94-4-1 is effective for financial statements for plan years ending after December 15,
2006. The revised definition of fully benefit-responsive in paragraph 7 of the FSP shall be effective for all
investment contracts as of the last day of the annual period ending after December 15, 2006. Earlier
application is permitted for fiscal years in which annual financial statements have not been issued. If
comparative financial statements are presented, the guidance in that FSP shall be applied retroactively to all
prior periods presented. If an investment contract is considered fully benefit-responsive under the revised
definition as of the last day of the annual period ending after December 15, 2006, that contract shall be
considered fully benefit-responsive for all periods presented, provided that contract would have been
considered fully benefit-responsive in accordance with the then existing provisions of this SOP.

Definition of Fully Benefit-Responsive
.243 Defined-benefit health and welfare benefit plans should report investment contracts at fair value.
Defined-contribution plans, including both health and welfare and pension plans, should report all invest
ments (including derivative contracts) at fair value. However, contract value is the relevant measurement
attribute for that portion of the net assets available for benefits of a defined-contribution plan attributable to
fully benefit-responsive investment contracts. An investment contract is considered fully benefit-responsive
for purposes of this SOP, if all of the following criteria are met for that contract, analyzed on an individual
basis:
1. The investment contract is effected directly between the plan and the issuer and prohibits the plan
from assigning or selling the contract or its proceeds to another party without the consent of the issuer.
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2. Either (1) the repayment of principal and interest credited to participants in the plan is a financial
obligation of the issuer of the investment contract or (2) prospective interest crediting rate adjust
ments are provided to participants in the plan on a designated pool of investments held by the plan
or the contract issuer, whereby a financially responsible third party, through a contract generally
referred to as a wrapper, must provide assurance that the adjustments to the interest crediting rate
will not result in a future interest crediting rate that is less than zero. If an event has occurred such
that realization of full contract value for a particular investment contract is no longer probable (for
example, a significant decline in creditworthiness of the contract issuer or wrapper provider), the
investment contract shall no longer be considered fully benefit-responsive.
3. The terms of the investment contract require all permitted participant-initiated transactions with the
plan to occur at contract value with no conditions, limits, or restrictions. Permitted participantinitiated transactions are those transactions allowed by the plan, such as withdrawals for benefits,
loans, or transfers to other funds within the plan.
4. An event that limits the ability of the plan to transact at contract value with the issuer (for example,
premature termination of the contracts by the plan, plant closings, layoffs, plan termination, bank
ruptcy, mergers, and early retirement incentives) and that also limits the ability of the plan to transact
at contract value with the participants in the plan must be probable of not occurring.

5. The plan itself must allow participants reasonable access to their funds.

Financial Statement Presentation and Disclosure Requirements
.244 The statement of net assets available for benefits of the plan shall present amounts for (1) total assets,
(2) total liabilities, (3) net assets reflecting all investments at fair value, and (4) net assets available for benefits.
The amount representing the difference between (3) and (4) shall be presented on the face of the statement
of net assets available for benefits as a single amount, calculated as the sum of the amounts necessary to
adjust the portion of net assets attributable to each fully benefit-responsive investment contract from fair
value to contract value. The statement of changes in net assets available for benefits shall be prepared on a
basis that reflects income credited to participants in the plan and net appreciation or depreciation in the fair
value of only those investment contracts that are not deemed to be fully benefit responsive.
.245 Defined-contribution plans, including both health and welfare, and pension plans, shall disclose the
following in connection with fully benefit-responsive investment contracts, in the aggregate:

1. A description of the nature of those investment contracts, how they operate, and the methodology
for calculating the interest crediting rate, including the key factors that could influence future average
interest crediting rates, the basis for and frequency of determining interest crediting rate resets, and
any minimum interest crediting rate under the terms of the contracts. This disclosure should explain
the relationship between future interest crediting rates and the amount reported on the statement of
net assets available for benefits representing the adjustment for the portion of net assets attributable
to fully benefit-responsive investment contracts from fair value to contract value.
2. The average yield earned by the plan for all fully benefit-responsive investment contracts (which
may differ from the interest rate credited to participants in the plan) for each period for which a
statement of net assets available for benefits is presented. This average yield shall be calculated by
dividing the annualized earnings of all fully benefit-responsive investment contracts in the plan
(irrespective of the interest rate credited to participants in the plan) by the fair value of all fully
benefit-responsive investment contracts in the plan.

3. The average yield earned by the plan for all fully benefit-responsive investment contracts with an
adjustment to reflect the actual interest rate credited to participants in the plan for each period for
which a statement of net assets available for benefits is presented. This average yield shall be
calculated by dividing the annualized earnings credited to participants in the plan for all fully
benefit-responsive investment contracts in the plan (irrespective of the actual earnings of those
investments) by the fair value of all fully benefit-responsive investment contracts in the plan.
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4. A description of the events that limit the ability of the plan to transact at contract value with the issuer
(for example, premature termination of the contracts by the plan, plant closings, layoffs, plan
termination, bankruptcy, mergers, and early retirement incentives), including a statement as to
whether the occurrence of those events that would limit the plan's ability to transact at contract value
with participants in the plan is probable or not probable. (The term probable is used in this Statement
consistent with its use in FASB Statement No. 5, Accounting for Contingencies.)
5. A description of the events and circumstances that would allow issuers to terminate fully benefitresponsive investment contracts with the plan and settle at an amount different from contract value.
Help Desk—The complete FSP can be viewed on the FASB Web site at www.fasb.org.

Technical Practice Aids on the Effects of the Medicare Prescription Drug,
Improvement and Modernization Act of 2003 on Plans
.246 In May 2004 the FASB issued FSP FAS 106-2, Accounting and Disclosure Requirements Related to the
Medicare Prescription Drug, Improvement and Modernization Act of 2003. The FASB FSP addressed when and
how an employer that provides postretirement prescription drug coverage should recognize the effects of
the Act but did not address the accounting for the subsidy by the health and welfare plan itself. The AICPA
staff, helped by industry experts, released two Technical Practice Aids (TPAs), on accounting and disclosures
for single employer and multiemployer employee benefit plans related to the Medicare Prescription Drug,
Improvement and Modernization Act of 2003 (the Medicare Act).
•

TPA section 6930.09, "Accounting and Disclosure Requirements for Single-Employer Employee Benefit
Plans Related to the Medicare Prescription Drug, Improvement and Modernization Act of 2003"

•

TPA section 6930.10, "Accounting and Disclosure Requirements for Multiemployer Employee Benefit
Plans Related to the Medicare Prescription Drug, Improvement and Modernization Act of 2003"

.247 These TPAs provide accounting and disclosure guidance for both single employer and multiem
ployer plans relating to the effects of the Medicare Act. These TPAs can also be found in the AICPA
publication AICPA Technical Practice Aids.

TPA Section 6930.09, "Accounting and Disclosure Requirements for Single-Employer
Employee Benefit Plans Related to the Medicare Prescription Drug, Improvement and
Modernization Act of 2003"
.248 Inquiry. On December 8, 2003, the President signed into law the Medicare Prescription Drug,
Improvement and Modernization Act of 2003 (the Act) for employers that sponsor postretirement health
care plans that provide prescription drug benefits. The Act introduces a prescription drug benefit under
Medicare (Medicare Part D) as well as a federal subsidy to sponsors of retiree health care benefit plans that
provide a benefit that is at least actuarially equivalent to Medicare Part D.l. In May 2004, the FASB issued
FSP FAS 106-2, Accounting and Disclosure Requirements Related to the Medicare Prescription Drug, Improvement
and Modernization Act of 2003. That FSP addresses the issue of whether an employer that provides postretire
ment prescription drug coverage should recognize the effects of the Act on its accumulated postretirement
benefit obligation (APBO) and net postretirement benefit costs and, if so, when and how to account for those
effects. FSP FAS 106-2 says that the APBO and net periodic postretirement benefit costs should reflect the
effects of the Act. The FSP does not address accounting for the subsidy by health and welfare benefit plans.
.249 For a single-employer health and welfare benefit plan, should the effects of the plan sponsor's
(employer's) Medicare prescription drug subsidy (Medicare subsidy) be taken into consideration when
calculating the health and welfare plan's postretirement benefit obligation?
.250 Reply. No, the effects of the employer's Medicare subsidy should not be reflected in the plan's
obligations. The primary objective of the financial statements of a health and welfare benefit plan is to provide

AAM §8060.246

Copyright © 2006, American Institute of Certified Public Accountants, Inc.

71

6-06

8178-31

Employee Benefit Plans Industry Developments—2006

financial information that is useful in assessing the plan's present and future ability to pay its benefit
obligations when due. The Medicare subsidy amount is paid to the plan sponsor and does not flow into the
plan. The plan sponsor is not required to use the subsidy amount to fund the postretirement benefits and
may use the subsidy for any valid business purpose. As a result, the Medicare subsidy does not reduce the
amount of benefits that need to be covered by plan assets and future employer contributions. Therefore, the
APBO, without reduction for the Medicare subsidy, is a more meaningful measure of the benefits. Further,
the information necessary to calculate the gross measure should be readily available for sponsors who are
subject to income taxes, because those plan sponsors should maintain gross and net measures of the APBO
in order to properly account for income taxes under FASB Statement No. 109, Accounting for Income Taxes.

.251 Disclosures. The plan should disclose the following:

1.

The existence of the Act

2. The fact that the APBO and the changes in the benefit obligation do not reflect any amount associated
with the Medicare subsidy because the plan is not directly entitled to the Medicare subsidy

.252 Until the plan sponsor (employer) is able to determine whether benefits provided by its plan are
actuarially equivalent to Medicare Part D.l, that employer is not able to determine whether the benefits
provided by its plan are actuarially equivalent to Medicare Part D.l. If the plan sponsor (employer) has
included the effects of the Medicare subsidy in measuring its APBO and changes in benefit obligation, the
plan should disclose the fact that the amount of the APBO differs from that disclosed by the plan sponsor
(employer) because the plan sponsor's amounts are net of the Medicare subsidy.

TPA 6930.10, "Accounting and Disclosure Requirements for Multiemployer
Employee Benefit Plans Related to the Medicare Prescription Drug, Improvement

and Modernization Act of 2003"
.253 Inquiry. On December 8, 2003, the President signed into law the Medicare Prescription Drug,
Improvement and Modernization Act of 2003 (the Act) for employers that sponsor postretirement health
care plans that provide prescription drug benefits. The Act introduces a prescription drug benefit under
Medicare (Medicare Part D) as well as a federal subsidy to sponsors of retiree health care benefit plans that
provide a benefit that is at least actuarially equivalent to Medicare Part D.l. In May 2004, the FASB issued
FSP FAS 106-2, Accounting and Disclosure Requirements Related to the Medicare Prescription Drug, Improvement
and Modernization Act of 2003. That FSP addresses the issue of whether an employer that provides postretire
ment prescription drug coverage should recognize the effects of the Act on its APBO and net postretirement
benefit costs and, if so, when and how to account for those effects. FSP FAS 106-2 says that the APBO and
net periodic postretirement benefit costs should reflect the effects of the Act. The FSP does not address
accounting for the subsidy by multiemployer health and welfare benefit plans or by the sponsors or
participating employers of those plans.
.254 For multiemployer health and welfare benefit plans, should the effects of the Medicare prescription
drug subsidy (Medicare subsidy) be taken into consideration when calculating the health and welfare plan's
postretirement benefit obligation?
.255 Reply. Yes, the multiemployer plan's benefit obligations should be reduced by the effects of the
Medicare subsidy because the multiemployer plan trust receives the subsidy amount directly and not the
individual employers. Because the primary objective of the financial statements of a health and welfare
benefit plan is to provide financial information that is useful in assessing the plan's present and future ability
to pay its benefit obligations when due, and because the Medicare subsidy amount flows into the multiem
ployer plan trust, the APBO net of the Medicare subsidy is a more meaningful measure of those benefits.

.256 Disclosures. Until the multiemployer plan is able to determine whether benefits provided by its plan
are at least actuarially equivalent to Medicare Part D.l, the plan should disclose the following in the notes
to its financial statements:
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1. The existence of the Act
2. The fact that measures of the APBO and changes in the benefit obligation do not reflect any amount
associated with the subsidy because the plan is unable to conclude whether the benefits provided by
the plan are actuarially equivalent to Medicare Part D under the Act.
.257 If the multiemployer plan has included the effects of the Medicare subsidy in measuring its APBO
and changes in the benefit obligation, the plan should disclose the following:
1. The existence of the Act

2. The reduction in the APBO for the subsidy related to benefits attributed to past service
3. The effect of the subsidy on the changes in the benefit obligation for the current period
4. An explanation of any significant change in the benefit obligation or plan assets not otherwise
apparent in the other disclosures
5. The gross benefit payments (paid and expected, respectively) including prescription drug benefits,
and separately the gross amount of the subsidy receipts (received and expected, respectively)

Illustrative Disclosure for the Medicare Prescription Drug Act
.258 The following is an illustrative disclosure for employee benefit plans where the plan sponsor has
included the effects of the Medicare subsidy in measuring its APBO and changes in benefit obligation:
Note X: Medicare Subsidy

On December 8,2003, the Medicare Prescription Drug, Improvement and Modernization Act of 2003
(the Act) for employers sponsoring postretirement health care plans that provide prescription drug
benefits was signed into law. The Act introduces a prescription drug benefit under Medicare as well
as a federal subsidy to sponsors of retiree health care benefit plans providing a benefit that is at least
actuarially equivalent to Medicare Part D. 1.12 Under the Act, the Medicare subsidy amount is received
directly by the plan sponsor and not the related plan. Further, the plan sponsor is not required to use
the subsidy amount to fund postretirement benefits and may use the subsidy for any valid business
purpose.13 The accumulated postretirement benefit obligation as of December 31,2004 and 2003 and
the changes in the accumulated benefit obligation for the years then ended do not reflect any amount
associated with the Medicare subsidy as the Plan is not directly entitled to the Medicate subsidy. The
12 For multiemployer plans where the plan has included the effects of the subsidy in measuring its APBO and changes in benefit
obligation, the remainder of the paragraph would be replaced with the following:
Under the Act, for multiemployer plans, any Medicare subsidy is received directly by the Plan trust and not the individual
employers participating in the Plan. The Plan's accumulated postretirement benefit obligation has been reported net of $XXX and
$YYY as of December 31, 20X5 and 20X4, respectively, for the Medicare subsidy related to benefits attributed to past service.
The Medicare subsidy reduced the increase in the Plan's benefit obligation by $XX and $YY for the years ended December 31,
20X5 and 20X4, respectively.
(To the extent that similar information is not provided on the face of the financial statements, the following disclosures should also be provided.)
The Plan made benefit payments, including prescription drug benefits, of $ZZ million and $QQ million and received a Medicare
subsidy of $Z million and $Q million for the years ended December 31, 20X5 and 20X4, respectively. The amount of expected
benefit payments was $WW million and $VV million, and the amount of expected Medicare subsidy was $W million and $V
million for the years ended December 31, 20X5 and 20X4, respectively.
For multiemployer plans where the plan is unable to determine whether benefits provided by the plan are at least actuarially
equivalent to Medicare Part D.l., the remainder of the paragraph should note that under the Act, for multiemployer plans, any
Medicare subsidy is received directly by the Plan trust and not the individual employers participating in the plan. The Plan has not
determined whether the benefits provided by the Plan are actuarially equivalent to Medicare Part D.l. under the Act. Multiemployer
plans would also note that the plan's accumulated postretirement benefit obligation and the changes in the benefit obligation do not
reflect any amount associated with the Medicare subsidy.

13 If the plan sponsor has not determined whether the benefits provided under the plan are actuarially equivalent to Medicare part
D.L, then the remainder of the paragraph would note that currently, [the plan sponsor] has not determined whether the benefits provided
by the Plan are actuarially equivalent to Medicare Part D.l.
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Plan's accumulated postretirement benefit obligation as of December 31, 2004, differs from that
disclosed by the Company by $315 million, as the Company's accumulated postretirement benefit
obligation as of December 31, 2004 has been presented net of the Medicare subsidy.

Recent Accounting Pronouncements and Related Guidance
.259 Presented below is a list of accounting pronouncements and other guidance issued since the
publication of last year's Alert. For information on accounting standards issued subsequent to the writing
of this Alert, please refer to the AICPA Web site at www.aicpa.org, and the FASB Web site at www.fasb.org.
You may also look for announcements of newly issued standards in The CPA Letter and Journal of Accountancy.

1 FASB Statement of Financial
Accounting Standards No. 152

Accounting for Real Estate Time-Sharing Transactions—an
amendment of FASB Statements No. 66 and 67

(December 2004)

This FASB Statement amends FASB Statement No. 66,
Accounting for Sales of Real Estate, to reference the financial
accounting and reporting guidance for real estate time
sharing transactions that is provided in AICPA SOP 04-2,
Accounting for Real Estate Time-Sharing Transactions. This
FASB Statement also amends FASB Statement No. 67,
Accounting for Costs and Initial Rental Operations of Real Estate
Projects, to state that the guidance for (1) incidental
operations and (2) costs incurred to sell real estate projects
does not apply to real estate time-sharing transactions. The
accounting for those operations and costs is subject to the
guidance in SOP 04-2.

FASB Statement No. 153

Exchanges of Nonmonetary Assets—an amendment of APB
Opinion No. 29

(December 2004)

This Statement amends Accounting Principles Board (APB)
Opinion No. 29, Accounting for Nonmonetary Transactions, to
eliminate the exception for nonmonetary exchanges of
similar productive assets, and replaces it with a general
exception for exchanges of nonmonetary assets that do not
have commercial substance. A nonmonetary exchange has
commercial substance if the future cash flows of the entity
are expected to change significantly as a result of the
exchange.
FASB Statement No. 123(R)

Share-Based Payment

(December 2004)

This FASB Statement is a revision of FASB Statement No.
123, Accounting for Stock-Based Compensation; it supersedes
APB Opinion No. 25, Accounting for Stock Issued to
Employees, and its related implementation guidance. This
FASB Statement focuses primarily on accounting for
transactions in which an entity obtains employee services in
share-based payment transactions. It establishes standards
for the accounting for transactions in which an entity
exchanges its equity instruments for goods or services. It
also addresses transactions in which an entity incurs
liabilities in exchange for goods or services that are based
on the fair value of the entity's equity instruments or that
may be settled by the issuance of those equity instruments.

(continued)
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Accounting Changes and Error Corrections—a replacement of
APB Opinion No. 20 and FASB Statement No. 3

(May 2005)

This FASB Statement replaces APB Opinion No. 20,
Accounting Changes, and FASB Statement No. 3, Reporting
Accounting Changes in Interim Financial Statements—an
amendment of APB Opinion No. 3, and changes the
requirements for the accounting for and reporting of a
change in accounting principle. This FASB Statement
applies to all voluntary changes in accounting principle. It
also applies to changes required by an accounting
pronouncement in the unusual instance that the
pronouncement does not include specific transition
provisions.
FASB Statement No. 155

Accounting for Certain Hybrid Financial Instruments—an
amendment of FASB Statements No. 133 and 140

(February 2006)
This FASB Statement amends FASB Statements No. 133,
Accounting for Derivative Instruments and Hedging Activities,
and No. 140, Accounting for Transfers and Servicing of
Financial Assets and Extinguishments of Liabilities. This FASB
Statement resolves issues addressed in FASB Statement 133
Implementation Issue No. DI, “Application of Statement
133 to Beneficial Interests in Securitized Financial Assets."
This FASB Statement amends FASB Statements No. 133,
Accounting for Derivative Instruments and Hedging Activities,
and No. 140, Accounting for Transfers and Servicing of
Financial Assets and Extinguishments of Liabilities. This FASB
Statement resolves issues addressed in FASB Statement 133
Implementation Issue No. DI, "Application of Statement
133 to Beneficial Interests in Securitized Financial Assets."

FASB Statement No. 156

Accounting for Servicing of Financial Assets—an amendment of
FASB Statement No. 140

(March 2006)
This FASB Statement amends FASB Statement No. 140,
Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities, with respect to the accounting
for separately recognized servicing assets and servicing
liabilities.
FASB Interpretation No. 47

Accounting for Conditional Asset Retirement Obligations—an
interpretation of FASB Statement No. 143

(March 2005)
This FASB Interpretation clarifies that conditional asset
retirement obligations describes a legal obligation to
perform an asset retirement activity in which the timing
and/or method of settlement are conditional on a future
event that may not be under the entity's control.
FASB EITF Issues

Go to www.fasb.org/eitf/ for a complete list of EITF Issues.

(Various dates)
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FASB Staff Positions

(Various dates)

AICPA Statement of
Position 05-1

8178-35

Go to www.fasb.org/fasb_staff_positions/ for a complete
list of FASB Staff Positions (FSPs). Some of the recently
issued FSPs address issues relating to FASB Statements No.
143 and No. 150, among others, as well as to FASB
Interpretation No. 46(R).

Accounting by Insurance Enterprises for Deferred Acquisition
Costs in Connection With Modifications or Exchanges of
Insurance Contracts

Recent FASB EITF Issues and FSPs
.260 The FASB is very active in issuing Emerging Issues Task Force (EITF) Issues and FSPs. Auditors
should visit the FASB Web site to stay abreast of these many issues and understand those accounting
requirements that may pertain to their client's financial statements.

Recent AICPA Independence and Ethics Pronouncements
.261 The AICPA Independence and Ethics Alert—2005/06 (product no. 022476kk) contains a complete
update on new independence and ethics pronouncements. This Alert can be obtained by calling the AICPA
at (888) 777-7077 or going online at www.cpa2biz.com. Readers should obtain that Alert to be aware of
independence and ethics matters that will affect their practice.

Recent SEC and PCAOB Developments
.262 The AICPA SEC and PCAOB Alert—2005/06(product no. 022496kk) contains a complete update on
new SEC and PCAOB pronouncements and other issuances. This Alert can be obtained by calling the AICPA
at (888) 777-7077 or going online at www.cpa2biz.com. Readers should obtain that Alert to be aware of SEC
and PCAOB matters that may affect their engagements.

Audit and Accounting Guide Revisions as of March 1, 2006
.263 The EBP Guide has been updated to reflect FASB Staff Position (FSP) AAG INV-1 and SOP 94-4-1,
and SAS No. 103, Audit Documentation. The EBP Guide also includes new guidance on health savings
accounts, health reimbursement arrangements, and separately managed accounts.
Help Desk—To order the Audit and Accounting Guide Employee Benefit Plans, with con
forming changes as of March 1,2006, call the Service Center Operations at (888) 777-7077 or
go to www.cpa2biz.com and order product no. 012596kk.

On the Horizon
.264 Auditors should keep abreast of auditing and accounting developments and upcoming guidance
that may affect their engagements. You should check the appropriate standard-setting Web sites (listed
below) for a complete picture of all accounting and auditing projects in progress. Presented below is brief
information about certain projects that are expected to result in final standards in the near future. Remember
that exposure drafts are nonauthoritative and cannot be used as a basis for changing GAAP, GAAS, or
PCAOB standards.
.265 The following table lists the various standard-setting bodies' Web sites, where information may be
obtained on outstanding exposure drafts, including downloading a copy of the exposure draft. These Web
sites contain much more in-depth information about proposed standards and other projects in the pipeline.
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Web Site

AICPA Auditing Standards
Board (ASB) (Note that for
audits of public companies, the
Public Company Accounting
Oversight Board sets auditing
standards.)

www.aicpa.org / members / div/ auditstd / drafts.htm

Public Company Accounting
Oversight Board (PCAOB)

www.pcaobus.org

AICPA Accounting Standards
Executive Committee (AcSEC)

www.aicpa.org/members/div/acctstd/edo/index.htm

Financial Accounting Standards
Board (FASB)

www.fasb.org

Governmental Accounting
Standards Board (GASB)

www.gasb.org

Professional Ethics Executive
Committee (PEEC)

www.aicpa.org/members/div/ethics/index.htm

Auditing Pipeline—Nonissuers
.266 The proposed standards discussed in this section would not apply to the audits of issuers, such as
Form 11-K audits, or other audits conducted under the standards of the PCAOB. See the "Auditing
Pipeline—Public Companies" section of this Alert for Issuers.
.267 Readers should keep abreast of the status of the following projects and projected exposure drafts,
inasmuch as they will substantially affect the audit process. More information can be obtained on the
AICPA's Web site at www.aicpa.org.

Proposed SAS, Communication of Internal Control Related Matters Noted in an Audit
.268 This proposed SAS will supersede AU section 325, Communication of Internal Control Related Matters
Noted in an Audit (AICPA, Professional Standards, vol. 1), and significantly strengthen the quality of auditor
communications of such matters in audits of nonpublic companies. Readers should be alert for the issuance
of a final standard in 2006.

Proposed SAS, The Auditor's Communication With Those Charged With Governance
.269 This proposed SAS will replace SAS No. 61, Communication With Audit Committees, as amended, and
establishes standards and provides guidance to an auditor on matters to be communicated with those
charged with governance. The proposed SAS uses the term those charged with governance to refer to those with
responsibility for overseeing the strategic direction of the entity and obligations related to the accountability
of the entity, including overseeing the entity's financial reporting process and internal control over financial
reporting. It uses the term management to refer to those who are responsible for achieving the objectives of
the enterprise and who have the authority to establish policies and make decisions by which those objectives
are to be pursued. Management is responsible for preparation of the entity's financial statements. The
proposed SAS also identifies specific matters to be communicated and amends SAS No. 59, The Auditor's
Consideration of an Entity's Ability to Continue as a Going Concern, as amended. Readers should be alert for the
issuance of a final standard.
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Accounting Pipeline

Proposed FASB Statement, Fair Value Measurements
.270 In June 2004, the FASB published an exposure draft of a proposed FASB Statement, Fair Value
Measurements, which seeks to establish a framework for measuring fair value that would apply broadly to
financial and nonfinancial assets and liabilities, improving the consistency, comparability, and reliability of
the measurements. The fair value framework would clarify the fair value measurement objective and its
application under authoritative pronouncements that require fair value measurements. The exposure draft
would replace any current guidance for measuring fair value in those pronouncements and would expand
current disclosures. Readers should be alert for the issuance of a final FASB Statement. Refer to the FASB
Web site at www.fasb.org for complete information.

Proposed FASB Statement, Employers' Accounting for Defined Benefit Pension and Other
Postretirement Plans, an amendment of FASB Statements No. 87, 88, 106, and 132(R)
.271 At the end of March 2006, the FASB published an exposure draft of a proposed FASB Statement,
Employers' Accounting for Defined Benefit Pension and Other Postretirement Plans, which would improve existing
reporting for defined benefit postretirement plans by requiring an employer that is a business entity to
recognize the overfunded or underfunded positions of defined benefit postretirement plans, including
pension plans (plans), in their balance sheets. The proposed FASB Statement would also require that
employers measure plan assets and obligations as of the date of their financial statements. The proposed
FASB Statement is the result of the initial phase of a comprehensive project to reconsider guidance in FASB
Statement No. 87, Employers' Accounting for Pensions, and FASB Statement No. 106, Employers' Accounting for
Postretirement Benefits Other Than Pensions. A second, broader phase will comprehensively address remaining
issues. The comment period ends on May 31, 2006. The FASB also plans to hold public roundtable meetings
on June 27, 2006, in Norwalk, Connecticut, to listen to the views of, and obtain information from, a wide
variety of interested constituents about the exposure draft. Readers should be alert for the issuance of a final
Statement. Refer to the FASB Web site at www.fasb.org for complete information.

Proposed FASB EITF Issues
.272 Numerous open issues are under deliberation by the EITF. Readers should visit the FASB Web site
at www.fasb.org/eitf/agenda.shtml for complete information.

Proposed FASB Staff Positions
.273 A number of proposed FASB Staff Positions are in progress. Readers should visit the FASB Web site
at www.fasb.org/fasb staff positions/proposed fsp.shtml for complete information.

International Accounting Standards
.274 The International Accounting Standards Board (IASB) is an independent, privately-funded account
ing standard-setter based in London. In April 2001, IASB assumed accounting standard-setting responsibili
ties from its predecessor body, the International Accounting Standards Committee (IASC). The IASB is
committed to developing, in the public interest, a single set of high quality, understandable and enforceable
global accounting standards that require transparent and comparable information in general purpose
financial statements. In addition, the IASB co-operates with national accounting standard-setters to achieve
convergence in accounting standards around the world. The IASB publishes its Standards in a series of
pronouncements called International Financial Reporting Standards (IFRS). It has also adopted the body of
Standards issued by the IASC. Those pronouncements continue to be designated "International Accounting
Standards" (IAS).
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Employee Benefit Plan-Related Standards
.275 The following are employee benefit plan-related standards:
•

IAS No. 19, Employee Benefits, addresses postemployment benefits, including pensions.

•

IAS No. 26, Accounting and Reporting by Retirement Benefit Plans, addresses the accounting and
reporting by retirement benefit plans. It establishes separate standards for reporting by defined
benefit plans and by defined contribution plans.
Help Desk—For further information regarding the IASC and its standards, visit its Web site
at www.iasb.org.

Resource Central
Employee benefit plan-related educational courses, Web sites,
publications, and other resources available to CPAs
Related Publications
.276 The following are some of the AICPA publications that deliver valuable guidance and practical
assistance as potent tools to be used on your employee benefit plan engagements.
•

AICPA Audit and Accounting Guide Employee Benefit Plans, with conforming changes as of March 1,
2006 (product no. 012596kk).

•

Accounting Trends & Techniques—Employee Benefit Plans, second edition (product no. 006624kk). Offer
ing the same kind of powerful help that the AICPA's Accounting Trends and Techniques does, this
comprehensive book illustrates a wide range of employee benefit plan financial statement disclosures
and auditors' reports for both full-scope and limited-scope audits. The publication also includes a
chapter dedicated to illustrative management letters and management letter comments.

•

SAS No. 70 Reports and Employee Benefit Plan (product no. 061061kk). In practice, auditors of employee
benefit plans have continued to raise questions about how SAS No. 70 reports should be considered
in their audits and the auditing procedures that should be applied to these reports to increase their
reliability as audit evidence. This publication provides you with guidance on the use of SAS No. 70
reports in your employee benefit plan audits.

•

Checklists and Illustrative Financial Statements for:
— Defined Benefit Pension Plans (008995kk). The 2006 checklist will be available this summer (product
no. 008996kk).
— Defined Contribution Pension Plans (009005kk). The 2006 checklist will be available this summer
(product no. 009006kk).
— Health and Welfare Benefit Plans (009015kk). The 2006 checklist will be available this summer
(product no. 0090156kk).

•

A Wake-Up Call, an employee benefit plan audit video (013801kk).

Webcasts
.277 June 30,2006—Strategic Industry Briefing—Employee Benefit Plans. This AICPA strategic briefing will
address current industry developments and emerging practice issues relating to employee benefit plans.
Participants will learn about current accounting, auditing, and regulatory developments, including the
impact of recently issued pronouncements on both preparers and auditors of employee benefit plans.
Speakers include Marcus J. Aron, CPA; Marilee Lau, CPA; and Deborah Smith, CPA. [Level: Intermediate.
Recommended CPE credit (based on a 50-minute hour): 21
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Conferences

National Conference on Employee Benefit Plans
.278 Each spring the AICPA sponsors a National Conference on Employee Benefit Plans that is specifi
cally designed to update auditors, plan administrators, and plan sponsors on various topics, including recent
and proposed employee benefit plan legislative and regulatory issues, and significant accounting, auditing,
and tax developments. The 2007 National Conference on Employee Benefit Plans will be held May 21 through
23, 2007, in New Orleans, Louisiana. For a conference brochure, please call (888) 777-7077, and request
brochure G50038; for more information, visit the Web site at www.cpa2biz.com/conferences.

Education Courses
.279 The AICPA has developed a number of continuing professional education (CPE) courses that are
valuable to CPAs working on employee benefit plan engagements. Those courses include:
•

Audits of 401 (k) Plans

•

Employee Benefit Plans: Audit and Accounting Essentials

•

Form 5500: Prepare It Fast—File It Right...The 1st Time

•

SAS No. 70 Auditing Guidance

•

Online CPE: AICPA InfoBytes

Service Center Operations
.280 To order AICPA products, receive information about AICPA activities, and find help on your
membership questions, call the AICPA Service Center Operations at (888) 777-7077.

Hotlines
Accounting and Auditing Technical Hotline
.281 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call (888) 777-7077

Ethics Hotline
.282 Members of the AICPA's Professional Ethics Team answer inquiries concerning independence and
other behavioral issues related to the application of the AICPA Code of Professional Conduct. Call (888)
777-7077.

Web Sites

AICPA Online and CPA2Biz
.283 AICPA Online offers CPAs the unique opportunity to stay abreast of matters relevant to the CPA
profession. AICPA Online informs you of developments in the accounting and auditing world as well as
developments in congressional and political affairs affecting CPAs. In addition, CPA2Biz.com offers all the
latest AICPA products, including Audit Risk Alerts, Audit and Accounting Guides, Professional Standards,
and CPE courses.
AICPA Audit and Accounting Manual
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Other Helpful Web Sites
.284 Further information on matters addressed in this Audit Risk Alert is available through various
publications and services offered by a number of organizations. Some of those organizations are listed in the
table at the end of this Alert.
.285 This Audit Risk Alert replaces Employee Benefit Plans Industry Developments—2005.
.286 The Audit Risk Alert Employee Benefit Plans Industry Developments is published annually. As you
encounter audit and industry issues that you believe warrant discussion in next year's Audit Risk Alert,
please feel free to share them with us. Any other comments that you have about the Audit Risk Alert would
also be greatly appreciated. You may e-mail these comments to ldelahanty@aicpa.org or write to:
Linda C. Delahanty
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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Information Sources

General Information

Organization

Fax Services

Web Site
Address

American Institute of
Certified Public
Accountants

Order Department
Harborside Financial Center
201 Plaza Three,
Jersey City, NJ 07311-3881
(888) 777-7077

24-Hour Fax
Hotline
(201) 938-3787

www.aicpa.org

Financial Accounting
Standards Board

Order Department
P.O. Box 5116
Norwalk, CT 06856-5116
(203) 847-0700, ext. 10

24 Hour
Fax-on-Demand
(203) 847-0700,
menu item 14

www.fasb.org

Public Company
Accounting
Oversight Board

1666 K Street, NW
Washington, DC 20006-2803
(202) 207-9100

Department of Labor
Employee Benefits
Security Administration:

Office of the
Chief Accountant

www.dol.gov/dol/
EBSA

(202) 693-8360

Division of
Accounting Services

ERISA related accounting
and auditing questions
(202) 693-8360

Division of
Reporting Compliance

Form 5500 preparation
and filing requirements
(202) 693-8360

Office of Regulations
and Interpretations

www.pcaobus.org
or
www.pcaob.com

(202) 693-8500
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Appendix A
IRS Limits on Benefits and Compensation
2006

2005

2004

Defined benefit
Maximum annual pension

$175,000

$170,000

$165,000

Defined contribution
Maximum annual addition

44,000

42,000

$ 41,000

401(k) plan
Maximum elective deferral1

15,000

14,000

$ 13,000

403(b) plan
Maximum elective deferral

15,000

14,000

$ 13,000

457 plans

15,000

14,000

$ 13,000

SIMPLE plans

10,000

10,000

$

220,000
100,000
140,000
94,200
6.20
percent

210,000
95,000
135,000
90,000
6.20
percent

Qualified plans
Maximum compensation limits
Highly compensated limits
Officer limits (key employee)
FICA taxable wage base
Employer and employee Social Security tax

9,000

$205,000
$ 90,000
$130,000
$ 87,900
6.20
percent

1 Catch-up contributions for individuals over age 50 increased to $3,000 in 2004, to $4,000 in 2005, and to $5,000 in 2006.
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Appendix B
Definitions of Certain Investments
The following list includes certain investments as defined by the instructions to the Form 5500.
•

Master trust. A trust for which a regulated financial institution (bank, trust company, or similar
financial institution that is regulated, supervised, and subject to periodic examination by a state or
federal agency) serves as trustee or custodian and in which assets of more than one plan sponsored
by a single employer or by a group of employers under common control are held.

•

Common Icollective trust. A trust maintained by a bank, trust company, or similar institution, that is
regulated, supervised, and subject to periodic examination by a state or federal agency, for the
collective investment and reinvestment of assets contributed thereto from employee benefit plans
maintained by more than one employer of controlled group of corporations.

•

Pooled separate account. An account maintained by an insurance carrier, which is regulated, super
vised, and subject to periodic examination by a state agency, for the collective investment and
reinvestment of assets contributed thereto from employee benefit plans maintained by more than
one employer of controlled group of corporations.

•

103-12 Entity. An entity that is not a master trust, common/collective trust, or pooled separate
account whose underlying assets include "plan assets" within the meaning of 29 CFR 2510.3-101 of
two or more plans that are not members of a related group of employee benefit plans.

•

Registered investment company. An investment firm that is registered with the Securities and Ex
change Commission and complies with certain stated legal requirements for the collective investment
and reinvestment of assets contributed thereto from investors (employee benefit plans and nonem
ployee benefit plans).
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Appendix C
EBSA Field Assistance Bulletins
In the course of audits and investigations by EBSA field enforcement staff, difficult legal issues often arise.
In an effort to provide the regional office staff with prompt guidance, EBSA has developed a vehicle for
communicating technical guidance from the national office. Field Assistance Bulletins (FAB) ensure that the
law is applied consistently across the various regions. They also provide the regulated community with an
important source of information about the agency's views on technical applications of ERISA. All FABs are
posted on EBSA's Web site and available to the public.

FABs are available at www.dol.gov/ebsa under Compliance Assistance. The following is a listing and brief
description of the FABs:

Field Assistance Bulletin 2002-1

Addresses the fiduciary considerations involved with
the refinancing of an ESOP loan under section 408(b)(3)
of ERISA

Field Assistance Bulletin 2002-2

Addresses whether the trustees of two related
multiemployer plans were subject to ERISA' fiduciary
standards when they amended the plan's trust
agreements

Field Assistance Bulletin 2002-3

Addresses the fiduciary considerations regarding the
use of agreements in which the service provider retains
the "float" on plan assets

Field Assistance Bulletin 2003-1

Addresses the issue of whether corporate directors and
officers may be denied participant loans that might
violate securities laws when ERISA requires that such
loans be made available to all participants on a
reasonably equivalent basis

Field Assistance Bulletin 2003-2

Considers the application of EBSA's participant
contribution requirements to multiemployer defined
contribution pension plans

Field Assistance Bulletin 2003-3

Addresses the rules that apply to how expenses are
allocated among plan participants in a defined
contribution pension plan

Field Assistance Bulletin 2004-01

Addresses whether health savings accounts established
in connection with employment-based group health
plans constitute "employee welfare benefit plans" for
purposes of Title I of ERISA

Field Assistance Bulletin 2004-02

Addresses a fiduciary's duties with respect to missing
participants in a terminated defined contribution plan

Field Assistance Bulletin 2004-03

Addresses the fiduciary responsibilities of a directed
trustee in the context of publicly traded securities
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Appendix D
Commonly Asked Questions and Answers
The following questions and answers have been developed by the members of the Employee Benefit Plans
Audit Guide Revision Task Force and the Employee Benefit Plans Expert Panel. They include technical
questions and answers included in volume 1 of AICPA Technical Practice Aids and frequently asked questions
encountered by the task force members on accounting, auditing, and regulatory matters.

EBP-Related Technical Practice Aids
Auditing
1. In an initial audit of a plan that has been in existence for several years, to what extent does the auditor
need to audit information from previous years?

A. In an initial audit of a plan which has been in existence in previous years, ERISA requires that the
audited financial reports contain a comparative Statement of Net Assets Available for Benefits and,
as such, there should be some consideration of the accumulation of data from prior years, and the
effect on current year balances. The auditor can choose to compile, review, or audit the opening
Statement of Net Assets Available for Benefits. It is important to note, however, that regardless of
which level of service he or she chooses to render, the auditor must satisfy himself or herself as to
the reasonableness of the amounts reported in the opening Statement of Net Assets Available for
Benefits, because material misstatements in that information may materially impact the Statement
of Changes in Net Assets Available for Benefits under audit.

The auditor should apply appropriate audit tests and procedures to the opening balances in the
Statement of Net Assets Available for Benefits to determine that those balances are not materially
misstated. The auditor should make inquires of the plan's management and outside service provid
ers, as applicable, regarding the plan's operations during those earlier years. The auditor also may
wish to obtain relevant information (for example, trust statements, recordkeeping reports, reconcili
ations, minutes of meetings, and SAS No. 70 reports) for earlier years, as applicable, to gather
evidence that there do not appear to be errors during those years that could have a material effect on
current year balances. Further, the auditor should gain an understanding of the accounting practices that
were followed in prior years to determine that they have been consistently applied in the current year.
Based on the results of the auditor's inquiries, review of relevant information, and evidence gathered
during the current year audit, the auditor would determine the necessity of performing additional
substantive procedures (including detailed testing or substantive analytics) on earlier years' balances.
(Source: AICPA Audit and Accounting Guide Employee Benefit Plans, with conforming changes as of
March 1, 2005, paragraphs 5.21 through 5.22 and 13.43 through 13.46.)
2. How should the auditor test for proper investment allocation in situations where changes may be
made by participants electronically, via phone or Internet, on a daily basis?
A. Where participants make contributions or investment elections by telephone or electronic means
(such as the Internet), the auditor should consider confirming the contribution percentage, source,
and investment election directly with the participant, or compare that information to detail of the
transaction (for example, a copy of the transaction confirmation) if maintained by the plan sponsor
or service provider. Alternatively, if a service provider has a type 2 SAS No. 70 report that provides
evidence that the service auditor has tested investment allocations, the auditor may place some
reliance on the SAS No. 70 report to reduce (not eliminate) substantive testing.

(Source: AICPA Audit and Accounting Guide Employee Benefit Plans, with conforming changes as of
March 1,2005, paragraph 7.16.)
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3. Can a limited scope certification cover participant loans?

A. Yes. Participant loans should be classified as an investment asset for financial statement reporting
purposes. As such, if the participant loans are investment assets held, administered, and processed
by a bank, trust company, or similar institution, or by a regulated insurance company, the related
investment information held by the bank (or insurance company) is not required to be audited
provided the institution certifies that information. A limited scope certification of participant loans
includes the investment in plan loans as well as the interest earned on those loans. If the certifying
institution does not include participant loans as part of the certified investment statement, then
participant loans are subject to audit. If the trustee or custodian does not process and administer the
loans (for example, the administration is performed by an outside TPA), that institution is not eligible
to certify the loan information.
(Source: AICPA Audit and Accounting Guide Employee Benefit Plans, with conforming changes as of
March 1,2005, paragraphs 7.54 and 7.55. Paragraphs 7.64 and 13.27 of the March 2005 Guide provide
limited scope auditing and reporting guidance, respectively.)

4. What procedures need to be performed in audits where the plan doesn't receive a SAS No. 70 report
from the service provider?
A. Service providers are not required to furnish SAS No. 70 reports. However, this does not relieve the
auditor of his or her responsibility to obtain a sufficient understanding of internal control relevant
to transactions executed by the service organization to plan the audit and to determine the nature,
timing, and extent of testing to be performed by considering those components of internal control
maintained by the service organization. In situations where an appropriate SAS No. 70 report is not
available, other sources, such as user manuals, system overviews, technical manuals, the contract
between the user organization and the service organization, and reports on the service organization's
controls issued by internal auditors or regulatory authorities, may provide sufficient information
about the nature of the services provided by the service organization that are part of the user
organization's information system and the service organizations controls over those services. If both
the services provided and the service organization's controls over those services are highly stand
ardized, information obtained through the plan auditor's prior experience with the service organi
zation may be helpful in planning the audit. The plan auditor may wish to consider the specific control
objectives and selected controls outlined in Exhibit B-l of Appendix B of the AICPA Accounting and
Audit Guide Employee Benefit Plans, in obtaining his or her understanding. If the user auditor
concludes that the available information is not adequate to obtain a sufficient understanding of the
service organization's controls to plan the audit, consideration should be given to contacting the
service organization through the user organization to obtain adequate internal control information,
or request that a service auditor be engaged to perform procedures at the service organization.
The level of substantive testing that should be performed depends on the amount of reliance the
auditor can place on controls. Thus, if a SAS No. 70 report is not available, the auditor would need
to increase substantive testing or consider testing controls at the service provider.

Auditing procedures applied to data maintained by the service provider may include tests of
participant data, payroll data, or benefits data to determine that they agree with the information
obtained and maintained by the employer. If the data is not available at the employer, consideration
should be given to confirming the information directly with participants or to reviewing hard copy
information obtained from the service provider, if available.
Individual participant accounts in 401 (k) plans or other defined contribution pension plans should
be tested for proper allocation of plan assets, contributions, income, and expenses. As such, the
auditor should consider confirming contribution percentages and investment elections directly with
the participants in situations where transactions are performed electronically or by phone. In
addition, recordkeepers may maintain back up documentation of participant transactions, which
may be requested as audit evidence to test participant data.
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Procedures that should be considered in the audit of benefit payments, particularly those initiated
by telephone or electronic methods, include confirming disbursements directly with participants, or
comparing the disbursement to a transaction report if one is maintained, and testing the documen
tation underlying the benefit payment transactions.

(Source: AICPA Audit and Accounting Guide Employee Benefit Plans, with conforming changes as of
March 1, 2005, Chapters 7, 9, and 10).
5. In plan audits where a type 2 SAS No. 70 report is used, how extensively should the allocation of
investment earnings at the participant level be tested? What are commonly used methods for testing
this information?

A. In audits where a type 2 SAS No. 70 report is relied upon, the extent of testing of the allocation of
investment earnings at the participant level will be determined based on the assessed level of the
plan's control risk in this area. The SAS No. 70 report can provide information about the controls in
place within the service organization to help the auditor assess this risk. However, the auditor should
not use the SAS No. 70 report to completely eliminate substantive testing.
A commonly used method of testing this information is comparing the yield in the participants'
accounts (selecting a sample of funds) for a certain period of time to the yield that the plan reported
as a whole (as compared to published sources) for those funds for the same period of time.

6. In a full scope audit, why is it necessary to test investment values when those investments are covered
by a SAS No. 70 report?

A. SAS No. 55, Consideration of Internal Control in a Financial Statement Audit, requires an auditor to obtain
a sufficient understanding of an entity's internal control to plan the audit. Per paragraph 1.09 of the
AICPA Audit Guide Service Organizations: Applying SAS No. 70, as Amended, this understanding
would include controls placed in operation by the entity and by service organizations whose services
are part of the entity's information system. The SAS No. 70 report is a tool that can be used to obtain
the understanding of internal control within the service organization. It does not eliminate the need
to perform substantive tests, but may be relied upon to reduce the level of testing.
In performing a full scope audit, an auditor may use the SAS No. 70 report to obtain information
about the controls at the service organization to assess control risk and design methods of testing the
investment information. AU section 328, Auditing Fair Value Measurements and Disclosures (AICPA
Professional Standards, vol. 1), provides guidance on auditing fair value measurements contained in
financial statements. Frequently, a SAS No. 70 report will address the controls over calculating the
value of marketable securities, but will not address the market value of nonmarketable investments,
such as real estate and limited partnerships. If the SAS No. 70 report covers controls over the pricing
of investments for specific assets that the plan holds, an auditor may be able to rely on it to reduce,
but not eliminate, the extent of substantive testing in that area.

7. How much reliance can be placed on the SAS No. 70 report? The AICPA EBP Guide says that the
SAS No. 70 report may only be used to reduce testing, not eliminate it. However, I heard at a
conference that with an appropriate SAS No. 70 report, substantive testing may be eliminated. What
is the correct answer?

A. Testing may be reduced if the SAS No. 70 report addresses a specific audit area and the controls
around it appear satisfactory, but testing may not be eliminated entirely.

SAS No. 55, Consideration of Internal Control in a Financial Statement Audit, requires an auditor to obtain
a sufficient understanding of an entity's internal control to plan the audit. Per paragraph 1.09 of the
AICPA Audit Guide Service Organizations: Applying SAS No. 70, as Amended, states that this under
standing would include controls placed in operation by the entity and by service organizations whose
services are part of the entity's information system. The SAS No. 70 report is a tool that can be used
to obtain the understanding of internal control within the service organization. As such, it can be
used in planning the audit, but not in place of performing audit procedures.
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(Source: AICPA Audit and Accounting Guide Employee Benefit Plans, with conforming changes as of
March 1, 2005, paragraph 10.19.)
8. What is the auditor's responsibility for testing a plan's compliance with top heavy rules, the Average
Deferral Percentage Test, and other qualification issues?

A. An audit in accordance with generally accepted auditing standards (GAAS) is not designed to ensure
compliance with all legislative and regulatory provisions. However, a plan must be designed to
comply with all provisions, and must meet certain operating tests in order to maintain its qualified
status. If specific information comes to the auditor's attention that provides evidence concerning the
existence of possible violations of provisions that may affect the financial statements, he or she should
apply auditing procedures specifically directed to ascertaining whether a violation has occurred. The
auditor also is expected to inquire of, and obtain representation from, management concerning
compliance with laws and regulations, and the controls in place to prevent violations of those laws
and regulations that may cause the plan to lose its qualified status.
(Source: AICPA Audit and Accounting Guide Employee Benefit Plans, with conforming changes as of
March 1, 2005, Chapter 11 and paragraphs 12.01 through 12.03.)

9. In recent audits of health and welfare plans, our firm has been denied access to personnel files because
of Health Insurance Portability and Accountability Act of 1996 (HIPAA) rules. In such cases, it has
prohibited us from performing certain procedures necessary to render our opinion on the financial
statements, such as testing of birth date, hire date, elections, and other such information. How can
we overcome this obstacle?
A. The items mentioned (birth date, hire date, elections) are not "protected health information" (PHI)
under the HIPAA rules.
PHI is individually identifiable health information that is created or received from a health care
provider, health plan, employer, or health care clearinghouse; that either identifies or can be used to
identify an individual; and relates to the individual's past, present, or future physical or mental
health, to the provision of health care to an individual, or to the payment for the provision of health
care to the individual. In other words, there are two components to PHI: (1) the identification of an
individual and (2) health information. Identification of an individual without the corresponding
health information is not PHI, nor is health information without identifying the corresponding
individual to whom it relates.
The first step is to understand what information is needed for the audit and whether it constitutes
PHI. If access to PHI is necessary for the audit, HIPAA regulations allow for that access.
HIPAA privacy regulations indicate that a plan sponsor may not use or disclose protected health
information except as permitted or required by the regulations. The regulations permit use of the
"minimum necessary" information for use in health care operations, including conducting audits. If
the auditor has signed a business associate agreement with the plan sponsor, then that auditor is
considered a business associate under the regulations, and access to such minimum necessary
information required for the audit should not be restricted by HIPPA.

Discussion with the plan sponsor may be necessary to demonstrate that the requested information
is the minimum necessary for the audit and, if such information is not obtained, would result in a
disclaimer of opinion.
For more information, call the Department of Labor Office of Health Plan Standards and Compliance
Assistance at (202) 693-8335, or call the EBSA's toll free inquiry line at (866) 444-EBSA (3272). Health
and Human Services (HHS) also has a toll-free number dealing with HIPAA privacy related issues.
That number is (866) 627-7748. You also may wish to visit the HHS Web site, www.hhs.gov/ocr/hipaa/.

10. Are Frozen and terminated plans that are still paying out benefits required to have an audit?

A. An audit is required if the plan has more than 100 participants at the beginning of the plan year.
Exhibit 5-2 of the AICPA Audit and Accounting Guide Employee Benefit Plans provides guidance with
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regard to the definition of participants. When a plan has been terminated or frozen, complete and
prominent disclosure of the relevant circumstances is essential in all subsequent financial statements
issued by the plan. If the number of participants falls below 100, auditors should consider whether
the plan meets the criteria for the Small Pension Plan Audit Waiver.

(Source: AICPA Audit and Accounting Guide Employee Benefit Plans, with conforming changes as of
March 1, 2005, Paragraph 2.49 and Exhibits 5-1 and 5-4.)

11. For the year ended December 31, 2002, an audit was performed for AB Plan with more than 100
participants that covered two related companies (Company A and Company B). In July 2003,
Company A was sold, and the plan assets related to those participants were transferred to a new plan
(Plan C). What are the audit requirements for the remaining portion of the AB Plan which, as of July
2003, cover only employees at Company B and had fewer than 100 participants?

A. An audit for the AB Plan is required for the year ended December 31,2003, because the plan had over
100 participants at the beginning of the plan year. For the year ended December 31,2004, an audit of
plan AB may not be required if the number of participants at January 1, 2004, is under 100 and the
plan meets the criteria for the Small Pension Plan Audit Waiver.
12. Assume a partially insured H&W plan where the employer pays claims to a certain level and then
reinsurance assumes the liability. There are over 100 participants, and the employer and employees
each pay a portion of the premiums. The employee share is paid on a pretax basis through a section
125 plan. There is no trust established, but at year end there may be a minimal payable to the
third-party administrator for regular monthly charges and a small reinsurance receivable, depending
on timing. Does this plan require an audit?

A. No, the plan does not require an audit. According to the fact pattern described, no separate trust
exists to hold the assets of this plan, and therefore it is not a funded plan for ERISA purposes. ERISA
exempts unfunded plans from the requirement to perform an annual audit. Participant contributions
made through a section 125 cafeteria plan are not required to be held in trust per DOL Technical
Release 92-1, and as long as no trust is being utilized, no audit requirement exists.
(Source: AICPA Audit and Accounting Guide Employee Benefit Plans, with conforming changes as of
March 1,2005, Appendix A, paragraphs A.25 and A.28.)

13. If a defined contribution plan has an effective merger date, per the merger agreement, of December
31, 2003, but a significant portion of the plan's assets have not been transferred as of December 31,
2003, should the audit be done as of the December date, or when the majority of the assets were
transferred? Would the answer be any different for a defined benefit plan? Would a liability
representing the assets due to the acquiring plan be reflected on the statement of net assets if the audit
date is December 31, 2003?
A. For defined contribution plans, if there is a significant difference between the effective merger date
per the merger agreement and the actual date of transfer of assets, consideration should be given to
performing an audit through the date of the actual transfer. However, all facts and circumstances
should be considered, including management's intent, before determining the proper merger date.

For defined benefit plans, the merger typically is recorded on the effective merger date per the merger
agreement because legal title to the assets, liabilities, and benefit obligations has transferred. In certain
circumstances, it may be appropriate to record a liability representing the assets due the acquiring
plan at year end (for example, if the physical transfer from one plan to another has been requested
and is pending).

Auditor's Reports
14. In situations where the plan has no audit committee, but the plan sponsor has an audit committee,
are the plan auditors required to communicate pursuant to SAS No. 61? What is the requirement if
the plan has an administrative committee? Would the answer be different for public and nonpublic
entities?
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A. AU section 380, Communication With Audit Committees (AICPA, Professional Standards, vol. 1), as
amended, requires the auditor to determine that certain matters related to the conduct of an audit
are communicated to those who have responsibility for oversight of the financial reporting process.
The communications are to be made to an audit committee or to a group equivalent to an audit
committee which has formal designated oversight responsibility of the financial reporting process,
such as a finance committee or budget committee. For employee benefit plans, formal oversight may
be delegated to a pension or administrative committee.
Required communications may be oral or written. If information is communicated orally, the auditor
should document the communication by appropriate memoranda or notations in the working papers.

The communications are not required to occur before the issuance of the auditor's report on the
entity's financial statements (see rules for public entities later in this section) so long as the commu
nications occur on a timely basis.

Nonpublic entities. Plans that do not file a Form 11-k with the SEC are considered nonpublic entities.
If a plan that does not file a Form 11 -k with the SEC has no designated group or body equivalent to
an audit committee with formal responsibility for the financial reporting process, the auditor is not
required to make the communications required by AU section 380, as amended.1
Public entities. Plans that file a Form 11-k with the SEC are considered public entities. For such plans,
the communications required by AU section 380 must be made in every situation. When issuing an
audit report on financial statements that are filed with the SEC, auditors are required to follow Rule
2-07 of Regulation S-X in addition to the matters required to be communicated to the audit committee
by AU section 380, as amended.
Rule 2-07 of Regulation S-X requires that auditors communicate certain matters to audit committees
prior to the filing of the audit report with the SEC. As such, any auditor's report that is included (or
incorporated by reference) in a client's periodic report should only be included in such periodic report
after the auditors have communicated the matters required by Rule 2-07 of Regulation S-X to the
audit committee.

Currently there is no guidance from the SEC in determining the appropriate group (other than the
audit committee) with whom to have the required communications as they relate to Form 11-K filers.
(Source: AU section 380, Communication With Audit Committees (AICPA, Professional Standards, vol.
1), the related Interpretation at AU section 9380, and Rule 2-07 of SEC Regulation S-X, Communication
with Audit Committees.)

15. We have completed the audit of a plan except for reviewing the 401 (k) and 401 (m) discrimination
testing, which has not yet been done and quite possibly may not ever be done. If such testing is not
performed, what type of audit opinion should be issued?
A. Independent auditors should inquire if the plan has complied with the annual limitation tests to
determine if the plan has met the requirements in order to maintain its tax exempt status. Since the
nondiscrimination requirements under 401 (k) and 401 (m) are required to be met annually, the
independent auditor should understand the results of similar tests performed in the past and the
reasons why the associated testing has not been performed in the current year. The auditor should
be aware that any corrections, corrective distributions, or qualified nonelective contributions
(QNECs) that would result from failure of these compliance tests must be made before the end of the
following plan year to preserve the plan's qualified status. If correction is to be made through refunds,
then a correction made within 2 1/2 months after the plan's year end will avoid potential excise tax
and preserve the plan's qualified tax status. In contrast, a refund after 2 1/2 months triggers an excise
tax payable by the plan sponsor. In the event that testing has not been completed for the year under
audit, the auditor should consider the results of testing performed in the pa st, any corrections that
1 Proposed SAS, The Auditor's Communication With Those Charged With Governance, will replace SAS No. 61, Communication With Audit
Committees, as amended, and establishes standards and provides guidance to an auditor on matters to be communicated with those
charged with governance. Be alert for the issuance of a final standard.
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were made, and whether significant changes in the plan's demographics have occurred. The client
should determine whether or not it is expected that a correction will be necessary, and should make
an estimate for accrual purposes of the amount required for correction. Consideration should be
given to modifying the tax note in the financial statements to indicate that the plan sponsor will take
the necessary steps, if any, to bring the plan's operations into compliance with the Code. Similar
wording also should be included in the management representation letter. If the results of the testing,
when completed, are expected to be material based on similar issues in the past or discussions with
the client and a correction amount cannot be reasonably estimated, the auditor should consider
withholding his or her report until the testing is completed and the appropriate accruals recorded.
If, however, the financial statements are issued and the client doesn't remedy or complete the tests
by the next audit, the auditor should consider the effect on the financial statements as well as other
implications as described in AU section 317, Illegal Acts by Clients (AICPA, Professional Standards, vol.
1), since the plan's tax qualified status may be in jeopardy.

(Source: AICPA Audit and Accounting Guide Employee Benefit Plans, with conforming changes as of
March 1, 2005, paragraph 12.03b.)

Sale of Real Estate Investments Held by Employee Benefit Plans
16. Many employee benefit plans invest directly in real estate (for example, a building) that generates
rental income and operating expenses for the plan. Generally, these plans are defined benefit plans
but certain defined contribution plans may also hold these investments.
Paragraph 41 of Financial Accounting Standards Board (FASB) Statement of Financial Accounting
Standards No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets, provides that a
"component of an entity" comprises operations and cash flows that can be clearly distinguished,
operationally and for financial reporting purposes, from the rest of the entity. A component of an
entity may be a reportable segment or an operating segment, a reporting unit, a subsidiary, or an
asset group.
Paragraph 42 of FASB Statement No. 144 provides that the results of operations of a component of
an entity that either has been disposed of or is classified as held for sale shall be reported in
discontinued operations in accordance with paragraph 43 of FASB Statement No. 144 if both of the
following are met:

•

The operations and cash flows of the component have been (or will be) eliminated from the
ongoing operations of the entity as a result of the disposal transaction.

•

The entity will not have any significant continuing involvement in the operations of the compo
nent after the disposal transaction.

Paragraph 43 of FASB Statement No. 144 states that in a period in which a component of an entity
either has been disposed of or is classified as held for sale, the income statement of a business
enterprise (or statement of activities of a not-for-profit organization) for current and prior periods
shall report the results of operations of the component, including any gain or loss recognized in
accordance with paragraph 37 of FASB Statement No. 144, in discontinued operations.

Because employee benefit plans are not specifically scoped out of FASB Statement No. 144, if an
employee benefit plan invests in real estate that generates rental income and operating expenses for
the plan and then sells that property, is the sale of the real estate investment considered a discontinued
operation of the plan?
A. No. For many entities, after evaluating the conditions in paragraph 42 of FASB Statement No. 144,
an investment in real estate (such as a building) that generates rental income and operating expenses
would be considered to meet the definition of a "component of an entity" (as defined in FASB
Statement No. 144) and, therefore, any gains or losses relating to the disposal of that "component"
would be reported in discontinued operations. However, employee benefit plan financial statements
show financial status or net assets available for benefits and changes in financial status or net assets
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available for benefits. Because they do not show a statement of operations or activities, there is no
reason to distinguish between continuing and discontinued operations. Rather, real estate in an
employee benefit plan should be treated as an investment carried at fair value and the related
income/expenses and net appreciation/depreciation should be included in the statement of changes
in financial status or statement of changes in net assets available for benefits. No distinction should
be made between continuing and discontinued operations.
(Source: TPA Section 6930.05, "Sale of Real Estate Investments Held by Employee Benefit Plans and
Discontinued Operations")

Other Commonly Asked Questions
Employee Benefit Security Administration Guidance on Insurance
Company Demutualizations
1. During the past few years there have been a number of insurance companies that have demutualized,
resulting in the insurance contract policyholder receiving demutualization proceeds. What alterna
tives are available with respect to receipt by policyholders of demutualization proceeds?

A. On February 15, 2001, Employee Benefit Security Administration (EBSA) issued a letter regarding
alternatives available under the trust requirement of Title I of ERISA with respect to receipt by
policyholders of demutualization proceeds belonging to an ERISA-covered plan in connection with
the proposed plan of demutualization of an insurance company (the company). In its letter, the DOL
noted that the application of ERISA's trust requirements would depend on whether demutualization
proceeds received by a policyholder constitute plan assets. The DOL stated that, in the case of an
unfunded or insured welfare plan in which participants pay a portion of the premiums, the portion
of the demutualization proceeds attributable to participant contributions must be treated as plan
assets. In the case of a pension plan, or where any type of plan or trust is the policyholder or where
the policy is paid for out of trust assets, the DOL stated that all of the proceeds received by the
policyholder in connection with the demutualization would constitute plan assets. Auditors should
take care to identify those plans with contracts with insurance companies that have demutualized
and ensure that the proceeds are properly recorded as plan assets. Plan sponsors may not be familiar
with EBSA's letter regarding alternatives available with respect to receipt by policyholders of
demutualization proceeds. In addition, it has been noted that demutualization proceeds are often
deposited into a separate account or trust and may be overlooked in financial reporting for the plan.

Reporting of Participant Loans on Defined Contribution Plan Master Trust Form 5500 Filings
2. How should participant loans be reported on defined contribution plan master trust Form 5500
filings?
A. The face of Schedule H Form 5500 instructs master trust investment accounts not to complete line
lc(8) participant loans. In practice, many master trusts for defined contribution plans include
participant loans as part of their master trust agreement. However, even though these loans may be
included as part of the master trust agreement, the Form 5500 instructs the preparer not to include
them as part of the master trust assets. Thus, the plan's financial statements would require a
supplemental schedule, Schedule of Assets (Held at End of Year), to report participant loans as a
nonmaster trust investment. The plan's Form 5500 filing would require the participant loans to be
broken out separately from the investment in the master trust on the Schedule H.

Other Questions
3. Can the plan sponsor accept a certification from the plan's recordkeeper if the recordkeeper certifies
the investment information to be complete and accurate on behalf of the plan's trustee/custodian as
"agent for"?
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A. According to the DOL, such a certification generally would be acceptable if there is in fact a legal
arrangement between the trustee and the recordkeeper to be able to provide the certification on the
trustee's behalf. Care should be taken by the plan administrator to obtain such legal documentation.
Additionally the plan auditor might consider adding wording to the standard limited scope report
to include reference to such an arrangement. Sample language might include the following: "any
auditing procedures with respect to the information described in Note X, which was certified by ABC,
Inc., the recordkeeper of the Plan as agent for XYZ Bank, the trustee of the Plan,... We have been
informed by the plan administrator that the trustee holds the Plan's investment assets and executes
investment transactions. The plan administrator has obtained a certification from the agent on behalf
of the trustee, as of and for the year ended December 31, 20XX, that the information provided to the
plan administrator by the agent for the trustee is complete and accurate." The third paragraph of the
report should also be modified.

4. Is it permissible to perform a limited scope audit on a portion of the plan's investments but not all
(some investments did not meet the DOL 29 CFR 2520.103-8 criteria for a limited scope audit)? If yes,
what form does the auditors' report take?
A. Yes, it is permissible to perform a limited scope audit on only a portion of a plan's investments and
audit the remaining investments. The auditors' report is the same as that used for a limited scope
audit. However, the note that is referenced in the auditor report should clearly identify the invest
ments that were not audited.
5. Under Form 5500 (Schedule H, Part IV, line 4j), there is a special rule whereby transactions under an
individual account plan that a participant directs should not be taken into account for purposes of
preparing the Schedule of Reportable Transactions. What about situations where an individual
account plan is participant-directed but has certain transactions that appear to be nonparticipantdirected (for example, pass-through account for contributions)?

A. If the plan is an individual account plan and the overall structure of the plan is participant-directed,
pass-through account transactions would not be required to be included on the Schedule of Report
able Transactions. Another example would be a participant-directed individual account plan that
liquidates its investment options as a result of a plan termination, merger, or change in service
provider. Often such changes result in the plan sponsor directing the plan trustee to liquidate the
current balance in the participant-directed investment options into a short-term fund before the
transfer to new investment options. Such transactions would be not be required to be included on
the Schedule of Reportable Transactions.
6.

What are the general conditions requiring an audit of pension plan financial statements?

A. An audit generally is required if the plan is covered under Title I of ERISA and there are over 100
participants as of the beginning of the plan year. Exhibit 5-2 in Chapter 5 of the AICPA Audit and
Accounting Guide Employee Benefit Plans, with conforming changes as of March 1, 2005 (the EBP
Guide) provides guidance on determining who is considered a participant. In addition, DOL
regulations permit plans that have between 80 and 120 participants at the beginning of the plan year
to complete the Form 5500 in the same category (large plan or small plan) as was filed in the previous
year.
7. What audit procedures should be performed on material plan mergers into a plan? What audit
procedures are required when the prior plan was audited? What if the prior plan was never audited?

A. If the prior plan was audited, the auditor should obtain the audited financial statements to ensure
that the balance transferred from the prior plan financial statements reconciles to the balance that is
reflected on the new plan's financial statements. Also, the auditor will generally perform procedures
to ensure that participant accounts were properly set up under the new plan. In addition to the
participant level testing, if the prior plan was not audited, the auditor will generally perform audit
procedures to determine that the equity that is transferred from the prior plan is reasonable based
upon an analysis of historical activity. (Other audit procedures relating to plan mergers can be found
in paragraphs 12.13 through 12.16 of the EBP Guide.)
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8. When a plan operates in a decentralized environment, what additional audit procedures should be
considered?
A. The auditor should consider the controls at each decentralized location as well as the overall
mitigating controls that may be performed on a centralized basis. Taking into consideration the
materiality of the activity at each decentralized location, the auditor may choose to expand participant
level and substantive testing to incorporate these decentralized locations.
9. When the majority of a plan's assets are held in a master trust, but the plan has investments outside
of the master trust, what are the requirements for the supplemental schedules?

A. The Form 5500 instructions exclude master trust assets from the supplemental schedule reporting
requirements. However, any assets held outside the master trust must be reported on the supple
mental schedules. When calculating the 5 percent threshold for disclosing reportable transactions,
the current value of master trust assets is subtracted from the beginning of the year net asset balance.
10. Is the master trust required to be audited?
A. While the DOL does not require the master trust to be audited, the plan administrator normally
engages an auditor to report only on the financial statements of the individual plans. If the master
trust is not audited, the plan auditor should perform those procedures necessary to obtain sufficient
audit evidence to support the financial statement assertions as to the plan's investments or qualify
or disclaim his or her report.

11. Is a certification at the master trust level acceptable under DOL regulation 2520.103-8?

A. If a limited scope audit is to be performed on a plan funded under a master trust arrangement or
other similar vehicle, the DOL requires separate individual plan certifications from the trustee or the?
custodian regarding the allocation of the assets and the related income activity to the specific plan.
12. Should noninterest-bearing cash be included as an asset on the supplemental Schedule of Assets
(Held at End of Year)?
A. Generally, only assets held for investment are included on the supplemental Schedule of Assets (Held
at End of Year); thus noninterest-bearing cash would not be included. Interest-bearing cash accounts
would be included on the supplemental schedule.

13. Can immaterial investments be netted together as "other" on the supplemental Schedule of Assets
(Held at End of Year)?

A. No, each investment must be separately listed on the supplemental schedule.
14. What is the auditor's responsibility for detecting nonexempt transactions resulting from participant
contributions that are not remitted to the plan within the guidelines established by DOL regulations?

A. An audit performed in accordance with generally accepted auditing standards (GAAS) cannot be
expected to provide assurance that all party-in-interest transactions will be discovered. Nevertheless,
during the audit the auditor should be aware of the possible existence of party-in-interest transac
tions. During the planning phase of the audit, the auditor should inquire about the existence of any
party-in-interest or nonexempt transactions. If any issues relating to late remittances are brought to
the auditor's attention, the auditor may consider obtaining a schedule of employee contributions
detailing payroll withholding date and date of deposit to the plan. A sample of deposits can then be
traced to the supporting payroll register and wire transfer advice or check. Further, the auditor should
have the client include in the management representation letter a representation that there are no
party-in-interest transactions that have not been disclosed in the supplemental schedules.
15. If a nonexempt transaction related to the above is noted, is materiality of the transaction taken into
consideration in determining the need for the supplemental schedule of nonexempt transactions?
A. There is no materiality threshold for the inclusion on the supplemental schedule. All known events
must be reported.
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16. When is a plan subject to the requirements of the Securities Act of 1933, thus requiring a Form 11-K
filing under the Securities Exchange Act of 1934?

A. Section 3(a)(2) of the Securities Act of 1933 provides exemptions from registration requirements for
defined benefit plans and defined contribution plans not involving the purchase of employer
securities with employee contributions. All other plans are subject to the requirements, provided they
are both voluntary and contributory. (For further guidance, see paragraph 12.24 of the EBP Guide.)
Advice of counsel should be obtained to determine if the registration requirements apply to the plan.
17. In a defined contribution plan, can investments be shown as a one-line item on the financial
statements?
A. Participant-directed plan investments may be shown in the aggregate, as a one-line item in the
statement of net assets available for benefits. The presentation of nonparticipant-directed invest
ments in the statement of net assets available for benefits or in the notes should be detailed by general
type, such as registered investment companies, government securities, corporate bonds, common
stocks, and so on.

18. If investments are shown as a one-line item in a defined contribution plan, what disclosures are
required?
A. The presentation should indicate whether the fair values of the investments have been measured by
quoted market prices in an active market or were determined otherwise. Investments that represent
5 percent or more of the net assets available for benefits should be separately identified. If any of
those investments are nonparticipant-directed, they should be identified as such. Listing all invest
ments in the Schedule of Assets (Held at End of Year) required by ERISA does not eliminate the
requirement to include this disclosure in the financial statements.
19. Are participant loans considered an investment on the face of the financial statements or as a loan
receivable?
A. Loans are considered an investment for reporting purposes.

20. Should the benefits paid per the statement of changes in net assets available for plan benefits agree
to the benefits paid in the statement of changes in accumulated plan benefits for a defined benefit
pension plan?

A. The benefits paid should be the same on both statements. If differences are noted, the issue should
be resolved with the actuary to determine whether payments recorded by the plan or used by the
actuary require adjustment.
21. Is the schedule of 5 percent reportable transactions required for defined benefit plans?
A. As defined benefit plans generally are not participant-directed, the reportable transactions schedule
would be required.

22. When does a health and welfare plan require an audit?
A. A health and welfare plan is required to have an audit when the plan has more than 100 participants
at the beginning of the plan year (this can be expanded to 120 if the 80-to-120-participant rule applies)
and the plan is funded. According to DOL Regulation 2520.104-44, the existence of a separate fund
or account for the plan by the employer or a third-party administrator can cause the requirement that
funds be paid directly from the general assets of the sponsor not to be met. For example, if a separate
account is maintained that would be deemed to be a trust under state law, the related plan would be
deemed to be funded under ERISA. It is not always easy to determine when a plan is considered
funded. The auditor may wish to consult with legal counsel, plan actuaries, or the DOL to determine
if a plan meets the definition of funded.
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23. Are participants counted the same way for pension plans and health and welfare benefit plans?
A. Participants for health and welfare plans are employees who are eligible and have elected coverage
under the plan.

24. If participants are contributing toward the health and welfare benefits, is an audit required?

A. According to DOL Technical Releases 88-1 and 92-1, participant contributions to a welfare plan that
has an Internal Revenue Code (IRC) section 125 cafeteria plan feature do not have to be held in trust.
If contributions are not through a section 125 plan and they are not used for the payment of insurance
or health maintenance organization (HMO) premiums, generally, they will be required to be held in
trust. If the plan is funded voluntarily or as required by DOL regulation, then the plan would require
an audit.
25. If a plan offers several benefits under the plan document, and only medical is funded through the
voluntary employees' beneficiary association (VEBA) trust, what is the audit requirement?

A. The reporting entity and thus the audit requirement is of the entire plan; not the trust. All benefits
covered by the plan should be included in the audited financial statements.
26. If a VEBA trust is used as a pass-through for claims payment during the year, but there are no monies
in the VEBA trust at year end, is an audit of the plan required?

A. If a plan is deemed to be funded for a part of a plan year, the entire plan year is subject to the audit
requirement. All plan activity for the entire year would have to be included in the audited financial
statements.
27. If multiple plans use a VEBA trust, can an audit be performed at the VEBA trust level?
A. The audit requirement is of the plan, not the trust. Each plan would require a separate audit if it
individually met the audit requirement (see previous question). The auditor may be engaged to audit
the VEBA trust in order to assist with the plan level allocation reporting, but this would not fulfill
the plan level audit requirement.

28. Does the funding of a health and welfare benefit plan though a 401(h) account, when the plan was
otherwise unfunded, cause the plan to require an audit?
A. If the plan was otherwise unfunded, the 401(h) account association will not cause the health and
welfare benefit plan to be considered funded for audit determination purposes.

29. What responsibility does the auditor have in testing plan qualification tests (for example, ADP and
ADP) prepared by a client's third-party administrator?
A. An audit in accordance with generally accepted auditing standards (GAAS) is not designed to ensure
compliance with all legislative and regulatory provisions. However, plans must be designed and
comply with certain operating tests to maintain their qualified status. If specific information comes
to the auditor's attention that provides evidence concerning the existence of possible violations
affecting the financial statements, the auditor should apply auditing procedures specifically directed
to ascertaining whether a violation has occurred. The auditor is also expected to inquire of, and obtain
representation from, management concerning compliance with laws and regulations and the preven
tion of violations that may cause disqualification.

30. If the plan fails its 20X0 discrimination test and has to return employee contributions in 20X1, should
"excess contribution payable" liability be shown on the 20X0 financial statement?

A. Yes, the financial statements should reflect a liability for excess contributions payable on the financial
statements if the amount is material to the financial statements.
31. What alternate audit procedures should be done to test participants' investment allocation of deferral
contributions where no documentation exists (participants can change deferrals and allocation of
such online or via phone)?
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A. Where participants make contributions or investment elections by telephone or electronic means
(such as the Internet), consider confirming contribution percentage, source, and investment election
directly with the participant or compare to a transaction report, if one is maintained. Alternatively,
if the service provider has a type 2 SAS No. 70 report2 that provides evidence that the service auditor
has tested investment allocations, the auditor may place some reliance on the SAS No. 70 report to
reduce (not eliminate) substantive testing.

32. For a DOL limited-scope audit, is it necessary to test the allocation of investment earnings at the
participant account level?

A. The testing of allocation of investment earnings at the participant level is part of the participant data
testing and is recommended for a limited scope audit.
33. Brokerage accounts can be listed on one line item on the Form 5500. Can they be listed on one line
item on the supplemental schedules to the financial statements, or do the individual underlying
investments have to be listed?
A. As described in the Form 5500 instructions, individually directed brokerage accounts may be listed
as one line item on the statement of net assets available for benefits and on the supplemental schedule
of assets, provided the investments are not loans, partnerships or joint-venture interests, real
property, employer securities, or investments that could result in a loss in excess of the account
balance of the participant or beneficiary who directed the transaction. However, the notes to the
financial statements must disclose any individual investment that is over 5 percent of net assets
available for benefits at the end of the year. In addition, the investment income for individually
directed brokerage accounts may be shown as one line item in the Form 5500; however, the financial
statements must separate interest and dividends from net appreciation (depreciation) in fair value
on the statement of changes in net assets available for benefits and disclose net appreciation
(depreciation) by type of investment in the notes to the financial statements.

34. When a defined benefit plan has a 401 (h) account and the assets of the 401 (h) account are commingled
in a master trust, are the required master trust disclosures included in the defined benefit plan or the
health and welfare plan?
A. Since the 401(h) assets legally belong to the defined benefit plan, the master trust disclosures should
be included in the defined benefit plan's financial statements.

35. If a limited-scope audit is to be performed on a plan funded under a master trust arrangement or
other similar vehicle, should separate individual plan certifications from the trustee or the custodian
be obtained for the allocation of the assets and the related income activity to the specific plan?

A. Yes, if a limited-scope audit is to be performed on a plan funded under a master trust arrangement
or other similar vehicle, separate individual plan certifications from the trustee or the custodian
should be obtained for the allocation of the assets and the related income activity to the specific plan.

2 AU section 324, Service Organizations (AICPA, Professional Standards, vol. 1), as amended.

AICPA Audit and Accounting Manual

AAM §8060.291

8178-58

Alerts

71

6-06

.292

Appendix E
Claims Testing

There are three sources that the auditor may need to consult when testing claims. They are the sources that
contain Current Procedural Terminology (CPT) codes, Healthcare Common Procedure Coding System
(HCPCS) codes, and International Classification of Diseases, Ninth Edition (ICD-9) codes.

Physicians' CPT is a listing of descriptive terms and identifying five-digit codes for reporting medical services
and procedures. The purpose of CPT is to provide a uniform language that accurately describes medical,
surgical, and diagnostic services and thereby serves as an effective means for reliable nationwide communi
cations among physicians, patients, and third parties. In addition, for use in federal programs (Medicare and
Medicaid), CPT is used extensively throughout the United States as the preferred system of coding and
describing health care services.
CPT does not contain all the codes needed to report medical services and supplies. The Health Care Financing
Administration (HCFA) developed level II and level III codes, which are published as HCPCS codes for
supplies and services not covered by a CPT code (level I). These codes cover such items as durable medical
equipment, ambulance services, and various drugs.
The ICD-9-CM is published by the United States government and is the classification employed for
cause-of-death coding. The ICD-9 coding system is recommended for use in all clinical settings and is
required for reporting diagnoses and diseases to the U.S. Public Health Service.

If medical claims are not submitted electronically, they are submitted on one of two types of forms. All
hospital bills, both outpatient and inpatient, are submitted on a form UB92. All other bills are submitted on
a form HCFA 1500.
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Appendix F
Payroll Auditing
AU section 316, Consideration of Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1),
states that the auditor should assume that revenue recognition is an area where fraud could occur in any
entity. For employee benefit plans, the primary sources of revenue are income from investments and
employer contributions. The AICPA Audit and Accounting Guide Employee Benefit Plans, with conforming
changes as of March 1,2006 (EBP Guide), contains chapters detailing audit procedures for investments and
employer contributions.
In single-employer employee benefit plans, the auditor can test payroll audits directly. Often the auditor
performs the audit for both the employer and the employee benefit plan, and this enables the auditor to do
the testing of the employer's payroll without a great deal of difficulty.

For multiemployer benefit plans, employers contribute to an employee benefit plan based on the provisions
of a collective bargaining agreement (CBA) negotiated between a union representing employees in a specified
trade or industry and their employers. A multiemployer plan may be local, regional, or national in scope
and may bind a few employers or several thousand employers.

What Is a Payroll Audit?
A payroll or compliance audit is an audit of a contributing employer to determine whether the employer has
contributed the amount specified by the CBA to a multiemployer plan. Although they are called payroll
audits, these examinations are actually agreed-upon procedure engagements. When a plan uses a CPA to
perform payroll audits, the plan trustees will agree with the auditor about the records to examine and the
steps to perform. The CPA will perform the agreed-upon procedures specified and will write a report
addressed to the trustees of the multiemployer plan detailing the findings of the engagement. The agreedupon procedures report issued will typically be in accordance with AT sections 101 through 701 (AICPA,
Professional Standards, vol. 1), as amended.

Purpose of a Payroll Audit
There are two primary purposes of a payroll audit. First is to determine that the employer is complying with
the CBA. Only those employees covered by the CBA should be reported. The payroll audit helps ensure that
all wages and hours for all covered employees are reported.

The second purpose of a payroll audit is to determine the accuracy of employer contributions. Only by having
a payroll audit program of contributing employers can an independent auditor gain assurance that the
completeness objective has been fulfilled for employer contributions to the multiemployer plan.

Who Should Perform the Payroll Audits?
Payroll audits can be performed internally by the staff of the multiemployer plan or externally by the auditors
performing the audit of the plan, another CPA firm, or another entity specializing in payroll auditing. It does
not matter who performs the payroll audits if the CPA firm conducting the audit of the plan has the
opportunity to review the working papers of the payroll audits performed to the extent necessary to gain
assurance regarding the completeness of employer contributions.
Payroll auditing done in-house can be less expensive if the plan can use its own employees to do the audits.
In-house auditors can also be used effectively to educate contributing employers regarding their reporting
responsibilities in complying with the CBA.

Other plans prefer to hire outsiders to perform payroll audits. These plans prefer to have someone else handle
the employment and training issues of payroll auditors.
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Are Payroll Audits Required?
Paragraph 10.09 of the EBP Guide states that in a multiemployer environment "plan sponsors or trustees
may engage the employer's auditor, other outsider auditors, in-house compliance personnel, or others to
perform agreed upon procedures to test the completeness of employer contributions." The Department of
Labor has suggested that it is difficult to ensure the completeness objective over employer contributions
without performing payroll audits and that without an effective payroll audit program, the plan auditor
should consider issuing a qualified opinion on the plan's financial statements.
There may be some limited circumstances where payroll audits are not necessary. For example, some plans
cover only a few contributing employers and the control system for those employers is effective and can give
the external auditor confidence that all employer contributions are being collected.

How Often Should Payroll Audits Be Performed?
Paragraph 10.09 of the EBP Guide states that "a representative group of contributing employers should be
tested each year." Does this mean that every contributing employer will be audited within a three- or
four-year cycle? While a three- or four-year cycle might be acceptable in a small plan, a national plan with
thousands of contributing employers may never audit all contributing employers.
The plan should monitor from year to year the effectiveness of its payroll auditing program. The payroll
audit program should help ensure the completeness objective in measuring employer contributions. The
plan itself should also be able to conclude that the payroll audit program is operating on a cost-effective
basis. If revenue from employer contributions generated as a result of the payroll audit program increases
from year to year as a percentage of the costs of the program, then consider increasing the number of audits
performed. If revenue is declining as a percentage of costs, then consider reducing the number of payroll
audits being performed.
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Appendix G
Statement on Auditing Standards Cross-Referenced to Professional Standards AU
Sections Transition Schedule1
Statement on Auditing
Standards (SAS)

SAS No. 1

Title
Responsibilities and Functions of
the Independent Auditor

AICPA Professional Standards,
vol. 1, Cross-Reference (AU sec.)
AU sec. 110
AU sec. 230

Due Professional Care in the
Performance of Work
SAS No. 22

Planning and Supervision

AU sec. 311

SAS No. 29

Reporting on Information
Accompanying the Basis Financial
Statements in Auditor-Submitted
Documents

AU secs. 530, 551

SAS No. 31

Evidential Matter

AU sec. 326

SAS No. 47

Audit Risk and Materiality in
Conducting an Audit

AU sec. 312

SAS No. 52

Omnibus Statement on Auditing
Standards—1987

AU secs. 551, 558

SAS No. 54

Illegal Acts by Clients

AU sec. 317

SAS No. 55

Consideration of Internal Control
in a Financial Statement Audit

AU sec. 319

SAS No. 56

Analytical Procedures

AU sec. 329

SAS No. 58

Reports on Audited Financial
Statements

AU sec. 508

SAS No. 60

Communication of Internal Control
Related Matters Noted in an Audit

AU sec. 325

SAS No. 61

Communication With Audit
Committees

AU sec. 380

SAS No. 64

Omnibus Statement on Auditing
Standards—1990

AU secs. 341,508, 543

SAS No. 65

The Auditor's Consideration of the
Internal Audit Function in an
Audit of Financial Statements

AU sec. 322

SAS No. 70

Service Organizations

AU sec. 324
(continued)

1 The listing in this table should not be considered to be all-inclusive. For an all-inclusive listing of the Statements on Auditing
Standards cross-referenced to the AU sections, readers should refer to the AICPA Codification of Statements on Auditing Standards.
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AICPA Professional Standards,
vol. 1, Cross-Reference (AU sec.)

SAS No. 78

Consideration of Internal Control
in a Financial Statement Audit: An
Amendment to Statement on
Auditing Standards No. 55

AU sec. 319

SAS No. 80

Amendment to Statement on
Auditing Standards No. 31,
Evidential Matter

AU sec. 326

SAS No. 83

Establishing an Understanding
With the Client

AU sec. 310

SAS No. 88

Service Organization and
Reporting on Consistency

AU secs. 324, 420

SAS No. 89

Audit Adjustments

AU secs. 310, 333, and 380

SAS No. 92

Auditing Derivative Instruments,
Hedging Activities, and
Investments in Securities

AU sec. 332

SAS No. 93

Omnibus Statement on Auditing
Standards—2000

AU secs. 315, 411,508, 622

SAS No. 94

The Effect of Information
Technology on the Auditor's
Consideration of Internal Control
in a Financial Statement Audit

AU sec. 319

SAS No. 95

Generally Accepted Auditing
Standards

AU sec. 150

SAS No. 96

Audit Documentation

AU secs. 312, 329, 339, and 341

SAS No. 98

Omnibus Statement on Auditing
Standards—2002

AU secs. 150,161, 312, 324, 508,
530, 550, 551, 558, 560, 561

SAS No. 99

Consideration of Fraud in a
Financial Statement Audit

AU secs. 230, 316, and 333

SAS No. 101

Auditing Fair Value Measurements
and Disclosures

AU sec. 328
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Appendix H
Form 5500 Filing Tips for Pension Plans, Welfare Plans, and Direct Filing Entities
The U.S. Department of Labor (DOL), Pension Benefit Guaranty Corporation (PBGC), and the Internal
Revenue Service (IRS) have compiled the following practical, common sense tips for some of the most
frequently occurring Form 5500 filing problems. The tips are intended to reduce the number of basic filing
errors encountered when processing the Form 5500 and Form 5500-EZ returns, and also help filers avoid
getting EFAST correspondence regarding these basic mistakes. Filers may obtain more information in the
DOL's Trouble Shooter's Guide to Filing the ERISA Annual Report (Form 5500), which is available on the
DOL Internet site at www.dol.gov/ebsa. Also, filers with questions can call the EFAST Help Line at (866)
463-3278.

1. Important Reminder for Fringe Benefit Plans
The IRS reminds employers that they no longer have to file an annual Form 5500 and Schedule F for so-called
"pure fringe benefit plans."

Employers who in the past filed Form 5500 and the Schedule F (Fringe Benefit Plan Annual Information
Return), solely to meet the reporting requirements of Internal Revenue Code (IRC) section 6039D (fringe
benefit plans), should file neither Form 5500 nor Schedule F. In fact, the Schedule F has been eliminated and
the Form 5500 has been modified so fringe benefit plan information cannot be reported.
Fringe benefit plans are often associated with ERISA group health plans and other welfare benefit plans. The
IRS announcement regarding fringe benefit plans does not cover these associated welfare plans. But, in many
cases, a Form 5500 was not required for the welfare plan because it was exempt from filing a Form 5500 report
under Department of Labor regulations. For example, fully insured or unfunded welfare plans covering
fewer than 100 participants at the beginning of the plan year are eligible for a filing exemption. Unless exempt,
however, ERISA welfare plans must still file in accordance with the Form 5500 instructions on welfare plan
filing requirements.
See IRS News Release No. IR 2003-89 and the Form 5500 instructions for more information.

2. The Form 5500 Must Be Properly Signed and Dated
Failure to sign the form is the number one reason filers receive correspondence from the government
regarding their Form 5500 or Form 5500-EZ. Filers should make sure they have the proper signatures and
dates on the Form 5500, Form 5500-EZ, and any attached schedules that require a signature (Schedules B, P
and SSA).

The type of plan or DFE filing the Form 5500 determines who is required to sign the form. Filers should
consult Section 4 of the Instructions for Form 5500, under the heading "How to File," for information on who
is required to sign the return/report.

It is important to remember that, for those filings submitted electronically, the plan must keep in its records
an original copy of the Form 5500 filing with all required signatures.

3. The Form 5550 Must Have the Proper EIN and Plan Number (PN)
It is critical that the Employer Identification Number (EIN) used to identify the "plan sponsor" be the same
year to year when completing line 2b of the Form 5500 or Form 5500-EZ. Switching EINs without reporting
the change on line 4 of the Form 5500 or Form 5500-EZ will disrupt proper processing of the form and cause
the generation of correspondence with the filer. Also, the same EIN must go on line D of all the attached
schedules (except Schedule P, which reports the EIN of the plan's employee benefit trust(s) or custodial
account(s)).
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A multiple-employer plan or plan of a controlled group of corporations should select one of the participating
employers to list as the plan sponsor and use that employer's EIN on line 2b. If the plan sponsor is a group
of individuals (for example, a board of trustees of a collectively bargained plan) a single EIN should be
obtained and used for the group. In the case of a Form 5500 filed for a Direct Filing Entity (DFE), use the EIN
assigned to the CCT, PSA, MTIA, 103-12 IE or GIA.
The three-digit plan number (PN), in conjunction with the EIN, is used as a unique 12-digit number to identify
the plan or DFE. Although EINs are obtained from the IRS, the plan sponsor/employer or plan administrator
assigns the PN. Also, once a three-digit plan number and EIN combination is used for one plan or DFE, it
cannot be used for any other plan or DFE, even after the plan or DFE terminates.

Plan administrators, plan sponsor/employers, and DFE sponsors should assign PNs as follows. Plans
providing pension benefits (such as profit-sharing or money purchase plans) should be assigned plan
numbers starting with 001, and consecutive numbers should be assigned to other pension plans (for example,
002, 003, 004, and so on). The sponsor of an MTIA, CCT, PSA or 103-12 IE filing as a DFE should also start
with number 001, and consecutive numbers should be assigned to other DFEs of the sponsor. Welfare plans
and group insurance arrangements (GIAs) filing as DFEs should be assigned plan numbers starting with 501,
and consecutive numbers should be assigned to other welfare plans and GIAs (for example, 501, 502, 503,
and so on). 888 or 999 should not be used as PNs.
Filers should consult the Form 5500 filing instructions for line lb and 2b in Section 6, "Line-by Line
Instructions", for additional information on EINs and PNs. The instructions for line 2b include information
on how to obtain EINs from the IRS.

4. The Form 5500 Filing May Not Be for a Period Greater Than 12 Months
The time period entered in Part I of the Form 5500 may not be greater than 12 months. If the plan year is a
calendar year (January 1 through December 31), the spaces provided for dates in Part I may be left blank. If
the plan or DFE is not reporting on a calendar year basis, but instead is using a fiscal year, then the 12-month
(or shorter) fiscal year period should be inputted in the spaces provided. Example: fiscal year beginning
07/01/2003 and ending 06/30/2004.
Filers should make certain there is no gap between the ending date of their previous year's Form 5500 and
the beginning date of the current year's form. Special care should be taken if filing a Form 5500 for a short
plan year (a plan or DFE year of less than 12 months). For instance, if a plan or DFE changes from a calendar
year to a noncalendar fiscal year, the beginning date entered on the "short plan year" Form 5500 should be
one day after the ending date of the previous year's Form 5500, and the ending date should be one day before
the beginning date entered on the next year's Form 5500. In addition, line B(4) should be checked on the short
plan year Form 5500. The Form 5500 filing instructions, Section 4 ("How to File" and "Change in Plan Year")
contains additional information.

Finally, the plan year beginning and ending date on all attached Schedules (except Schedule P) must match
the plan year beginning and ending dates on Part I of the Form 5500.

5. Use a Proper Business Code When Completing Line 2d of the Form 5500
On Form 5500, line 2d, filers should enter a valid business code that best describes the nature of the plan
sponsor's business.

The only business codes that are valid for use in answering line 2d are listed in the Form 5500 filing
instructions section marked "Codes for Principal Business Activity." If more than one employer and/or
employee organization is involved, the business code for the main business activity of the employers and/or
employee organizations should be entered.

Business codes may change from year to year. Therefore, the business code used for a previous year's filing
may not be a valid business code for the current year filing. Filers should select the appropriate business
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code from the Form 5500 filing instructions section marked "Codes for Principal Business Activity" (for
example, if filing a 2002 Form 5500, the business code you select should be one of the business codes from
the 2002 instructions).

6. Use the Correct Plan Characteristics Codes on Line 8 of the Form 5500
On Form 5500, line 8, filers must check box A and/or B to indicate if the plan is providing pension benefits
and/or welfare benefits.

After indicating which benefits are being provided by checking box A and/or B, filers must enter the plan
characteristics codes in the space provided beneath boxes A and/or B. These codes describe the type of
pension and/or welfare benefits provided and other features of the plan. A list and description of the plan
characteristics codes is in Section 6 of the Instructions for Form 5500.
An individual account pension plan like a money purchase plan or profit-sharing plan (including a 401 (k)
arrangement) should enter on Form 5500 line 8 the appropriate "Defined Contribution Pension Features"
and "Other Pension Benefit Features" codes that are listed in the Form 5500 instructions. Individual account
plans would not normally enter codes for "Defined Benefit Pension Features," such as 1A, IB, or IC.

7. Properly Identify the Funding and Benefit Arrangements on Line 9 of the Form 5500
Filers should indicate all the proper funding and benefit arrangements on Form 5500, lines 9a and 9b. The
"Funding Arrangement" is the method used for the receipt, holding, investment, and transmittal of plan
assets prior to the time the plan actually provides benefits. The "Benefit Arrangement" is the method by
which the plan provides benefits to participants.

Filers should remember to indicate all the applicable funding and benefit arrangements. The responses on
lines 9a and 9b are cross-referenced against information on Schedules H, I, and/or A, as appropriate. Be
careful to attach the appropriate financial or insurance schedule (H, I, A) that corresponds to the benefit and
funding arrangements you indicate. For instance, if "Trust" is indicated as an arrangement, then a Schedule
H or I (as appropriate) should be submitted with the Form 5500. Likewise if "insurance" is indicated as a
funding and/or benefit arrangement, a Schedule A should be filed with Form 5500 for any insurance contract
with a contract or policy year that ended with or within the plan year.
Filers should refer to the Form 5500 filing instructions, Section 6, "Line-by-Line Instructions," for a descrip
tion of the funding and benefit arrangements.

8. File All the Required Schedules and Attachments With Your Form 5500
Filers should make sure they file all the required schedules and attachments with their Form 5500. The Form
5500 instructions in Section 5, under the heading "What to File," break down filing requirements based on
type of filer (large plan, small plan, pension plan, welfare plan, or DFE), and include a Quick Reference Chart
that lists each of the Form 5500 schedules and identifies who has to file them.

9. The Schedules Attached to Your Filing Must Match What You Report on
Line 10 of the Form 5500
The information entered in the checklist on line 10 of the Form 5500 must match schedules that are submitted
with the Form 5500. If a box is checked indicating that a schedule is attached, the schedule must be submitted
with the Form 5500.
When filing Schedules A, P, or T, special care should be taken to enter the total number of each schedule filed
in the spaces provided on line 10.

10. File the Appropriate Financial Information Schedule (H or I) With Your Form 5500
Filers should make sure to file the proper Financial Information Schedule with their Form 5500. The Schedule
H is for "large plan" filers (generally plans with 100 or more participants at the beginning of the plan year)
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and all DFEs. The Schedule I is for "small plan" filers (generally plans with fewer than 100 participants at
the beginning of the plan year).

If a Form 5500 is filed as a "small plan" last year and the number of plan participants is fewer than 121 at the
beginning of this plan year, the plan administrator may continue to file Schedule I as a "small plan" under
the "80-120 Participant Rule." This rule allows plans with between 80 and 120 participants at the beginning
of the plan year to file the Form 5500 in the same category (large plan or small plan) as the prior year filing.
Please consult Section 5 of the Instructions for Form 5500 under the "What to File" heading for more
information on the "80-120 Participant Rule."

Certain Code section 403(b) retirement arrangements, IRA pension plans, fully insured pension plans, and
insured, unfunded, or combination insured/unfunded welfare plans do not have to file Schedule H or I.
Please consult Section 5, under the heading "Limited Pension Plan Reporting" and "Welfare Benefit Plan
Filing Requirements" in the Instructions for Form 5500 for additional information and eligibility require
ments.
When filing Schedule H or I, filers should make certain that all required information provided is accurate
and complete. Make sure the spaces on the asset/liability and income/expense statements (lines 1 and 2) on
the Schedule H and I that require a total from the lines above are completed accurately.

ScheduleH
If Schedule H is filed, Part III of the schedule, regarding the independent qualified public accountant's (IQPA)
report and opinion, must be completed. The report of the IQPA identified on line 3 must be attached to the
Form 5500 unless line 3d(l) or 3d(2), (3b(l) or 3b(2) on 2002 and prior year forms) is checked.

Plans filing Schedule H must answer all items in Part IV, lines 4a through 4k and line 5a. Check either "yes"
or "no" as appropriate, and, where applicable, enter the dollar amounts or other information that is required.
Not responding or indicating "n/a" to an item may cause the filing to be rejected.
MTIAs, 103-12 IEs, and GIAs should leave Schedule H, lines 4a, 4e, 4f, 4g, 4h, 4k, and 5 blank; 103-12 lEs also
do not complete 4j.

Schedule I
When filing Schedule I, filers should ensure that the amounts entered on Part I, lines 3a through 3g (Specific
Assets of the Plan) are the year-end values for the assets. The purchase price for an asset that was purchased
during the plan year is not necessarily the year-end value. Also, if the plan sold an asset reportable on lines
3a through 3g during the plan year, a "0" should be entered on the appropriate line in the amount column
if there were no other asset values to report on that line.

The amounts entered on Schedule I, Line 3f, "Loans (other than to participants)," should be the value of the
loans that are an assets of the plan. Loans are assets to be reported on line 3f if the plan loaned the amounts
(other than participant loans) or purchased loans originated by a third party. Do not include amounts the
plan borrowed; amounts the plan owes should be reported as a liability on Schedule I, line lb.

Plans completing Schedule I must answer all items in Part II, lines 4a through 4k and line 5a. Check either
"yes" or "no" as appropriate, and, where applicable, enter the dollar amounts or other information that is
required. Not responding or indicating "n/a" to an item may cause the filing to be rejected.

11. Do Not Submit Loose Schedules or Attachments
The Form 5500 must be submitted in its entirety with all required schedules and attachments (including the
report of the IQPA, if applicable).
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Loose schedules and attachments filed without a completed Form 5500 or amended Form 5500 will not be
considered filed or processed. However, government, church, or other plans that elect voluntarily to file the
Schedule SSA are not required to attach the schedule to a Form 5500 but must check box lb on the Schedule
SSA. See the Schedule SSA instructions for more information.
Hand print and machine print forms generated by EFAST approved software will not be processed if they
are printed out blank, or with limited information, and then completed by pen or typewriter. Only official
hand print paper forms printed by the IRS are allowed to be completed by pen or typewriter.

12. Follow the Proper Procedures When Filing an Amended Form 5500
If the amended return/report is filed electronically, filers should submit a completed and dated Form 5500
with electronic signature (check box B(2) in Part I to indicate it is an amended return/report), and refile all
schedules and attachments, including those that are not being amended.
If the amended return/report is submitted in paper form, submit a new completed, signed, and dated Form
5500 (check box B(2) in Part I) and attach only the schedules or attachments that are being changed from the
prior filing. Do not attach schedules and attachments that are not being changed. Do not attach schedules
where only attachments are being amended. Identify only the schedules that are being amended on line 10
of Form 5500. If only attachments are being amended, do not identify any schedules on line 10 of Form 5500.
When submitting a corrected Form 5500 in response to correspondence from EBSA regarding processing of
a return/report, filers should not check box B(2) on the Form 5500.
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Appendix I
Frequently Asked Questions on the Small Pension Plan Audit Waiver Regulation

1. What Is the Small Pension Plan Audit Waiver Regulation?
The Department of Labor's (DOL's) regulation at 29 CFR 2520.104-46 establishes conditions for small
employee benefit plans (generally those with fewer than 100 participants) to be exempt from the general
requirement under Title I of the Employee Retirement Income Security Act (ERISA) that plans be audited
each year by an independent qualified public accountant (IQPA) as part of the plan's annual report (Form
5500).
The DOL amended the regulation in October 2000 to impose additional conditions for small pension plans
to be exempt from the annual audit requirement. The purpose of the new conditions is to increase the security
of assets in small pension plans by improving disclosure of information to participants and beneficiaries and,
in certain instances, requiring enhanced fidelity bonds for persons who handle plan funds. The amendments
went into effect beginning in 2001.

The Employee Benefits Security Administration (EBSA) has received a variety of questions on how to
determine whether a small plan has met the conditions for the audit waiver. The purpose of this document
is to answer frequently asked questions about the audit waiver requirements under the amended regulation.
Questions concerning this guidance may be directed to the EFAST Help Line at (866) 463-3278. The EFAST
Help Line is available Monday through Friday from 8:00 A.M. to 8:00 P.M., Eastern Time.

2. Eligible Pension Plans

2a. What pension plans are eligible for an audit waiver under the Small Pension Plan
Security Amendments?
Pension plans with fewer than 100 participants at the beginning of the plan year are eligible if they meet the
conditions for an audit waiver under 29 CFR 2520.104-46.

2b. Can a plan that uses the "80-120 Participant Rule" to file as a small plan claim the
audit waiver?
Yes. All Schedule I filers that meet the conditions of the audit waiver are eligible. If the plan meets the
conditions of the “80-120 Participant Rule," it may file as a small plan and attach Schedule I instead of
Schedule H to its Form 5500. Under the 80-120 Participant Rule, if the number of participants covered under
the plan as of the beginning of the plan year is between 80 and 120, and a small plan annual report was filed
for the prior year, the plan administrator may elect to continue to file as a small plan.

2c. Does the plan have to tell participants, beneficiaries, and the DOL if it is claiming the
audit waiver? If so, how?
Yes. The plan administrator must disclose that it is claiming the waiver by checking “yes" on line 4k of
Schedule I of the Form 5500 filed for the plan.

2d. Does a small pension plan that does not meet the audit waiver conditions need to file
Schedule H instead of Schedule I?
No. Small pension plans that cannot claim the audit waiver may still file Schedule I but must attach the report
of an IQPA to their Form 5500. They also do not need to include schedules of assets held for investment, a
schedule of reportable transactions, the Schedule C, or Schedule G.
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2e. If a small plan elects to file as a large plan pursuant to the 80-120 Participant Rule, can
it still claim the small pension plan audit waiver?
No. Only plans filing as small plans can rely on the small pension plan audit waiver.

2f. If the plan previously did not have to include an audit with its annual report filing
because it met another ERISA exception to the audit requirement, does it now have to meet
the conditions under 29 CFR 2520.104-46?
No. If a plan meets another exception to the IQPA audit requirement, for example, if it is a small pension
that is not required to complete Schedule I (such as a plan using an Internal Revenue Code [IRC] section
403(b) annuity arrangement that is exempt from the audit requirement under 29 CFR 2520.104-44) it does
not have to meet the audit waiver requirements in 29 CFR 2520.104-46.

3. General Conditions for Audit Waiver

3a. What are the requirements for the audit waiver?
In addition to being a small pension plan filing the Schedule I, there are three basic requirements for a small
pension plan to be eligible for the audit waiver:
First, as of the last day of the preceding plan year at least 95 percent of a small pension plan's assets must be
"qualifying plan assets" or, if less than 95 percent are qualifying plan assets, then any person who handles
assets of a plan that do not constitute "qualifying plan assets" must be bonded in an amount at least equal
to the value of the "non qualifying plan assets" he or she handles.
Second, the plan must include certain information (described below) in the summary annual report (SAR)
furnished to participants and beneficiaries in addition to the information ordinarily required.

Third, in response to a request from any participant or beneficiary, the plan administrator must furnish
without charge copies of statements the plan receives from the regulated financial institutions holding or
issuing the plan's "qualifying plan assets" and evidence of any required fidelity bond.

3b. What are qualifying plan assets?
"Qualifying plan assets" are:
•

Any asset held by certain regulated financial institutions (see the next question);

•

Shares issued by an investment company registered under the Investment Company Act of 1940 (for
example mutual fund shares);

•

Investment and annuity contracts issued by any insurance company qualified to do business under
the laws of a state;

•

In the case of an individual account plan, any assets in the individual account of a participant or
beneficiary over which the participant or beneficiary has the opportunity to exercise control and with
respect to which the participant or beneficiary is furnished, at least annually, a statement from a
regulated financial institution describing the plan assets held or issued by the institution and the
amount of such assets;

•

Qualifying employer securities, as defined in ERISA section 407(d)(5); and

•

Participant loans meeting the requirements of ERISA section 408(b)(l), whether or not they have been
deemed distributed.

AICPA Audit and Accounting Manual

AAM §8060.296

8178-70

Alerts

71

6-06

3c. Which financial institutions are "regulated financial institutions" for purposes of the
audit waiver conditions?
Only the following institutions are "regulated financial institutions" for purposes of the audit waiver
conditions:

•

Banks or similar financial institutions, including trust companies, savings and loan associations,
domestic building and loan associations, and credit unions;

•

Insurance companies qualified to do business under the laws of a state;

•

Organizations registered as broker-dealers under the Securities Exchange Act of 1934;

•

Investment companies registered under the Investment Company Act of 1940; or

•

Any other organization authorized to act as a trustee for individual retirement accounts under IRC
section 408.

3d. If more than 5 percent of the plan's assets are nonqualifying, does that mean that the
plan must be audited?
Not necessarily. If the plan obtains bonding in accordance with the provisions of the regulation and otherwise
meets the waiver requirements, it can still claim the audit waiver.

3e. What are the basic decisions that must be made to determine whether a small pension
plan may claim the audit waiver?
Administrators can use the decision tree found in Exhibit 5-4 of the AICPA Audit and Accounting Guide
Employee Benefit Plans, with conforming changes as of March 1,2006 (EBP Guide) for guidance.

4. Qualifying Plan Assets

4a. How do I calculate the percentage of "qualifying plan assets" for my plan?
All plan assets that must be reported on the Form 5500 Schedule I, line la, column (b) for the end of the prior
plan year must be included in the calculation of "qualifying" and "nonqualifying" plan assets. The calculation
must be made as soon as the information regarding the plan's assets at the close of the preceding plan year
practically can be ascertained. This generally will be much sooner than the due date for filing the Form 5500
for that preceding plan year.

4b. How is the percentage of "qualifying plan assets" determined for initial plan years?
In the initial plan year, the plan administrator may rely on estimates. The administrator should follow a
similar method to the one described in 29 CFR 2580.412-15 for estimating the amount required for the ERISA
section 412 fidelity bond for an initial plan year. For example, if a plan will be investing exclusively in assets
that meet the definition of "qualifying plan assets," for example, insurance contracts and mutual fund shares,
bonding in addition to that required under section 412 would not be necessary to meet the first condition for
claiming the audit waiver.

4c. When a new plan is initially funded through the transfer of assets from a predecessor
plan, how is the percentage of "qualifying plan assets" determined for the initial plan year?
You should make the determination by treating the new plan as not having a preceding reporting year and
use the assets actually transferred from the predecessor plan to determine whether the new plan meets the
95 percent percentage condition for "qualifying plan assets."
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4d. Does the type of account the plan has with a '‘regulated financial institution" matter in
determining whether assets are "qualifying plan assets"?
Generally, the account must be a trust or custodial account. For example, plan assets held in bank custodial,
common or collective trust, or separate trust accounts are qualifying plan assets. In addition, securities held
by a broker-dealer for the plan in an omnibus account are qualifying plan assets. Checking and savings
accounts that create a debtor-creditor relationship between the plan and the bank are also "qualifying plan
assets" for purposes of the audit waiver conditions.

4e. If I put plan assets in a bank safe deposit box, can I treat those assets as "qualifying
plan assets"?
No. Plan assets put in a safe deposit box with a bank are not qualifying plan assets.

4f. Can assets in individual participant accounts be treated as qualifying plan assets if the
individual account statements from the regulated financial institutions are mailed by
affiliates of the regulated financial institutions, other unaffiliated service providers, or the
plan administrator?
Yes. The account statements must be statements of the regulated financial institution, but the institution's
regular distribution systems may be used to transmit the statements to participants and beneficiaries. For
example, a statement prepared by the regulated financial institution, on the institution's letterhead including
contact information that a participant could use to confirm the accuracy of the information in the statement
with the regulated financial institution could be given to the plan administrator for distribution to the plan
participants and beneficiaries. However, a statement prepared by the plan administrator, even if based on
data from the regulated financial institution, would not meet the audit waiver condition.

5. Fidelity Bonding For Nonqualifying Assets

5a. What type of fidelity bond is needed to meet the audit waiver conditions if more than 5
percent of its assets are nonqualifying assets?
Persons that handle nonqualifying assets must be covered by a fidelity bond or bonds that meet the
requirements of section 412 of ERISA, except that the bond amount must be at least equal to 100 percent of
the value the nonqualifying plan assets the person handles. Persons handling nonqualifying plan assets can
rely on normal rules and exemptions under section 412 in complying with the audit waiver's enhanced
bonding requirement. For example, if the only nonqualifying assets that a person handles are not required
to covered under a standard ERISA section 412 bond (for example, employer and employee contribution
receivables described in 29 CFR 2580.412-5) that person would not need to be covered under an enhanced
bond for a plan to be eligible for the audit waiver.

5b. If the plan has more than 5 percent of its assets in nonqualifying plan assets, does the
enhanced bond have to cover all the nonqualifying assets or only those in excess of the 5
percent threshold?
All the nonqualifying assets, not just a selection that represent the excess over 5 percent, are subject to the
enhanced bond requirement.

5c. Can the plan satisfy the audit waiver bonding requirement by having persons who
handle the nonqualifying plan assets get their own bond?
Yes. The person handling the nonqualifying plan assets can obtain his or her own bond. Also, a company
providing services to the plan can obtain a bond covering itself and its employees that handle nonqualifying
plan assets. The bond has to meet the requirements under section 412, such as the requirements that the plan
be named as an insured, that the bond not include a deductible or similar feature, and that the bonding
company be on the U.S. Department of the Treasury's Circular 570 list of approved surety companies, [www.
fms.treas.gov/c570/c570.html]
AICPA Audit and Accounting Manual
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5d. Can the plan's section 412 fidelity bond be used to satisfy the bonding requirements for
an audit waiver?
Section 412 of ERISA provides that persons that handle plan funds or other property generally must be
covered by a fidelity bond in an amount no less than 10 percent of the amount of funds the person handles,
and that in no case shall such bond be less than $1,000 nor is it required to be more than $500,000. In some
cases, 100 percent of the value of nonqualifying plan assets may be less than 10 percent of the value of all of
the plan funds a person handles. Under those circumstances, the section 412 bond covering the person will
satisfy the audit waiver condition because the amount of the bond will be at least equal to 100 percent of the
nonqualifying plan assets handled by that individual.

For example, a person may handle a total of $1 million in plan funds, but only $50,000 are nonqualifying
plan assets. In that case, the ERISA section 412 bond covering the person should be equal to or greater than
$100,000, which would be more than the value of the nonqualifying assets the person handles. For that person,
the ERISA section 412 bond would also satisfy the audit waiver enhanced bonding requirement.
Even where the amount of an existing section 412 bond is insufficient to meet the audit waiver requirement,
plan administrators may want to consider increasing the coverage under the section 412 bond rather than
getting a new fidelity bond.

6. Summary Annual Report (SAR) Disclosures

6a. What information must be included in the SAR for the plan to be eligible for the audit
waiver?
The plan administrator must include the following additional information in the SAR furnished to partici
pants and beneficiaries to be eligible for the small pension plan audit waiver:
•

Except as noted in the following question below, the name of each regulated financial institution
holding or issuing "qualifying plan assets" and the amount of such assets reported by the institution
as of the end of the plan year;

•

The name(s) of the surety company issuing enhanced fidelity bonding, if the plan has more than 5
percent of its assets in "nonqualifying plan assets";

•

A notice indicating that participants and beneficiaries may, upon request and without charge,
examine or receive from the plan copies of evidence of the required bond and copies of statements
from the regulated financial institutions describing the "qualifying plan assets"; and

•

A disclosure stating that participants and beneficiaries should contact the DOL's Employee Benefits
Security Administration (EBSA) regional office if they are unable to examine or obtain copies of the
regulated financial institution statements or evidence of the required bond.

6b. Do the enhanced SAR disclosure requirements apply to all "qualifying plan assets"?
No. The enhanced SAR disclosure is not required for the following qualifying plan assets:

Qualifying employer securities as defined in section 407(d)(5) of ERISA and the regulations issued thereun
der;
Participant loans meeting ERISA section 408(b)(1) and the regulations issued thereunder; and,
In the case of an individual account plan, any assets in the individual account of a participant or beneficiary
over which the participant or beneficiary has the opportunity to exercise control provided the participant or
beneficiary is furnished, at least annually, a statement from an eligible regulated financial institution
describing the assets held or issued by the institution and the amount of such assets.
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6c. Do the enhanced SAR disclosure requirements apply even if 95 percent of the plan's
assets are "qualifying plan assets”?
Yes. Even if 95 percent of the plan's assets are qualifying plan assets, to be eligible for the audit waiver, the
SAR must include the required information on the regulated financial institutions holding or issuing the
plan's qualifying plan assets.

6d. Is there model language for the enhanced SAR requirements?
The regulations do not require that model language be used for the required enhanced SAR disclosures.
Rather, as long as the SAR includes the required information, it will satisfy the audit waiver condition. The
DOL did not issue model SAR disclosure text as part of the regulation because there are various ways that
plans can satisfy the audit waiver conditions. Nonetheless, the following example may assist administrators
in composing SAR disclosures for their plans that would satisfy the regulation. Plan administrators will need
to modify the example to omit bonding or other information that is not applicable to their plan.
The following is model language for a notice:

The U.S. Department of Labor's regulations require that an IQPA audit the plan's financial statements
unless certain conditions are met for the audit requirement to be waived. This plan met the audit
waiver conditions for [insert year] and therefore has not had an audit performed. Instead, the
following information is provided to assist you in verifying that the assets reported in the Form 5500
were actually held by the plan.
At the end of the [insert year] plan year, the plan had [include separate entries for each regulated financial
institution holding or issuing qualifying plan assefs]:
[set forth amounts and names of institutions as applicable]

[insert $ amount] in assets held by [insert name of bank],
[insert $ amount] in securities held by [insert name of registered broker-dealer],
[insert $ amount] in shares issued by [insert name of registered investment company],

[insert $ amount] in investment or annuity contract issued by [insert name of insurance company]
The plan receives year-end statements from these regulated financial institutions that confirm the above
information. [Insert as applicable:] The remainder of the plan's assets were (1) qualifying employer securities,
(2) loans to participants, (3) held in individual participant accounts with investments directed by participants
and beneficiaries and with account statements from regulated financial institutions furnished to the partici
pant or beneficiary at least annually, or (4) other assets covered by a fidelity bond at least equal to the value
of the assets and issued by an approved surety company.

Plan participants and beneficiaries have a right, on request and free of charge, to get copies of the financial
institution year-end statements and evidence of the fidelity bond. If you want to examine or get copies of the
financial institution year-end statements or evidence of the fidelity bond, please contact [insert mailing address
and any other available way to request copies such as e-mail and phone number].
If you are unable to obtain or examine copies of the regulated financial institution statements or evidence of
the fidelity bond, you may contact the regional office of the U.S. Department of Labor's Employee Benefits
Security Administration (EBSA) for assistance by calling toll-free (866) 444-EBSA (3272). A listing of EBSA
regional offices can be found at www.dol.gov/ebsa. General information regarding the audit waiver
conditions applicable to the plan can be found on the DOL Web site at www.dol.gov/ebsa under the heading
"Frequently Asked Questions."

[The next page is 8179.]
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State and Local Governmental
Developments—2006
STRENGTHENING AUDIT INTEGRITY
SAFEGUARDING FINANCIAL REPORTING

NOTICE TO READERS
STATE AND LOCAL GOVERNMENTAL DEVELOPMENTS—2006
We, as members of the AICPA staff, have developed this Audit Risk Alert to provide you, as an auditor
of financial statements of state and local governments, with an overview of recent economic, industry,
regulatory, and professional developments that may affect the audits you perform. This document
presents brief summaries of recently issued accounting and auditing pronouncements and legal and
regulatory provisions. We present those summaries for your information only; you should not rely
on them as a substitute for a complete reading of the source material.

This publication is an Other Auditing Publication as defined in Statement on Auditing Standards (SAS)
No. 95, Generally Accepted Auditing Standards (AICPA, Professional Standards, vol. 1, AU sec. 150), as
amended. Other Auditing Publications have no authoritative status; however, they may help the
auditor understand and apply the SASs.

If an auditor applies the auditing guidance included in an Other Auditing Publication, he or she
should be satisfied that, in his or her judgment, it is both appropriate and relevant to the circumstances
of his or her audit. This publication was reviewed by the AICPA Audit and Attest Standards staff and
published by the AICPA and is presumed to be appropriate. This document has not been approved,
disapproved, or otherwise acted on by a senior technical committee of the AICPA.
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Director
Governmental Accounting and Auditing

Robert Durak
Director
Accounting and Auditing Publications
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Economic, Industry, and Environmental Developments
The State of the Economy
.01 The Nelson A. Rockefeller Institute of Government publishes frequent updates on state fiscal
conditions. The Institute's report on the January-March 2006 quarter, at rfs.rockinst.org/exhibit/9058/
Full%20Text/RR_64.pdf, included these highlights:
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•

Tax revenue totaled $146.6 billion, up 6.8 percent from the same period in 2005.

•

Adjusting for inflation and legislated tax changes, growth was 0.3 percent, the slowest real adjusted
growth in nine quarters.

•

Nominal growth in total taxes and corporate income taxes was dragged down by a sharp falloff in
one state's corporate income tax collections due to its tax amnesty collections one year ago. Personal
income taxes and the sales tax showed strong growth, as did corporate taxes and total taxes when
adjusted for the amnesty.

•

Revenue growth was strongest in the Far West (13 percent after amnesty adjustment) and weakest
in the Great Lakes (5 percent).

•

The western regions continue to lead the nation in employment growth.

•

State tax revenue growth was reduced by $66 million in net enacted tax cuts.

.02 Another Institute report, at rfs.rockinst.org/exhibit/9032/Full%20Text/RR_62.pdf, indicates that the
areas with the largest increases in the states' 2006 budgets were Medicaid, education (primary, secondary,
and higher), and corrections. A perennial area of concern for state finances is the amount and growth in
employee health care and pension costs. There also is an effect on the states' finances from the Medicare
Prescription Drug Improvement and Modernization Act of 2003 (MMA) (Public Law [P.L.] 108-173, Decem
ber 8,2003), which requires the federal government to charge the states in exchange for taking over the states'
Medicaid drug costs. The Congressional Budget Office has estimated that the required state contributions,
also known as clawback payments, will total $5 billion in the 2006 federal fiscal year and rise steeply in the
ensuing fiscal years.
.03 Fiscal conditions for municipalities also are improving. In a recent survey by the National League of
Cities (NLC), at www.nlc.org/content/Files/RMPctyfiscalcondbrf05.pdf, 63 percent of the responding
finance officials said their jurisdictions were better able to meet their financial needs during 2005 than during
the previous year, and 59 percent said they expect their jurisdictions to be better able to meet their 2006 needs,
relative to 2005. Fiscal challenges continue to be rising costs for employee wages, health care, and pensions
as well as for public safety and infrastructure needs. Some jurisdictions are concerned about declines in
property tax revenues because of slowing or declining real estate markets. The most positive assessments of
current and future municipal financial condition came from finance officials in jurisdictions that rely on sales
taxes, and from those in the South. Most frequently, municipalities are increasing revenues by increasing
fees and charges for services and property tax rates. Another NLC survey, at www.nlc.org/content/
Files/06_SofAmCitiesBrief%20(2).pdf, confirmed many of these findings.

Natural Disasters

.04 Significant portions of the United States were severely affected by the 2005 Atlantic hurricane season,
with damages over $100 billion and more than 1,800 deaths. Virtually all sectors of our society responded to
the disasters, including accounting and auditing standards setting organizations.
.05 The AICPA has developed the following four technical practice aids (TPAs) in response to questions
arising from the disasters:

1. TIS section 8345.01, “Audit Considerations When Client Evidence and Corroborating Evidence in
Support of the Financial Statements Has Been Destroyed by Fire, Flood, or Natural Disaster"
2. TIS section 8345.02, “Considerations When Audit Documentation Has Been Destroyed by Fire, Flood,
or Natural Disaster"
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3. TIS section 9070.05, "Consideration of Impact of Losses From Natural Disasters Occurring After
Completion of Audit Field Work and Signing of the Auditor's Report But Before Issuance of the
Auditor's Report and Related Financial Statements"
4. TIS section 5400.05, "Accounting and Disclosures Guidance for Losses From Natural Disasters—
Nongovernmental Entities"

Help Desk—Recent auditing and accounting TPAs are on the AICPA Internet Web site at
http://www.aicpa.org/members/ div/auditstd/Recently lssued Technical_Practice_
Aids.asp and http://www.aicpa.org/members/div/acctstd/general/recent tpas.asp.
.06 The final TPA in the above list, which provides that losses from a natural disaster of a type that is
reasonably expected to reoccur should not be reported as extraordinary, does not apply to governmental
entities. That is because the Governmental Accounting Standards Board (GASB) has different guidance for
disaster-related events, as discussed in a front-page article in the November 2005 edition of the GASB's
monthly newsletter, The GASB Report. Although The GASB Report is not a recognized source of authoritative
accounting guidance, that article identified sources of relevant generally accepted accounting principles
(GAAP) literature that could be used to report the results of disaster-related events and contacts for
accounting and financial reporting information. Perhaps the most important information conveyed in that
article was that governments' reporting of losses resulting from the hurricanes as extraordinary should be
based on a facts-and-circumstances approach. Specifically, the losses experienced by certain governments
may, based on facts and circumstances, be reported as extraordinary. That is consistent with item 7.217 in
the GASB staff's Comprehensive Implementation Guide, which lists among its examples of extraordinary items:
"Significant damage to the community or destruction of government facilities by natural disaster (tornado,
hurricane, flood, earthquake, and so forth) or terrorist act. Geographic location of the government may
determine if a weather-related natural disaster is infrequent."
Help Desk—The "References for Additional Guidance" section later in this Alert discusses
how to access GASB documents.

.07 Last year's hurricanes may have either or both short-lived or long-lived effects on a government's
finances. Besides the obvious effects on the financial position and condition of jurisdictions in the storms'
paths, a number of governments have experienced increased tax revenues because of rebuilding and
restocking. Some areas are experiencing economic growth that is driven by their growth in population;
people affected by the storms are relocating to these areas, sometimes permanently. Some governments are
experiencing significant changes in their spending patterns for the costs of services, such as for public safety
and health, for displaced persons. Some governments donated capital assets, supplies, and personal services
to organizations and persons in the affected areas.
.08 Through December 31, 2006, the Internal Revenue Service (IRS) is allowing employees to donate
compensated absences balances in exchange for their employer making cash contributions to a qualified
tax-exempt organization providing help to Hurricane Katrina victims. Employees do not pay income taxes
on the leave they forego and employers that pay income taxes may deduct cash contributions either as a
charitable contribution deduction or a business expense deduction. Auditors may observe a higher-thannormal use of compensated absences balances because of this donation program. That unusual use should
be taken into consideration in future years when governments use historical use patterns to calculate the
current/noncurrent balances of the compensated absences liability and estimate their liabilities for sick leave
termination payments.
Help Desk—The IRS has a Question-and-Answer document addressing this program on
the Internet at www.irs.gov/pub/irs-utl/katrina_q&a.pdf.

.09 The U.S. Government Accountability Office (GAO, formerly the U.S. General Accounting Office)
has provided temporary exemptions from certain provisions of the 2003 revision of Government Auditing
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Standards (GAS, Also known as the Yellow Book) for auditors and audit organizations affected by Hurricanes
Katrina and Rita and additional guidance to auditors to protect the public interest related to government
spending of public funds in the relief effort. The "Government Auditing Standards Developments" discussion
in the "Audit and Attestation Issues and Developments" section of this Alert addresses that guidance. Certain
federal financing and regulatory agencies, such as the U.S. Department of Homeland Security (DHS) and the
U.S. Office of Management and Budget (OMB), also have issued guidance relating to the disasters. The
AICPA Audit Risk Alert, Government Auditing Standards and Circular A-133 Audits—2006 discusses that
guidance. The AICPA also has provided disaster-related peer review relief; see the discussion in the "Audit
and Attestation Issues and Developments" section of this Alert.

Retiree Health Care Costs
.10 Many governments previously have not measured or disclosed in their financial statements their
obligations to pay retiree health care costs and other postemployment benefits other than pensions (OPEB).
With the impending implementation of two GASB Statements that address the accounting and financial
reporting for those costs, as discussed in the "Accounting Issues and Developments" section of this Alert,
the press is starting to focus on the potentially significant sum of those obligations, sometimes into the billions
of dollars for an individual state. In addition, a government that does not manage its OPEB liability on a
go-forward basis, especially the growth in its liability, could find that lack of action is negatively affecting
its credit rating.
.11 Many predict significant changes in OPEB as governing bodies become better informed through
actuarial or similar valuations about the amount of the obligations and the effects of not managing them.
Some governments have formed task forces to help them identify solutions. Auditors should consider being
prepared to answer their auditees' questions about managing those obligations.
.12 Common solutions for managing the OPEB obligation and its growth are to restrict new entrants into
the plan, raise the employee cost share, lengthen the vesting period, restrict ad hoc benefit increases, and
convert a defined benefit plan to a defined contribution plan. Another common solution is to begin to advance
fund the obligation as normally is done with pension obligations, which is a long-term solution to a long-term
obligation that will take years with a well-managed funding program to fully fund the accrued liability. Some
governments may even consider discontinuing or reducing benefits for current and retired employees,
although that may not be possible because of legal or contractual restraints. Whichever solutions are chosen,
they likely will be difficult.

Sales Tax Simplification
.13 For years, this Alert has discussed the ongoing debate about the taxation of Internet sales. As
discussed in last year's Alert, the Internet Tax Nondiscrimination Act (P.L. 108-357, December 3, 2004) bans
new Internet access taxes and new, multiple, and discriminatory taxes on electronic commerce (e-commerce,
i.e., Internet sales) until November 1, 2007.

.14 In late 2005, the Streamlined Sales and Use Tax Agreement (Agreement) became effective. The
multistate Agreement provides for the simplification and coordination of the varying sales and use tax laws
by reducing the number of sales tax rates, bringing uniformity to definitions of items in the sales tax base,
and reducing the paperwork burden on retailers.
.15 One of the key components of the Agreement is an amnesty program. In all sta tes that are Agreement
members (currently, there are 19), amnesty generally is available for sales or use taxes uncollected or unpaid
on sales by retailers for any period before the seller registers through an Internet-based centralized registry.
Sellers that register thereby volunteer to collect or pay sales or use taxes in all member states, even though
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current law does not require e-commerce and direct mail companies to collect and remit sales taxes on
transactions occurring in jurisdictions in which they do not have a physical presence.

.16 Auditors could consider whether auditees have properly evaluated their delinquent sales and use tax
receivables for uncollectibility that may arise from the amnesty program.

Other Industry and Environmental Developments
.17 A number of jurisdictions could have increased costs relating to disaster preparedness, including the
remote backup of electronic data and preparing for catastrophic public health issues such as a pandemic
influenza outbreak. Jurisdictions will have higher energy (fuel, heating, and cooling) costs, not only for their
own fleets and buildings but also for low-income home energy assistance programs. A number of jurisdic
tions have reduced tax rates on motor fuels to ease the burden on consumers. Others have blamed rising fuel
prices for draining revenues from lottery ticket sales, as consumers are forced to spend money on fuel rather
than lottery tickets.
.18 Auditors may also want to target terminal pay for accumulated compensated absences as an area of
potential audit risk. As the baby boomer generation approaches retirement, and long-term employees "cash
out" accumulated sick and vacation leave, auditors should consider looking at whether governments have
appropriate internal control to prevent overpayments, which may be difficult to recover.
.19 The retirement of large numbers of baby boomers may undermine entities' internal control in other
ways. Entities will suffer the loss of experience as workers retire almost en masse. Staff shortages will continue
while recruitment efforts are under way. Governments and health care plans that provide prescription drug
coverage to their Medicare-eligible retirees may find that the retiree drug subsidy, which may be available
under MMA, is a potential new source of revenue in 2006. As discussed in the "Accounting Issues and
Developments" section of this Alert, the GASB has addressed the accounting for those revenues.

Help Desk—The U.S. Department of Health and Human Services (HHS), Centers for
Medicare and Medicaid Services, maintains an Internet page at www.cms.hhs.gov/
EmplUnionPlanSponsorlnfo to provide information to employers about the Medicare pre
scription drug benefit and retiree drug subsidy.

Regulatory, Legislative, and Other Developments
Internal Revenue Service Activities
.20 IRS activities might affect the financial statement audits of your state and local government auditees.
Noncompliance with federal tax requirements could have a direct and material effect on the determination
of financial statement amounts. In addition, changes in U.S. Department of the Treasury and IRS regulations
might result in changes in a government's activities.
.21 There is a wealth of information on the IRS Internet site (www.irs.gov). The site provides separate
pages for state and local governments (www.irs.gov/govts), Indian tribal governments
(www.irs.gov/tribes), tax-exempt bonds (www.irs.gov/bonds), and employee retirement plans
(www.irs.gov/ep). Those pages allow the opportunity to access and subscribe to various newsletters or
e-mail alerts, such as the Federal, State and Local Governments (FSLG) Newsletter and the Tax Exempt Bond
Community Update, that will keep you updated about relevant IRS activities. A listing of IRS subscription
services is at www.irs.gov/taxpros/article/0„id=99120,00.html.
AICPA Audit and Accounting Manual
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Department of Labor Topics

Veterans' Rights
.22 In the December 19, 2005, Federal Register (70 FR 75246), the Department of Labor (DOL) published
final regulations under the Uniformed Services Employment and Reemployment Rights Act of 1994, as
amended (USERRA) (38 United States Code [U.S.C.] 4301-4334). USERRA protects the employment and
reemployment rights of persons who leave employment positions to undertake military service. Because a
court may require an employer to make payments for lost wages and benefits or for liquidated damages,
noncompliance with USERRA and these regulations could have a direct and material effect on the determi
nation of financial statement amounts.
.23 In the same Federal Register (70 FR 75313), the DOL issued a final rule to implement a requirement of
the Veterans Benefits Improvement Act of 2004 (VBIA) (P.L. 108-454, December 10, 2004) that amended
USERRA. The VBIA requires employers to provide a notice of the rights, benefits, and obligations of
employees and employers under USERRA. The text of the required notice is included in the final rule.

Help Desk—The DOL's Veterans' Employment and Training Service (VETS) has an Internet
page at www.dol.gov/vets.

Overtime Pay for Dual-Function Firefighters/Paramedics
.24 There are various complexities for employers in the Fair Labor Standards Act (FLSA); one is the partial
exemption from the overtime provisions for certain law enforcement and fire protection employees. Ques
tions often arise about whether and under what conditions paramedics and other emergency medical service
personnel within a fire department are fire protection employees and thus subject to specialized overtime
pay regulations.
.25 In August 2005, the Ninth Circuit Court of Appeals addressed this issue in Cleveland v. City of Los
Angeles, 402 F.3d 981 (9th Cir. 2005). The case involved whether legal definition of fire protection employees
includes the city's cross-trained firefighters/paramedics. Given the fact pattern in the case, the court found
the firefighters assigned to paramedic vehicles were entitled to overtime pay. The city was ordered to pay
backpay (unpaid overtime compensation) as well as liquidated damages. The U.S. Supreme Court declined
to review the decision of the Circuit Court. (Decisions in the Ninth Circuit cover jurisdictions in Alaska,
Arizona, California, Hawaii, Idaho, Montana, Nebraska, Oregon, and Washington.)

.26 In June 2006, the Wage and Hour Division of the DOL's Employment Standards Administration
issued an opinion letter (number FLSA 2006-20) in response to a request for clarification of the overtime
compensation requirements for dual-function firefighters/paramedics. The fact pattern in the request for the
opinion differed from the fact pattern in Cleveland with regard to the individuals' potential fire-suppression
duties when dispatched as paramedics to an incident. In its opinion letter, the DOL found that the
dual-function firefighters/paramedics described in the fact pattern qualified for the partial overtime exemp
tion.

.27 Auditors could consider evaluating whether their auditees are properly taking into account the
provisions of the FLSA and its regulations, as well as the decisions in Cleveland and the DOL opinion letter,
in their policies for assigning duties to and recording overtime for dual-function firefighters/paramedics.
Noncompliance with those requirements could have a direct and material effect on the determination of
financial statement amounts.
Help Desk—Information about the FLSA is on the Internet at www.dol.gov/compliance/
laws/comp-flsa.htm. The Circuit Court's decision in Cleveland v. Los Angeles is at caselaw.
Ip.findlaw.com/data2/circs/9th/0355505p.pdf. DOL opinion letter FLSA 2006-20 is at
www.dol.gov/esa/whd/opinion/FLSA/2006/2006_06_01_20_FLSA.pdf.
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Securities and Exchange Commission Topics
Continuing Disclosure Filings
.28 Because of the Securities and Exchange Commission (SEC) Rule 15c2-l2(17 CFR 240.15c2-l2), issuers,
as well as other obligated persons of most municipal securities offerings that exceed set dollar amounts, file
"continuing disclosures" of annual financial information and notices of eleven specific "material events"
with information repositories that are described in the Rule. As discussed in the 2005 Alert, auditors may
wish to consider informing their auditees who are issuers and other obligated persons about the central post
office (CFO) established by the Municipal Council at www.DisclosureUSA.org. That document delivery
system has now received more than 60,000 filings; during 2005, the CPO received approximately 70 percent
of the material event filings and 50 percent of the annual filings made by issuers and other obligated persons
and their dissemination agents.
.29 Although the CPO receives many documents in electronic format, it also currently accepts filings in
the form of paper documents for a small fee. However, its goal is to begin accepting filings in the form of
electronic documents only in the next year. Therefore, it is likely that issuers and other obligated persons
will need the auditor to provide the audit opinion in an electronic format, such as an Adobe® Acrobat®
Portable Document Format (PDF). Further, some less-sophisticated issuers and other obligated persons may
need assistance in converting other portions of their filings to an electronic format; for example, the
management's discussion and analysis (MD&A) and the financial statements and notes thereto. When
establishing the terms of the engagement, auditors could consider discussing whether their auditees with
filing obligations will need to engage the auditor for that service.

.30 In addition, this year the SEC's Division of Market Regulation may ask the Commission to require
universal use of an electronic document delivery system as the manner in which SEC Rule 15c2-12 filings are
delivered to information repositories.

Derivatives
.31 The widespread and growing use of complex derivative products, such as interest rate swaps, by
municipal issuers raises concerns about the risks to investors, markets, and taxpayers. In March 1994, the
SEC issued an interpretive release that continues to provide guidance for applying the antifraud provisions
of the federal securities laws to the disclosure obligations of participants in the municipal securities market.
The release noted, among other matters, the Commission's concern about municipal issuers' use of derivative
and other complex products and the disclosure issues arising from such activities, and reminded municipal
issuers that the antifraud provisions apply to their statements that can be reasonably expected to reach the
secondary market for their securities. Consider whether any auditee who is an issuer or other obligated
person and uses derivative products should be made aware of this SEC release.

Help Desk—The interpretive release discussed above is Securities Act Release No. 7049,
Securities Exchange Act Release No. 33741 (March 9, 1994), 59 FR 12748 (March 17, 1994),
and is on the Internet at http://www.nabl.org/library/securities/rulel5c212/PDF/
34-7049.pdf. Note that the GASB is progressing on a project on the financial reporting of
derivatives; the "Accounting Issues and Developments" section of this Alert discusses that
project.

Stale Financial Information
.32 Stale and incomplete accounting information is at the core of many of the cases the SEC has brought
against municipal market participants. Many of the financial statements used in primary offering disclosure
documents are many months old at the time of the offering, raising the risk of an antifraud violation if there
have been material changes since the financial statements were prepared and audited. Similarly, annual
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financial information filed as part of a continuing disclosure obligation pursuant to Rule 15c2-12 often is
many months old by the time it is filed. Efficient markets require timely and reliable information to function
properly. As a client service, auditors could consider educating auditees that are issuers and other obligated
persons about this issue and the importance of the timeliness of their financial statements.

Audit and Attestation Issues and Developments
.33 This section discusses relevant auditing and attestation standards and proposals, Audit and Account
ing Guides, and other guidance that have been issued, revised, or become effective since the publication of
last year's Alert. For information on AICPA and Government Auditing Standards guidance issued subsequent
to the writing of this Alert, please refer to the AICPA Internet site at www.aicpa.org/members/
div/auditstd/technic.htm and the GAO Internet site at www.gao.gov/govaud/ybk01.htm. You also may
look for announcements of newly issued proposals and standards in The CPA Letter, including the Members
in Government Supplement; the Journal of Accountancy; and the quarterly electronic newsletter, "In Our
Opinion," issued by the AICPA's Auditing Standards team and at www.aicpa.org/members/
div/auditstd/opinion/index.htm.

Help Desk—You can obtain copies of AICPA standards and other guidance by contacting
the Member Satisfaction Center at (888) 777-7077 or on the Internet at www.cpa2biz.com.
Government Auditing Standards and other GAO guidance is on the Internet at www.gao.
gov/ govaud/ybk01.htm.

Recent AICPA Auditing and Attestation Standards and Interpretations and
Other Guidance
Statement on Auditing Standards No. 102 and Statement on Standards for Attestation
Engagements No. 13
.34 In December 2005, the Auditing Standards Board (ASB) issued Statement on Auditing Standards
(SAS) No. 102, Defining Professional Requirements in Statements on Auditing Standards, and the companion
Statement on Standards for Attestation Engagements (SSAE) No. 13, Defining Professional Requirements in
Statements on Standards for Attestation Engagements. Those Statements define the terminology the ASB will use
to describe the degrees of responsibility that the requirements impose on the auditor or the practitioner in
engagements performed for nonissuers.1 The terms defined in those Statements are substantially similar to
the terms defined by the Public Company Accounting Oversight Board (PCAOB) in its Rule 3101, Certain
Terms Used in Auditing and Related Professional Practice Standards. Although the ASB did not previously define
the degree of responsibility attached to the terms must, is required, and should, the ASB believes that the
terminology, as defined in SAS No. 102 and SSAE No. 13, is consistent with the existing interpretation of the
SASs and SSAEs.
.35 The Statements define the following two categories of professional requirements:
•

Unconditional requirements—Requirements that the auditor or practitioner must comply with when
ever the circumstance, to which the unconditional requirement applies, exists. An unconditional
requirement is indicated by the words must or is required.

•

Presumptively mandatory requirements—Requirements that the auditor or practitioner must comply
with whenever the circumstances, to which the presumptively mandatory requirement applies.

1 Issuers, as defined by the Sarbanes-Oxley Act of 2002 (Sarbanes-Oxley) (PL. 107-204, July 30, 2002) and other entities when
prescribed by the rules of the SEC, and their public accounting firms (who must be registered with the PCAOB) are subject to the
provisions of Sarbanes-Oxley, implementing SEC regulations, and the rules and standards of the PCAOB, as appropriate. Nonissuer
refers to any entity other than an issuer.
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exists. However, in rare circumstances, the auditor or practitioner may depart from a presumptively
mandatory requirement if he or she documents the justification for the departure and how alternative
procedures performed were sufficient to achieve the objectives of the presumptively mandatory
requirement. The word should indicates a presumptively mandatory requirement.
.36 SAS No. 102 also amends paragraph 4 of SAS No. 95, Generally Accepted Auditing Standards (AICPA,
Professional Standards, vol. 1, AU sec. 150.04), by requiring the auditor to document, in the working papers,
his or her justification for a departure from a presumptively mandatory requirement and how the alternative
procedures performed in the circumstances were sufficient to achieve the objectives of the requirement.

.37 The provisions of SAS No. 102, including the amendment of SAS No. 95, and SSAE No. 13 are effective
upon issuance.
.38 The provisions of the Statements apply to existing SASs and SSAEs; they are not intended to apply
to interpretive publications issued by the ASB (auditing Interpretations of the SASs and SSAEs, appendixes
to the SASs and SSAEs, auditing guidance included in AICPA Audit and Accounting Guides, and AICPA
auditing Statements of Position). However, it is the ASB's intent to make conforming changes to the
interpretive publications over the next several years to remove any language that would imply a professional
requirement where none exists.

Statement on Auditing Standards No. 103
.39 In December 2005, the ASB issued SAS No. 103, Audit Documentation. The Statement establishes
standards and provides guidance to auditors of nonissuers on audit documentation; it supersedes SAS No.
96 of the same name. Audit documentation is an essential element of audit quality and although audit
documentation alone does not guarantee audit quality, the process of preparing sufficient and appropriate
audit documentation contributes to the quality of an audit.

.40 In developing this SAS, the ASB considered the documentation requirements of PCAOB Auditing
Standard No. 3, Audit Documentation; the International Auditing and Assurance Standards Board's Interna
tional Standard on Auditing (ISA) 230 (Revised), Audit Documentation, issued in September 2005; Government
Auditing Standards issued by the Comptroller General of the United States; and suggestions from the National
Association of State Boards of Accountancy. Accordingly, the requirements of the SAS are similar, in most
respects, to the requirements of PCAOB Auditing Standard No. 3 and ISA 230 (Revised).
.41 Among other things, the Statement:
•

Requires the auditor to prepare audit documentation for each engagement in sufficient detail to
provide an experienced auditor, having no previous connection to the audit, with a clear under
standing of the work performed (including the nature, timing, extent, and results of audit procedures
performed), the audit evidence obtained and its source, and the conclusions reached.

•

Provides enhanced guidance on matters that should be documented. For example, in addition to the
current requirements of SAS No. 96 that the auditor document audit finding or issues that in his or
her judgment are significant, actions taken to address them (including any additional evidence
obtained), and the basis for the final conclusions reached; SAS No. 103 requires the auditor to
document discussions of significant findings or issues with management and others, on a timely basis,
including when and with whom the discussions took place.

•

States that oral explanations on their own do not represent sufficient support for the work the auditor
performed or conclusions the auditor reached, but may be used by the auditor to clarify or explain
information contained in the audit documentation.
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•

Requires the auditor to document audit evidence that is identified as being contradictory or incon
sistent with the final conclusions, and how the auditor addressed the contradiction or inconsistency.

•

Requires the auditor to assemble the audit documentation to form the final audit engagement file
within 60 days following the report release date. After that date, the Statement requires the auditor
not to delete or discard existing audit documentation, and to appropriately document any subsequent
additions.

•

Specifies a minimum file retention period of five years from the report release date. (The terms of the
engagement or state law or regulation may specify a longer retention period.)

.42 SAS No. 103 also amends paragraphs 1 and 5 of SAS No. 1, section 530, Dating of the Independent
Auditor's Report (AICPA, Professional Standards, vol. 1, AU sec. 530.01 and .05), as amended, by requiring that
the auditor's report not be dated earlier than the date on which the auditor obtained sufficient appropriate
audit evidence to support the opinion on the financial statements. The Statement is effective for audits of
financial statements for periods ending on or after December 15, 2006.

Statements on Auditing Standards No. 104 to No. Ill
.43 In March 2006, the ASB issued eight SASs applicable to audits of nonissuers that provide extensive
guidance concerning the auditor's assessment of the risks of material misstatement in a financial statement
audit, and the design and performance of audit procedures whose nature, timing, and extent are responsive
to the assessed risks. Additionally, the SASs establish standards and provide guidance on planning and
supervision, the nature of audit evidence, and evaluating whether the audit evidence obtained affords a
reasonable basis for an opinion regarding the financial statements under audit. The following table lists the
eight SASs and their effect on existing standards:

Effect on Existing Standards

Statement on Auditing Standards

SAS No. 104, Amendment to Statement on
Auditing Standards No. 1, Codification of
Auditing Standards and Procedures ("Due
Professional Care in the Performance of Work")

Amends SAS No. 1, section 230, Due
Professional Care in the Performance of Work
(AICPA, Professional Standards, vol. 1, AU sec.
230), as amended

SAS No. 105, Amendment to Statement on
Auditing Standards No. 95, Generally Accepted
Auditing Standards

Amends SAS No. 95, Generally Accepted
Auditing Standards (AICPA, Professional
Standards, vol. 1, AU sec. 150), as amended

SAS No. 106, Audit Evidence

Supersedes SAS No. 31, Evidential Matter
(AICPA, Professional Standards, vol. 1, AU sec.
326), as amended

SAS No. 107, Audit Risk and Materiality in
Conducting an Audit

Supersedes SAS No. 47, Audit Risk and
Materiality in Conducting an Audit (AICPA,
Professional Standards, vol. 1, AU sec. 312), as
amended

SAS No. 108, Planning and Supervision

Supersedes SAS No. 1, section 310,
Appointment of the Independent Auditor (AICPA,
Professional Standards, vol. 1, AU sec. 310), as
amended; and SAS No. 22, Planning and
Supervision (AICPA, Professional Standards, vol.
1, AU sec. 311), as amended

SAS No. 109, Understanding the Entity and Its
Environment and Assessing the Risks of Material
Misstatement

Supersedes SAS No. 55, Consideration of
Internal Control in a Financial Statement Audit
(AICPA, Professional Standards, vol. 1, AU sec.
319), as amended
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Statement on Auditing Standards

Effect on Existing Standards

SAS No. 110, Performing Audit Procedures in
Response to Assessed Risks and Evaluating the
Audit Evidence Obtained

Supersedes "Substantive Tests Prior to the
Balance-Sheet Date" of SAS No. 45, Omnibus
Statement on Auditing Standards—1983
(AICPA, Professional Standards, vol. 1, AU sec.
313); and together with SAS No. 109,
supersedes SAS No. 55, as amended

SAS No. Ill, Amendment to Statement on
Auditing Standards No. 39, Audit Sampling

Amends SAS No. 39, Audit Sampling (AICPA,
Professional Standards, vol. 1, AU sec. 350), as
amended

.44 The SASs emphasize the link between understanding the entity, assessing risks, and the design of
further audit procedures. The SASs also introduce the concept of risk assessment procedures, which are
deemed necessary to provide a basis for assessing the risk of material misstatement. Risk assessment
procedures, along with further audit procedures, which consist of tests of controls and substantive tests,
provide the audit evidence to support the auditor's opinion of the financial statements. According to the
SASs, the auditor should perform risk assessment procedures to gather information and gain an under
standing of the entity and its environment; along with its internal control, these procedures include inquiries,
analytical procedures, and inspection and observation. Assessed risks and the basis for those assessments
should be documented; therefore, auditors may no longer default to maximum control risk for an entity's
risk assessment without documenting the basis for that assessment. The SASs also require auditors to
consider and document how the risk assessment at the financial statement level affects individual financial
statement assertions, so that auditors may tailor the nature, timing, and extent of their audit procedures to
be responsive to their risk assessment.

.45 The SASs are effective for audits of financial statements for periods beginning on or after December
15,2006; earlier application is permitted. In some cases, implementation of the SASs will result in an overall
increased work effort by the audit team, particularly in the year of implementation. It also is anticipated that
to implement the SASs appropriately, many firms will have to make significant revisions to their audit
methodologies and train their personnel accordingly. To ease the implementation process, firms may wish
to consider adopting at least some of the provisions of the SASs in advance of the required implementation
date. Alternatively, auditors may want to consider piloting the implementation of the SASs with one or two
auditees in advance of their effective date.

Help Desk—The AICPA has put together a comprehensive plan to support and assist
members in implementing the new standards (Understanding the Nezu Auditing Standards
Relating to Risk Assessment—Audit Risk Alert, product number 022526k); presentations and
discussion at a number of AICPA conferences; a self-study continuing professional educa
tion (CPE) program (Auditor's Risk Assessment Process: Tackling the New Risk Assessment
SASs); and an audit guide (due out in the fall).

Statement on Auditing Standards No. 112
.46 In May 2006, the ASB issued SAS No. 112, Communicating Internal Control Related Matters Identified in
an Audit, to supersede SAS No. 60, Communication of Internal Control Related Matters Noted in an Audit (AICPA,
Professional Standards, vol. 1, AU sec. 325), as amended. Among its provisions, SAS No. 112:
•

Incorporates the definitions of the terms control deficiency and material weakness used in PCAOB
Auditing Standard No. 2, An Audit of Internal Control Over Financial Reporting Performed in Conjunction
With an Audit of Financial Statements, and replaces the term reportable condition with the term significant
deficiency and its related definition in PCAOB Auditing Standard No. 2.

•

Provides guidance on evaluating deviations in the design or operation of controls as control deficien
cies, and for classifying control deficiencies as significant deficiencies and material weaknesses. (For
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example, paragraph 19 of SAS No. 112 provides the following among its examples of indicators of
control deficiencies that should be regarded as at least significant deficiencies and strong indicators
of material weaknesses in internal control: Identification by the auditor of a material misstatement
in the financial statements for the period under audit that was not initially identified by the entity's
internal control.)
•

Requires the auditor to report in writing to management and those charged with governance
significant deficiencies and material weaknesses in internal control. (Those matters should be
communicated even if they were previously communicated to those parties in connection with
previous audits.) It also requires the auditor to communicate internal control matters to management
and those charged with governance no later than 60 days following the report release date.

.47 SAS No. 112 is effective for audits of financial statements for periods ending on or after December 15,
2006, with earlier implementation permitted.
Help Desk—We expect that under SAS No. 112, auditors will report more material weak
nesses and significant deficiencies than they have reported in the past. Auditors should
consider this potential and perhaps educate their auditees about this effect.

Interpretations to SAS No. 92 and No. 101
.48 In July 2005, the ASB issued two auditing interpretations. Interpretation No. 1, "Auditing Investments
in Securities Where a Readily Determinable Fair Value Does Not Exist" (AICPA, Professional Standards, vol.
1, AU sec. 9332.01-.04), interprets SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and
Investments in Securities (AICPA, Professional Standards, vol. 1, AU sec. 332). Interpretation No. 1, "Auditing
Interests in Trusts Held by a Third-Party Trustee and Reported at Fair Value" (AICPA, Professional Standards,
vol. 1, AU sec. 9328.01-04), interprets SAS No. 101, Auditing Fair Value Measurements and Disclosures (AICPA,
Professional Standards, vol. 1, AU sec. 328).
.49 The Interpretations clarify that if the auditor determines that the nature and extent of auditing
procedures should include verifying the existence and testing the measurement of investments in securities
(or interest in a trust that holds investments in securities), simply receiving a confirmation from a third party
(including a trustee), either in aggregate or on an investment-by-investment basis, does not in and of itself
constitute adequate audit evidence with respect to the valuation assertion. In addition, receiving such a
confirmation for investments in aggregate does not constitute adequate audit evidence with respect to the
existence assertion, although receiving confirmation on an investment-by-investment basis typically would
constitute adequate audit evidence with respect to that assertion. Further, the interpretations remind readers
of management's responsibility for establishing an accounting and financial reporting process for determin
ing fair value measurements and indicate that if the auditor is unable to audit the existence or measurement
of investments at the financial statement date, the auditor should consider whether that scope limitation
requires an opinion qualification or disclaimer.
.50 Those Interpretations apply to audits of all nonissuers, including governments, even though one of
the Interpretations uses the example of a not-for-profit organization. Both Interpretations address at least in
part difficulties in obtaining fair values for equity securities for which a readily determinable fair value does
not exist. GASB standards presently require only certain governmental entities and activities to use fair value
to report equity securities for which a readily determinable fair value does not exist. Those entities and
activities are governmental external investment pools, as required by GASB Statement No. 31, Accounting
and Financial Reporting for Certain Investments and for External Investment Pools; defined benefit pension plans,
as required by GASB Statement No. 25, Financial Reporting for Defined Benefit Pension Plans and Note Disclosures
for Defined Contribution Plans; and defined benefit OPEB plans that have implemented the provisions of GASB
Statement No. 43.
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Help Desk—Due to the increased risk of misstatement inherent with financial instruments
that do not have a readily determinable market value, the Alternative Investments Task
Force of the AICPA's ASB has developed and issued a practice aid for auditors entitled
"Alternative Investments—Audit Considerations." The practice aid includes guidance on
general considerations pertaining to auditing alternative investments; addressing manage
ment's financial statement existence and valuation assertions; management representations;
disclosure of certain significant risks and uncertainties; and reporting. It also includes appen
dixes with an example confirmation and illustrative examples of management controls for
due diligence, ongoing monitoring, and financial reporting. The practice aid is on the
Internet at www.aicpa.org/download/members/div/auditstd/Alternative_Investments_
Practice_Aid.pdf.

Disaster-Related Peer Review Relief
.51 The AICPA has provided guidance regarding peer review requirements for those AICPA firms with
audit documentation or workplaces affected by hurricanes Katrina and Rita. Those firms may request
extensions in the deadlines for peer reviews under certain circumstances. The guidance is available at the
AICPA Peer Review Internet site at www.aicpa.org/download/members/div/practmon/Hurricane_
Guidance.pdf.

2006 Conforming Changes to Audit and Accounting Guides
.52 Audit and Accounting Guide, State and Local Governments. We have updated the AICPA's Audit
and Accounting Guide State and Local Governments for conforming changes as of May 1, 2006. An appendix
in the Guide details all changes. Among the changes, the updated Guide revises or adds information to alert
auditors to (1) the issuance or effective dates of GASB pronouncements through GASB Statement No. 47,
Accounting for Termination Benefits, and Technical Bulletin (TB) 2004-2, Recognition of Pension and Other
Postemployment Benefit Expenditures/Expense and Liabilities by Cost-Sharing Employers; and (2) guid
ance in the GASB staff's Comprehensive Implementation Guide—2005. We also added appendixes to two
chapters of the Guide to discuss the GASB guidance for OPEB plans and employer accounting for OPEB.
Help Desk—For copies of the Guide with conforming changes through May 1, 2006
(product no. 012666kk), call AICPA Member Services at (888) 777-7077. See also the "Refer
ences for Additional Guidance" section later in this Alert.

.53 Audit Guide Government Auditing Standards and Circular A-133 Audits. We have updated the
AICPA Audit Guide Government Auditing Standards and Circular A-133 Audits for conforming changes as
of May 1, 2006. An appendix in the Guide details all changes. Among the significant changes, the updated
Guide:
•

Reflects new guidance related to SAS No. 103. (See the SAS No. 103 discussion earlier in this section
of this Alert.)

•

Adds footnotes to alert auditors to significant proposed changes to Government Auditing Standards
and incorporates guidance from the April 2005 technical amendment to Government Auditing Stand
ards relating to CPE. (See the "Government Auditing Standards Developments" discussion later in this
section of this Alert.)

•

Includes clarifications and guidance on referring to other auditors in Government Auditing Standards
reports and provides new example reports to illustrate the reporting options. (See the "Government
Auditing Standards Developments" discussion later in this section of this Alert.)

•

Adds footnotes alerting auditors to recently issued SAS No. 112 and proposed changes to SAS No.
61. (See the SAS No. 112 discussion earlier in this section of this Alert and the following discussion
of AICPA auditing proposals.)
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Help Desk—For copies of the Guide with conforming changes through May 1, 2006
(product no. 012746kk), call AICPA Member Services at (888) 777-7077. See also the "Refer
ences for Additional Guidance" section later in this Alert.

AICPA Auditing and Attestation Standards: Proposals and Upcoming Proposals
Help Desk—Exposure drafts of proposed SASs and SSAEs are at www.aicpa.org/
members/div/auditstd/drafts.htm.

Proposed SAS, The Auditor's Communication With Those Charged With Governance
.54 In March 2006, the ASB issued an exposure draft to supersede SAS No. 61, Communication With Audit
Committees (AICPA, Professional Standards, vol. 1, AU sec. 380), as amended.
.55 Among its provisions, the proposed SAS:
•

Describes the principal purposes of communication with those charged with governance and stresses
the importance of effective two-way communication.

•

Requires the auditor to determine the appropriate person(s) in the entity's governance structure with
whom to communicate particular matters. That person may vary depending on the nature of the
matter to be communicated.

•

Recognizes the unique considerations for communicating with those charged with governance when
all of those charged with governance are involved in managing the entity, which may be the case
with some small entities.

•

Adds requirements to communicate an overview of the planned scope and timing of the audit and
representations the auditor is requesting from management.

•

Provides additional guidance on the communication process, including the forms (written versus
oral) and the timing of communication.

•

Requires the auditor to evaluate the adequacy of the two-way communication between the auditor
and those charged with governance.

•

Establishes a requirement to document significant matters communicated with those charged with
governance.

.56 In addition to the proposed SAS, the exposure draft includes a proposed amendment to SAS No. 59,
The Auditor's Consideration of an Entity's Ability to Continue as a Going Concern (AICPA, Professional Standards,
vol. 1, AU sec. 341), as amended. The proposed amendment requires the auditor to communicate to those
charged with governance events or conditions that cause the auditor to conclude that there is substantial
doubt about the entity's ability to continue as a going concern as well as management's plans for addressing
such events or conditions.

.57 The exposure draft proposes that its provisions would be effective for audits of financial statements
for periods beginning on or after December 15, 2006.

Proposed SAS, Omnibus—2006
.58 In July 2006, the ASB issued an exposure draft to propose various revisions to existing SASs that have
been accumulated over a period of time. Because of the significance of the issues and cost-benefit considera
tions, the proposed revisions do not in and of themselves warrant the issuance of separate standards.
Therefore, an Omnibus is proposed.
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.59 The SASs that would be affected are:
•

SAS No. 1, section 560, Subsequent Events (AICPA, Professional Standards, vol. 1, AU sec. 560), as
amended

•

SAS No. 57, Auditing Accounting Estimates (AICPA, Professional Standards, vol. 1, AU sec. 342)

•

SAS No. 59, The Auditor's Consideration of an Entity's Ability to Continue as a Going Concern (AICPA,
Professional Standards, vol. 1, AU sec. 341), as amended

•

SAS No. 85, Management Representations (AICPA, Professional Standards, vol. 1, AU sec. 333), as
amended

•

SAS No. 95, Generally Accepted Auditing Standards (AICPA, Professional Standards, vol. 1, AU sec. 150),
as amended, and those Statements that refer to the 10 standards.

•

SAS No. 99, Consideration of Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1,
AU sec. 316)

•

SAS No. 101, Auditing Fair Value Measurements and Disclosures (AICPA, Professional Standards, vol. 1,
AU sec. 328)

Help Desk—A summary of the more significant proposals in the exposure draft are on the
Internet at www.aicpa.org/members/div/auditstd/Proposed_Statement_on_Auditing_
Standards_0mnibus_2006.htm. Through that link, you can download a copy of the expo
sure draft.

Proposed SSAE, Reporting on an Entity's Internal Control Over Financial Reporting
. 60 In January 2006, the ASB issued a revised exposure draft of a proposed SSAE that would supersede
Chapter 5, "Reporting on an Entity's Internal Control Over Financial Reporting," of SSAE No. 10, Attestation
Engagements: Revision and Recodification (AICPA, Professional Standards, vol. 1, AT sec. 501), as amended.
Although opinions on an entity's internal control generally are not required in governmental audits, this
attestation standard would be used by a practitioner engaged to provide an opinion on internal control.
Among other things, the exposure draft proposes to revise the SSAE to reflect guidance from PCAOB
Auditing Standard No. 2, thus making changes to the attestation standards similar to those made in the
auditing standards by SAS No. 112, Communicating Internal Control Related Matters Identified in an Audit, as
discussed above.

Upcoming Proposal
. 61 The ASB project for which we may see an exposure draft of proposed auditing standards released in
2006 concerns revisions of SAS No. 58, Reports on Audited Financial Statements (AICPA, Professional Standards,
vol. 1, AU sec. 508), as amended. Auditors should remain alert to progress on that project.

Government Auditing Standards Developments
Proposed Revisions to Government Auditing Standards
. 62 In June 2006, the GAO issued an ED of a proposed revision to the 2003 Government Auditing Standards.
The proposed revisions are wide-ranging, expected to be issued in final form during the fall of 2006, and
may affect your Government Auditing Standards financial statement audits of entities starting with December
31, 2006 year-ends. (See the proposed effective dates at the end of this discussion.) Among the proposed
revisions:
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Chapter 1, Use and Application of GAGAS, would:

•

Emphasize the role of auditing in government accountability and the role of Government Auditing
Standards in achieving improved government operations and accountability.

•

Add terminology defining the degree of responsibility that the professional requirements in
Government Auditing Standards impose on auditors that is consistent with SAS No. 102 and similar
to the standards of the PCAOB and the International Auditing and Assurance Standards Board
(IAASB). (See the SAS No. 102 discussion earlier in this section of this Alert.) Specifically, the
exposure draft proposes that must and is required would indicate an unconditional requirement;
should would indicate a presumptively mandatory requirement; and should consider would
indicate that the consideration is presumptively required (that is, carrying out the procedure or
action is matter of auditor professional judgment based on exiting facts and circumstances). Text
not using the above conventions would be considered explanatory material.

•

Provide guidance on citing Government Auditing Standards in the auditors' report when auditors
do not comply with all unconditional or all presumptively mandatory requirements.

•

Be updated to recognize that other sets of professional standards, such as those issued by the
PCAOB and the IAASB, the Institute of Internal Auditors, and others, can be used in conjunction
with Government Auditing Standards and to provide related guidance.

•

Rewrite the description of a performance audit to clarify the level of assurance and evidence
needed.

•

Move guidance on types of governmental audits and attestation engagements (previously in
Chapter 2) to this chapter.

•

Chapter 2, "Auditor's Ethical Responsibilities," would be completely revised to focus solely on audit
organizations' overall ethics responsibilities and auditors' need to observe overarching ethical
concepts in performing their work. Several of the ethical concepts that would be in this chapter were
included in Chapter 1 of the 2003 Government Auditing Standards, but they were not separately labeled
as ethical responsibilities. This chapter would discuss the ethical concepts of public interest, profes
sional behavior, integrity, objectivity, and the proper use of government information, resources, and
position that auditors use to guide their work. (Chapter 2 of the 2003 Government Auditing Standards
covered types of governmental audits and attestation engagements; that material has been moved to
Chapter 1.)

•

Chapter 3, General Standards, would:
•

Reorganize the discussion on independence and clarify the guidance on nonaudit services to
facilitate implementing the standard. (The standard on nonaudit services would not be changed.)
Specifically, the discussion of nonaudit services would be moved from "personal impairments"
to "organizational impairments" and reorganized into three categories of nonaudit services,
namely, (1) those that would not impair auditor independence and, therefore, would not require
compliance with the supplemental safeguards; (2) those that would not impair auditor inde
pendence if the supplemental safeguards are implemented; and (3) those that would impair
auditor independence. Further, the examples that had previously been interspersed throughout
the independence section would be consolidated and streamlined.

•

Include additional guidance in an appendix to address nonaudit services that are frequently
conducted by government audit organizations.

•

Expand the discussion of professional judgment to emphasize its importance and relate it to key
steps in performing an audit.
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•

Expand and clarify the discussion of competence.

•

Expand the discussion of a quality control system to include five elements, namely, (1) ethics, (2)
initiation and continuance of engagements, (3) human capital, (4) performance and reporting,
and (5) monitoring quality.

•

Require audit organizations that report externally to third parties to make the results of external
peer reviews publicly available.

•

Establish new peer review time frames based on risk and the underlying quality assurance
system. For example, peer reviews would only be required every five years if an audit organiza
tion has an unmodified peer review report and meets enhanced quality assurance criteria as
defined in the exposure draft. (Note that CPA firms subject to the peer review requirements of
the AICPA or a state generally would not be eligible to extend peer review time frames beyond
three years). Furthermore, for audit organizations receiving modified or adverse opinions in their
most recent peer review, additional peer reviews would be required every 18 months until the
audit organization receives an unmodified opinion.

Chapter 4, Field Work Standards for Financial Audits, would:
•

Update the AICPA field work standards cited to reflect recent AICPA changes.

•

Add a clear and prominent discussion on consideration of fraud and illegal acts that clarifies the
existing standard.

•

Clarify the description of abuse and the existing standard on the auditors' responsibility for abuse
in a financial audit that is material, either qualitatively or quantitatively.

•

Update the audit documentation standard for consistency with AICPA's new standard. (See the
SAS No. 103 discussion earlier in this section of this Alert.)

Chapter 5, Reporting Standards for Financial Audits, would:

•

Revise the internal control terminology and definitions used to be consistent with that of the
AICPA and PCAOB. Those revisions replace the terms reportable conditions and material weaknesses
with significant deficiencies and material weaknesses and revise the definitions for the new terms.

•

Clarify the reporting requirements for internal control deficiencies, illegal acts, violations of
provisions of contracts or grant agreements, and abuse. For example, the revised internal control
reporting standards would require auditors to (1) report deficiencies in internal control consid
ered to be significant deficiencies, including material weaknesses; (2) include all material weak
nesses and other significant deficiencies in the auditor's Government Auditing Standards report on
internal control; and (3) communicate deficiencies that are not significant deficiencies or material
weaknesses separately in a referenced management letter, unless clearly inconsequential.

•

Add a discussion on emphasizing significant matters in the auditors' report and provide a listing
of matters that the auditor should consider emphasizing, including previous material misstate
ments.

•

Add a section on reporting on restatements of previously issued financial statements that would
establish additional requirements for situations in which auditors are aware of known or
potential misstatements that might have affected reports on those financial statements.

•

Clarify the auditors' responsibilities for reporting views of responsible officials and for issuing
and distributing reports.

Chapter 6, General, Field Work, and Reporting Standards for Attestation Engagements, would include
conforming changes made to be consistent with changes made elsewhere in the exposure draft,
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including definitions of internal control deficiencies, description of abuse, audit documentation, and
use of terminology to define professional responsibilities.
•

Chapters 7, Field Work Standards for Performance Audits, and 8, Reporting Standards for Performance
Audits, would include significant changes and updates to performance audit requirements within a
framework related to significance (materiality), audit risk, and reasonable assurance. If you perform
performance audits, we strongly encourage you to carefully review these chapters.

.63 When issued in final form, the 2006 revision of Government Auditing Standards will supersede the 2003
revision. On its Internet site (as a clarification to the exposure draft), the GAO states that it anticipates that
the standards will become effective for financial audits and attestation engagements for periods ending on
or after July 1,2007. For financial audits, certain standards issued by the AICPA have earlier effective dates.
For financial audits performed under Government Auditing Standards, the effective dates of those new AICPA
standards will apply. (It is because of the effective date of the AICPA standards that we earlier said that the
proposed revisions may affect your Government Auditing Standards financial statement audits of entities
starting with December 31, 2006 year-ends.) Early implementation of the revised Government Auditing
Standards will be permitted.
.64 Once the changes to Government Auditing Standards are finalized, the AICPA will consider the changes
in revising the Audit Guide Government Auditing Standards and Circular A-133 Audits and the Audit and
Accounting Guide State and Local Governments.
Help Desk—The exposure draft is on the Internet at www.gao.gov/govaud/ybk01.htm.
That site has a slide presentation on the exposure draft. The final standards, when issued,
also will be posted to that Internet site.

Disaster-Related Exemptions
.65 In December 2005, the GAO released on its Internet site a document granting temporary exemptions
from certain provisions of the 2003 revision of Government Auditing Standards for auditors and audit
organizations affected by Hurricanes Katrina and Rita and additional guidance to protect the public interest
related to government spending of public funds in the relief effort. The document, entitled Government
Auditing Standards: Temporary Exemptions and Guidance in Response to Hurricanes Katrina and Rita, is at
www.gao.gov/govaud/yb01.htm. The areas addressed in the GAO document include independence, peer
review, CPE, and issues related to lost or destroyed records and documentation. Auditors that audit entities
in the Presidentially Declared Disaster Areas are encouraged to read GAO's temporary exemption document
in its entirety.
.66 Throughout the GAO document, there are reminders to audit organizations that they need to ensure
that they also comply with related requirements of other regulatory bodies or other standards-setting bodies
that they are subject to (for example, those of the AICPA). Therefore, before adopting any of the temporary
exemptions in the GAO document, an audit organization should consider other applicable requirements.
.67 The following subsections include a summary of the more significant areas of the GAO document.
.68 Independence. The GAO document provides temporary exemptions from the Government Auditing
Standards independence standards as follows:
•

Management services related to accountability and internal control over the relief efforts. Audit
organizations that have audit responsibilities for entities affected by Hurricanes Katrina and Rita are
temporarily exempt from certain independence requirements of Government Auditing Standards that
prohibit or place restrictions on providing nonaudit services that involve performing management
functions, other than accounting and bookkeeping services, if all of the conditions listed in GAO's
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document paragraph 1.01 (a)-(h) exist. The temporary exemption applies for financial statement
audits of periods ending through September 30, 2006, and for performance audits and attestation
engagements of activity through September 30, 2006. The GAO provides the following examples of
activities for which an audit organization's involvement may help promote the public interest:
— Providing internal audit services

— Providing assistance in developing and designing internal controls related to the relief efforts
— Providing assistance in designing accountability mechanisms, reporting, or the related systems
for tracking the progress and spending in the relief efforts

— Reviewing procurements or payments related to the relief efforts before they are executed (but
not as the sole reviewer)
•

Accounting and bookkeeping services for reconstruction of lost or destroyed records. Audit organi
zations that have audit responsibilities for entities whose records were lost or destroyed in the
disasters are exempt from the independence requirements of Government Auditing Standards that
prohibit or place restrictions on accounting and bookkeeping services, if all of the conditions listed
in GAO's document paragraph 1.01 (a)-(d) exist.

. 69 Peer Review. GAO recognizes that some audit organizations will not be able to meet the peer review
requirements in paragraph 3.52 of Government Auditing Standards. Therefore, the document provides tempo
rary exemptions from peer review requirements for affected audit organizations.
. 70 CPE. GAO recognizes that some auditors and audit organizations will not be able to meet the CPE
requirements in paragraph 3.45 of Government Auditing Standards and the April 2005 Government Auditing
Standards: Guidance on GAGAS Requirements for Continuing Professional Education. Therefore, the document
provides exemptions from the CPE requirements for affected audit organizations and auditors.
.71 Lost or Destroyed Records and Documentation. The GAO document provides guidance for situations
in which an audit is required and an audited entity's financial records, program records, or supporting
documentation are lost or destroyed. It also provides guidance for situations in which audit documentation
is lost or destroyed before the issuance of a report.

Continuing Professional Education Requirements
.72 In April 2005, the GAO issued Technical Amendment to the CPE Requirements of the 2003 Revision of
Government Auditing Standards (the amendment) and Guidance on GAGAS Requirements for Continuing
Professional Education (CPE Guidance). The provisions of those requirements are effective for CPE measure
ment periods beginning on or after June 30, 2005, with early application encouraged. The Audit Risk Alert
Government Auditing Standards and Circular A-133 Audits—2006 discusses the CPE changes for those audit
organizations that have CPE measurement periods such that the period begins during 2006.

Reference to Other Auditors in the Government Auditing Standards Report
.73 The 2006 revision to the Audit Guide Government Auditing Standards and Circular A-133 Audits
includes revisions and clarifications to the guidance on referring to other auditors in Government Auditing
Standards report. Previous editions of that Guide had stated in footnotes to the introductory paragraphs of
the illustrative Government Auditing Standards reports that the paragraph should describe any departure from
the standard report on the financial statements and provided examples of such departures, including
references to the reports of other auditors. Practice, however, was showing that some auditors were not
making that reference in the Government Auditing Standards reports.

.74 To more clearly address the issue, the discussion about other auditors in Chapter 4 of the Audit
Guide Government Auditing Standards and Circular A-133 Audits has been expanded to further explain the
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requirement. The new guidance states that in all cases in which the auditor's report on the financial statements
refers to the report of other auditors, the introductory paragraph of the Government Auditing Standards report
do the same. Additionally, the guidance clarifies that auditors have two equally acceptable options for
addressing the Government Auditing Standards findings of other auditors—the reference option or the
inclusion option. The reference option would have the auditor add an additional statement to the introduc
tory paragraph of the Government Auditing Standards report stating to read as follows (new wording shown
in boldface type):
We have audited the financial statements of the governmental activities, the business-type
activities, the aggregate discretely presented component units, each major fund, and the
aggregate remaining fund information of Example Entity as of and for the year ended June
30, 20X1, which collectively comprise Example Entity's basic financial statements and have
issued our report thereon dated August 15, 20X1. Our report was modified to include a
reference to other auditors. We conducted our audit in accordance with auditing standards
generally accepted in the United States of America and the standards applicable to financial
audits contained in Government Auditing Standards, issued by the Comptroller General of the
United States. Other auditors audited the financial statements of [identify organization,
function, or activity], as described in our report on Example Entity's financial statements.
This report does not include the results of the other auditors' testing of internal control
over financial reporting or compliance and other matters that are reported on separately
by those auditors.

.75 The inclusion option would have the principal auditor incorporate the other auditors Government
Auditing Standards findings into his or her Government Auditing Standards report. The new guidance provides
details on how the inclusion option would be applied.
.76 If you are performing a Government Auditing Standards audit and referring to the reports of other
auditors in your report on the financial statement, this new guidance will be applicable to you.
Help Desk—The 2006 conforming changes to the Audit Guide Government Auditing
Standards and Circular A-133 Audits added two additional illustrative Government Auditing
Standards reports to illustrate both the reference and inclusion options. See the Government
Auditing Standards and Circular A-133 Audit Guide discussion earlier in this section of this
Alert for additional information about the 2006 conforming changes to that Guide.

Ethics Rulings and Proposals
.77 The AICPA's Professional Ethics Executive Committee (PEEC) proposes and issues rulings relating
to professional ethics. You can download recent proposals and rulings from the AICPA Internet site at
www.aicpa.org/members/div/ethics/index.htm. The AICPA issues Independence and Ethics Alert each fall
to discuss recent developments in the area of independence and ethics for accountants.
Help Desk—The AICPA has issued a practice aid Independence Compliance: Checklists and
Tools for Complying With AICPA and GAO Independence Requirements (product no. 006627kk)
that, for each set of standards, presents a series of questions designed to help auditors
identify potential independence issues and possible follow-up actions that auditors may
consider in addressing an independence issue.

Other Auditing Issues

Governmental Audit Quality Center
.78 The AICPA Governmental Audit Quality Center (GAQC or the Center) is a firm-based, voluntary
membership center designed to improve the quality of governmental audits and the value of such audits to
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purchasers of governmental audit services. Governmental audits are audits and attestation engagements
performed under Government Auditing Standards of federal, state, or local governments; not-for-profit
organizations; and certain for-profit organizations, such as housing projects and colleges and universities
that participate in governmental programs or receive governmental financial assistance. The GAQC keeps
member firms informed about the latest developments. It also provides tools and information to help
member firms better manage their audit practices. Firms that join demonstrate their commitment to audit
quality by agreeing to adhere to certain membership requirements.

.79 The GAQC has been in existence since September 2004. Since its launch, the Center membership has
grown to over 560 firms from 50 states, the District of Columbia, Puerto Rico, and the U.S. Virgin Islands.
The membership accounts for 30 percent of the total number of single audits and 80 percent of the total federal
expenditures covered by single audits performed by CPA firms in the Federal Audit Clearinghouse database
(harvester.census.gov/sac) for the year 2003 (the latest year with complete submission data).
.80 The Center's focus is to promote the highest quality audits and to save firms time by providing a
centralized place to find information they need, when they need it, to maximize quality and practice success.
Center resources include:
•

E-mail news alerts on current audit and regulatory developments keep member firms informed about
the latest developments.

•

A dedicated Internet site at www.aicpa.org/GAQC with resources, community, events and products,
and a complete listing of GAQC members in each state.

•

Online member discussion forums for sharing best practices and discussing issues firm are facing.

•

Webcasts, web seminars, and teleconferences updating members on a variety of technical, legislative,
regulatory, and practice management subjects (note that these activities are archived on the GAQC
Internet site).

Help Desk—With all of the quality issues being noted in governmental audits, your firm
should consider joining the Center. To enroll or learn more about the GAQC, including
details on the membership requirements and fees for membership, go to www.aicpa.
org/GAQC; or e-mail GAQC staff at GAQC@aicpa.org. To preview member benefits, go to
www.aicpa.org/Memberships. You should also be aware that there are a number of other
resources available from the AICPA to assist you in performing these audits, including
technical guidance, practice aids, educational courses, and industry conferences. To view a
summary of events and products that relate to this area, go to www.aicpa.org/GAQC/
Events and www.aicpa.org/GAQC/Products.

Common Engagement Deficiencies
.81 Following are some common deficiencies noted on governmental financial statement audits, includ
ing audits conducted in accordance with Government Auditing Standards, found during recent peer reviews
and AICPA Professional Ethics Division investigations of CPA firms. (The AICPA Audit Risk Alert Govern
ment Auditing Standards and Circular A-133 Audits—2006 lists common deficiencies noted on Circular A-133
audits.) The deficiencies on this list are the same deficiencies identified in past Alerts, indicating continuing
problems with the same matters. You should consider reviewing your firm's policies and procedures to see
whether your governmental engagements also might have the following kinds of issues:

•

The engagement team did not meet the Government Auditing Standards CPE requirements. (An earlier
portion of this section entitled "Government Auditing Standards Developments" discusses changes in
Government Auditing Standards CPE requirements.)

•

The auditor used inadequate or outdated reference material related to the engagement performed.
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•

The audit documentation did not evidence that supervisory review was conducted in accordance
with established policies and procedures or that audit procedures were performed as planned.

•

The audit documentation evidenced an understanding of internal control, but did not conclude
whether the controls were placed in operation.

•

The audit documentation did not evidence the auditor's consideration of the effect of the use of
information technology on internal control. In particular, the audit documentation did not evidence
the basis upon which the auditor concluded to assess control risk at maximum when controls were
significantly dependent upon computerized information systems.

•

The auditor did not completely and consistently document the assessments of audit risk and the risk
of misstatement due to fraud.

•

The auditor did not sufficiently document discussions with auditee management and among staff
related to fraud.

•

The auditor did not adequately design internal control and compliance procedures, including
sampling applications, to support the reports issued.

•

The audit documentation did not evidence on (1) how the auditor derived the sample sizes used for
testing, (2) preliminary and final analytical review procedures, or (3) the follow-up of open items on
tests performed.

•

The auditor did not adequately review subsequent events or did not adequately document the
review.

•

The auditor did not modify the management representation letter if the auditee did not consult an
attorney.

•

The auditor did not update legal inquiries to the date of the auditor's report.

•

The concurring partner review was inadequate.

•

The auditor failed to observe or report on inadequate financial statement disclosures or the auditee's
incorrect application of GAAP, including the improper accounting for a particular fund or inadequate
financial statement disclosure.

•

The auditor did not modify the reports for particular circumstances, in particular for the use of
non-GAAP bases of accounting. For example, the reports were not modified for financial statements
issued under statutory accounting provisions or an unqualified opinion was given for financial
statements issued using a grant basis of accounting. Under GAAS, an auditor is permitted to issue a
standard report on presentations in conformity with GAAP or a special report on presentations in
conformity with an other comprehensive basis of accounting (OCBOA) as defined in SAS No. 62,
Special Reports (AICPA, Professional Standards, vol. 1, AU sec 623.04). (The AICPA Audit Guide State
and Local Governments, Chapters 14, "Audit Reporting," and 15, "Comprehensive Basis of Accounting
Other Than Generally Accepted Accounting Principles," discuss the required elements, of auditor's
reports in various situations.)

•

The auditor's reports did not appropriately reference the applicable auditing standards, financial
statements, or opinion units.

•

The auditor did not issue a report on internal control over financial reporting and on compliance and
other matters for audits subject to Government Auditing Standards.

•

The auditor's report on the financial statements did not refer to the Government Auditing Standards
report.

•

The Government Auditing Standards report did not contain the appropriate restrictions on its use.
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Accounting Issues and Developments
GASB Pronouncements, Exposure Drafts, and Additional Projects
Help Desk—The "References for Additional Guidance" section later in this Alert discusses
how to access the GASB Internet sites and GASB documents.

GASB Statements No. 43 and No. 45
.82 GASB Statement No. 43, Financial Reporting for Postemployment Benefit Plans Other Than Pension Plans,
starts to become effective this year. That Statement provides accounting and financial reporting standards
for plans that provide OPEB. As defined in GASB Statement No. 43, OPEB are (1) postemployment health
care benefits and (2) other types of postemployment benefits (for example, life insurance) if provided
separately from a pension plan. The provisions of the Statement apply if the OPEB plan is reported in the
financial statements of a participating employer, plan sponsor, public employee retirement system (PERS),
or other entity that administers the plan. GASB Statement No. 43 supersedes GASB Statement No. 26,
Financial Reporting for Postemployment Healthcare Plans Administered by Defined Benefit Pension Plans, and
amends various other GAAP requirements relating to the financial reporting for OPEB plans. The provisions
of GASB Statement No. 43 are effective in three phases based on the GASB 34 implementation phase of the
employer (for single-employer plans) or of the largest participating employer in the plan (for multiple
employer plans). Specifically:
If the sole or largest
participating employer's GASB
Statement No. 34 phase was:

The plan should apply GASB
Statement No. 43 for periods
beginning after:

Phase 1

December 15, 2005

Phase 2

December 15, 2006

Phase 3

December 15, 2007

.83 Early implementation of GASB Statement No. 43 is encouraged. Further, a component unit should
implement the requirements of GASB Statement No. 43 no later than the same year as its primary govern
ment.

.84 GASB Statement No. 45, Accounting and Financial Reporting by Employers for Postemployment Benefits
Other Than Pensions, is a companion to GASB Statement No. 43. GASB Statement No. 45 addresses how state
and local governmental employers should account for and report their costs and obligations related to OPEB.
.85 GASB Statement No. 45 generally requires that state and local governments account for and report
the annual cost of OPEB and the outstanding obligations and commitments related to OPEB in essentially
the same manner as they currently do for pensions. Annual OPEB cost will be based on actuarially or similarly
determined amounts that, if paid on an ongoing basis, generally would provide sufficient resources to pay
benefits as they come due. (Employers in certain plans with fewer than 100 total plan members may apply
a simplified alternative measurement method instead of obtaining actuarial valuations.) The provisions of
Statement No. 45 may be applied prospectively and do not require governments to fund their OPEB plans.
An employer may establish its OPEB liability at zero as of the beginning of the initial year of implementation;
however, the unfunded actuarial liability is required to be amortized over future periods.
.86 The Statement establishes disclosure requirements that include information about the plans in which
an employer participates, the funding policy followed, amounts recognized as expense and amounts actually
contributed, the actuarial valuation process and assumptions, and the extent to which the plan has been
funded over time.
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.87 GASB Statement No. 45 is effective in three phases using the definitions and cutoff points for
implementation of GASB Statement No. 34. Specifically:

If the employer's GASB
Statement No. 34 phase was:

The employer should apply
GASB Statement No. 45 for
periods beginning after:

Phase 1

December 15, 2006

Phase 2

December 15, 2007

Phase 3

December 15, 2008

.88 A component unit should implement the requirements of GASB Statement No. 45 no later than the
same year as its primary government. Early implementation of GASB Statement No. 45 is encouraged.
.89 The “Retiree Health Care Costs" discussion in the "Economic, Industry, and Environmental Devel
opments" section of this Alert addresses the actions that many governments are taking to identify and
manage their OPEB obligations. We have been asked what auditors should be looking for in considering the
OPEB actuarial report in the audit of the financial statements. We direct auditors to SAS No. 73, Using the
Work of a Specialist (AICPA, Professional Standards, vol. 1, AU sec. 336). The auditor's processes for considering
the OPEB actuarial report should essentially be the same as the auditor's processes for considering a pension
or other actuarial report. One specific consideration, however, is that the auditor should consider the
actuary's experience in performing OPEB valuations, as provided for in SAS No. 73, paragraph 8c (AICPA,
Professional Standards, vol. 1, AU sec. 336.08c).

GASB Statements No. 44 and No. 46
.90 Last year's Alert discussed in detail the provisions of GASB Statements No. 44 and No. 46, which
become effective in 2006.

GASB Statement No. 44,
Economic Condition
Reporting:
The Statistical Section

Effective for statistical sections prepared for periods beginning after
June 15, 2005

GASB Statement No. 46,
Net Assets Restricted by
Enabling Legislation

Effective for financial statements for periods beginning after June 15,
2005, with earlier application encouraged

GASB Statement No. 47
.91 In July 2004, the GASB issued Statement No. 47, Accounting for Termination Benefits. Employers should
recognize a liability and expense for voluntary termination benefits (such as early retirement incentives)
when the offer is accepted and the amount can be estimated. Employers should recognize a liability and
expense for involuntary termination benefits (such as severance benefits) when a plan of termination (as
defined in the Statement) has been approved by those with the authority to commit the government to the
plan, the plan has been communicated to the employees, and the amount can be estimated. Governmental
fund financial statements should recognize those liabilities and expenditures to the extent the liabilities are
normally expected to be liquidated with expendable available financial resources.
.92 GASB Statement No. 47 provides an exception to the general recognition requirements for termination
benefits that affect defined benefit postemployment benefits, such as pensions or retiree health care. Specifi
cally, those termination benefits should be accounted for in the same manner as defined benefit pensions or
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other postemployment benefits, although any increase in an actuarial accrued liability associated with a
termination benefit should be separately disclosed.

.93 The Statement also elaborates on how to measure the cost of termination benefits and requires
disclosure of information about termination benefit arrangements, including a description of the plan and
the cost of the benefits.
.94 GASB Statement No. 47 generally is effective for financial statements for periods beginning after June
15, 2005. However, for termination benefits that affect defined benefit postemployment benefits other than
pensions, governments should implement GASB Statement 47 simultaneously with GASB Statement No. 45.

GASB Exposure Drafts
.95 The GASB has two exposure drafts of Statements that it plans to finalize in 2006.
.96 Issued in September 2005, Sales and Pledges of Receivables and Future Revenues, proposes accounting
standards for when certain transactions—such as the sale of delinquent taxes, certain mortgages, student
loans, or future revenues such as those arising from tobacco settlement agreements—should be regarded as
a sale or a collateralized borrowing. The GASB has observed considerable diversity in practice in the manner
that such transactions have been reported.

.97 In addition to clarifying guidance on accounting for sales and pledges of receivables and future
revenues, the proposed Statement would (1) require enhanced disclosures pertaining to future revenues that
have been pledged or sold; (2) provide guidance on the sales of receivables and future revenues within the
same financial reporting entity; and (3) provide guidance on recognizing other assets and liabilities arising
from the sale of specific receivables or future revenues. The requirements of the proposed Statement would
be effective for financial statements for periods beginning after December 15, 2006.
.98 Issued in January 2006, Accounting and Financial Reporting for Pollution Remediation Obligations, is
intended to ensure that certain costs and long-term obligations not specifically addressed by current
governmental accounting standards will be included in financial reports. (This exposure draft is a follow-up
to a March 2005 Preliminary Views [PV] document with the same title.)
.99 Specifically, the exposure draft sets forth the key circumstances under which a government would
be required to report a liability related to pollution remediation. According to the exposure draft, a
government would have to determine whether one or more components of a pollution remediation liability
are recognizable if any of the following five situations occur:

•

A government is compelled to take remediation action because pollution poses an imminent danger
to the public or environment and a government has little or no discretion to avoid fixing the problem.

•

A government has violated a pollution prevention-related permit or license.

•

A regulator has identified (or evidence indicates a regulator will identify) a government as respon
sible (or potentially responsible) for cleaning up pollution, or for paying all or some of the cost of the
clean up.

•

A government is named in a lawsuit (or evidence indicates that it will be named) to compel it to
address the pollution.

•

A government begins to clean up pollution or conducts related remediation activities, or otherwise
legally obligates itself to do so.
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.100 Components of the liability would be measured using an expected value approach. The exposure
draft also proposes capitalization and note disclosure requirements. The requirements of the proposed
Statement would be effective for financial statements for periods beginning after June 15,2007, with liabilities
measured at the beginning of that period so beginning net assets could be restated.

Technical Bulletin 2006-1
.101 In June 2006, the GASB staff issued a Technical Bulletin (TB), Accounting and Financial Reporting by
Employers and OPEB Plans for Payments from the Federal Government Pursuant to the Retiree Drug Subsidy
Provisions of Medicare Part D. The TB clarifies the proper accounting treatment for retiree drug subsidy (RDS)
payments received under the provisions of the MMA (Public Law [P.L.] 108-173, December 8, 2003).
.102 The TB provides that:
•

For RDS payments made to defined benefit OPEB plans that are administered as qualifying trusts (or
equivalent arrangements), the employers should treat the payments as on-behalf payments for fringe
benefits, using the provisions of GASB Statement No. 24, Accounting and Financial Reporting for Certain
Grants and Other Financial Assistance.

•

RDS payments to employers should be treated as voluntary nonexchange transactions in accordance
with the provisions of GASB Statement No. 33, Accounting and Financial Reporting for Nonexchange
Transactions.

•

For RDS payments to multiple-employer plans that are not administered as qualifying trusts (or
equivalent arrangements), the employers in such plans should treat their payments as voluntary
nonexchange transactions.

•

Measurements in accordance with GASB Statements No. 43 and 45 should be made without reduction
for RDS payments.

.103 The requirements of the TB generally were effective when it was issued. The portions of the answers
pertaining to measurement, recognition, or required supplementary information requirements of GASB
Statements No. 43 and 45 should be applied simultaneously with the implementation of those Statements.

Derivatives Preliminary Views Document
.104 In April 2006, the GASB issued a PV document, Accounting and Financial Reporting for Derivatives.
The PV defines derivatives as they are defined in GASB TB No. 2003-1, Disclosure Requirements for Derivatives
Not Reported at Fair Value on the Statement of Net Assets. Derivatives often are complex financial arrangements
in which the fair value is derived from some other instrument or rate. The types of derivatives that
governments commonly use include interest rate swaps, commodity swaps, swaptions, and futures con
tracts.
.105 The PV would require that the fair value and change in fair value of derivatives be reported in the
financial statements. However, if a derivative is effectively hedging (reducing) the risk it was created to
address, the annual changes in the derivative's fair value would be deferred and reported in a government's
statement of net assets/balance sheet. (The PV discusses the hedge effectiveness criteria that would need to
be met to identify an effective hedging derivative.) Governments would also disclose information about their
derivatives in the notes to the financial statements. The PV includes numerous illustrative examples of
common derivative applications and flowcharts for evaluating hedge effectiveness.
.106 The PV would require that the accounting changes adopted to conform to the provisions of an
eventual standard would be applied retroactively by restating financial statements, if practical, for all prior
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periods presented. Provisions for an effective date will be provided if and when the PV is issued as an
exposure draft, which the GASB currently plans to do in early 2007.

User and Implementation Guides
.107 In July 2005, the GASB staff published Government Service Efforts and Accomplishments Performance
Reports: A Guide to Understanding as a part of its continuing research project on service efforts and accom
plishments (SEA) reporting. The Guide is intended to assist citizens and others in using SEA performance
reports issued by state and local governments.
Help Desk—This Guide is on the Internet at www.seagov.org/sea_gasb_project/sea_
guide.pdf.
.108 The GASB staff developed Guide to Implementation of GASB Statement No. 44 on the Statistical Section
to assist with developing the updated and expanded statistical section. The GASB staff also developed the
Guide to Implementation of GASB Statements 43 and 45 on Other Postemployment Benefits to assist with the GASB
standards on accounting and reporting for health care and other nonpension benefits provided to retirees.
The contents of these two Implementation Guides eventually will be incorporated into the GASB staffs
Comprehensive Implementation Guide.
Help Desk—In July, the GASB cleared a question-and-answer intended to provide imple
mentation guidance regarding qualifying OPEB plan trusts, and the responsibilities of those
who play a significant role in the functions of an OPEB plan that includes such a trust, for
purposes of accounting and financial reporting in accordance with the requirements of
GASB Statements No. 43 and No. 45. That guidance will be published in the Comprehensive
Implementation Guide—2006. In advance of the Guide's publication, that Question-and-Answer is on the Internet at www.gasb.org/project_pages/opeb_staff_guidance.pdf.

Upcoming GASB Due Process Documents
.109 Projects for which the GASB expects to release documents relating to proposed accounting and
financial reporting standards in the remainder of 2006 include (1) fund balance reporting, (2) additional
economic condition reporting issues, and (3) intangible assets. Also expect an exposure draft of a proposed
FASB Concepts Statement to define key elements of financial statements and describe or define related
concepts.
Help Desk—To track the progress of the GASB's projects, go to the GASB Internet site at
www.gasb.org. The GASB generally posts exposure drafts on that site during the exposure
period. It also posts its current technical plan listing and describing its projects and timetable.

Other Accounting Issues
Retroactive Reporting of General Infrastructure Assets
.110 GASB Statement No. 34 allows governments to retroactively report certain general infrastructure
assets several years after they initially implement GASB Statement No. 34. Full retroactive reporting of those
general infrastructure assets is required for fiscal years beginning after June 15,2005, for Phase 1 governments
as defined in paragraph 143 of GASB Statement No. 34. Full retroactive reporting of those general infrastruc
ture assets is required for fiscal years beginning after June 15, 2006, for Phase 2 governments.
.Ill As we discussed in last year's Alert, we have been asked whether that retroactive reporting of
infrastructure is a change in accounting principle that requires the auditor to include an explanatory
paragraph in the auditor's report on the financial statements in the year of retroactive reporting. The answer
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is no because the change in accounting principle occurred in the year that the entity adopted GASB Statement
No. 34. Because the retroactive reporting would result in a restatement of beginning net assets, the matter
would likely be disclosed in the notes to the financial statements. The auditor should consider whether
appropriate disclosure has been made in the year of retroactive reporting. Further, while the retroactive
reporting is not a change in accounting principle, the auditor may add an explanatory paragraph to the
auditor's report to emphasize the matter as provided in paragraph 19 of SAS No. 58 (AICPA, Professional
Standards, vol. 1, AU sec. 508.19), as amended.

References for Additional Guidance
American Institute of Certified Public Accountants

Internet Site
.112 The AICPA Internet site at www.aicpa.org offers users the opportunity to stay abreast of develop
ments in accounting, auditing, and professional ethics. Online resources include professional news, mem
bership information, state and federal legislative updates, AICPA press releases, speeches, exposure drafts,
and a list of links to other accounting- and finance-related sites. The site also has a "Talk to Us" section,
allowing users to send e-mail messages directly to AICPA representatives or teams.

Publications
.113 The following AICPA publications may be of interest to auditors of state and local governments:
•

Audit and Accounting Guide State and Local Governments (product no. 012666kk)

•

Audit and Accounting Guide Health Care Organizations (product no. 012616kk) and the related annual
Audit Risk Alert, Health Care Industry Developments

•

Audit and Accounting Guide Property and Liability Insurance Companies (product no. 012675kk) and
the related annual Audit Risk Alert, Insurance Industry Developments

•

Audit Guide Government Auditing Standards and Circular A-133 Audits (product no. 012746kk) and
the related annual Audit Risk Alert, Government Auditing Standards and Circular A-133 Audits

•

SOP 98-2, Accounting for Costs of Activities of Not-for-Profit Organizations and State and Local Governmen
tal Entities That Include Fund Raising. This SOP is an appendix to the Audit and Accounting Guides
Not-for-Profit Organizations (product no. 012646kk) and State and Local Governments. The SOP also is
included in AICPA Technical Practice Aids.

•

Applying OCBOA in State and Local Governmental Financial Statements (product no. 006614kk)—This
nonauthoritative Practice Aid provides guidance in preparing OCBOA financial statements for state
and local governments and for the appropriate auditor reporting on those financial statements.

•

Audit and Accounting Manual (product no. 005135kk)—Updated annually, this publication has a
section of audit programs for audits in accordance with Government Auditing Standards and Circular
A-133.

•

Auditing Governmental Financial Statements: Programs and Other Practice Aids (product no. 006602kk)—
This nonauthoritative companion to State and Local Governments primarily comprises illustrative audit
programs and other practice aids—such as an engagement letter, a management representation letter,
and deposit and investment confirmations. An accompanying CD-ROM has an electronic version of
each practice aid and of a case study on selecting, evaluating the results of, and reporting on opinion
units that could be used as a staff training tool.
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Auditing Recipients of Federal Awards: Practical Guidance for Applying OMB Circular A-133: Third Edition
(product no. 006602kk)—This revised and expanded publication incorporates the 2003 revision of
Government Auditing Standards and the guidance in the AICPA Audit Guide Government Auditing
Standards and A-133 Audits. With new chapters and new practice aids, it continues to include a
comprehensive case study that could be used as a staff training tool. The publication comes with a
CD-ROM containing all of the practice aids.

• Independence Compliance: Checklists and Tools for Complying With AICPA and GAO Independence Require
ments (product no. 006627kk)—This new practice aid has, for each set of standards, a series of
questions designed to help auditors identify potential independence issues and possible follow-up
actions that auditors may consider in addressing an independence issue.

•

Checklists and Illustrative Financial Statements for State and Local Governments (product no. 009035kk)—
Updated annually, this publication provides checklists and illustrations of financial statements, note
disclosures, and auditors' reports, including reports in accordance with Government Auditing Stand
ards and the Single Audit Act Amendments of 1996.

•

Understanding and Implementing GASB's New Financial Reporting Model: A Question and Answer Guide
for Preparers and Auditors of State and Local Governmental Financial Statements, Revised Edition (product
no. 022516kk)—This publication provides a summary of the significant portions of GASB Statement
No. 34 and related GASB publications in a question-and-answer format.

Continuing Professional Education Courses
.114 The AICPA offers CPE in the form of both group-study and self-study courses, and in print and
video formats.
.115 Group-study courses include the following:
•

Advanced Auditing of HUD-Assisted Projects

•

Applying A-133 to Nonprofit and Governmental Organizations

•

Audits of HUD-Assisted Projects

•

Clever Cases on Current Complexities Confronting Governments and Not-for-Profits

•

Foundations in Governmental Accounting: In GASB We Trust

•

Fraud in the Governmental and Not-for-Profit Environments: What a Steal!

•

Governmental Accounting and Reporting: Putting It All Together

•

Governmental Accounting and Auditing Update

•

Governmental and Nonprofit Annual Update

•

Solving Complex Single Audit Issues for Government and Nonprofit Organizations

•

Sharp-Witted Studies on Single Audit and Yellow Book Snafus

•

Workpaper Techniques for Government and Nonprofit Organizations

•

The Revised Yellow Book: Government Auditing Standards

.116 Self-study courses include the following:
•

Advanced Auditing of HUD-Assisted Projects (product no. 730192kk)

•

Applying A-133 to Nonprofit and Governmental Organizations (product no. 730207kk)
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•

Audits of HUD-Assisted Projects (product no. 730297kk)

•

Clever Cases on Current Complexities Confronting Governments and Not-for-Profits (product no.
731913kk)

•

Foundations in Governmental Accounting: In GASB We Trust (product no. 731643kk)

•

Fraud in the Governmental and Not-for-Profit Environments: What a Steal! (product no. 731922kk)

•

Governmental Accounting and Reporting: Putting It All Together (product no. 732801kk)

•

Governmental Accounting and Auditing Update (product no. 736476kk)

•

Governmental and Nonprofit Annual Update (product no. 731933kk)

•

Solving Complex Single Audit Issues for Government and Nonprofit Organizations (product no.
734410kk)

•

Sharp-Witted Studies on Single Audit and Yellow Book Snafus (product no. 733030kk)

•

Workpaper Techniques for Government and Nonprofit Organizations (product no. 732635kk)

•

The Revised Yellow Book: Government Auditing Standards (product no. 736115kk)

.117 The AICPA also offers the following video courses/additional manuals:
•

Applying A-133 to Nonprofit and Governmental Organizations (product nos. 187204kk [VHS] and
187205kk [DVD]/357204kk)

•

Fraud in the Governmental and Not-For-Profit Environments: What a Steal! (product nos. 180923kk
[DVD]/350923kk)

•

Governmental Accounting and Auditing Update (product nos. 186481kk [VHS] and 186482kk
[DVD]/356481kk)

•

Governmental & Nonprofit Annual Update (product nos. 181934kk [VHS] and 181935kk [DVD]/
351934kk)

•

The Revised Yellow Book: Government Auditing Standards (product nos. 187105kk [VHS] and
187106kk [DVD]/357105kk)

Online CPE
.118 AICPA CPExpress, offered exclusively through CPA2Biz.com, is the AICPA's flagship online
learning product. Divided into one- and two-credit courses that are available 24/7, AICPA CPExpress offers
hundreds of hours of learning in a wide variety of topics. Governmental topics include Government Auditing
Standards, Circular A-133 auditing, governmental accounting and financial reporting pronouncements,
HUD, industry updates, and other pertinent issues. To register or learn more, visit www.cpa2biz.com/
CS2000/Products/CPA2BIZ/CPExpress.htm.

Industry Conference and Training Program
.119 The AICPA will hold its annual National Governmental Accounting and Auditing Update Confer
ence on August 21-22, 2006, in Washington, DC, and again on September 18-19, 2006, in Denver, CO. That
conference is designed for practitioners; officials working in federal, state, or local governmental finance and
accounting; and recipients of federal awards. It is the premier forum for the discussion of important
governmental accounting and auditing developments. Participants will receive updates on current issues,
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practical advice, and timely guidance on recent developments from experts. Optional pre- or post-conference
workshops at both venues offer an intensive, interactive opportunity for additional CPE.
.120 The AICPA's annual National Governmental and Not-for-Profit Training Program will be held on
October 16-18, 2006, in Las Vegas, NV. That program is designed for practitioners or accountants, auditors,
and other staff in government who want in-depth, hands-on training in government accounting and auditing.
The program also offers optional preconference workshops.

.121 For more information about the conference or the training program, please contact the
AICPA/CPA2BIZ Service Center at (888) 777-7077 or visit www.cpa2biz.com.

Accounting and Auditing Technical Hotline
.122 The Technical Hotline answers members' inquiries about accounting, auditing, attestation, compi
lation, and review services. Call (888) 777-7077, or go to www.aicpa.org.

Ethics Hotline
.123 Members of the AICPA's Professional Ethics Team answer inquiries concerning independence and
other behavioral issues related to the application of the AICPA Code of Professional Conduct. Call (888)
777-7077.

AICPA/CPA2BIZ Service Center
.124 To order AICPA products, receive information about AICPA activities, and find help on your
membership questions, call the AICPA/CPA2BIZ Service Center at (888) 777-7077. You also can order AICPA
products from the Service Center by facsimile at (800) 362-5066, or visit www.cpa2biz.com to obtain product
information and place online orders.

AICPA's Governmental Audit Quality Center
.125 The GAQC, which is designed to improve the quality of governmental audits, provides firm
members with a set of best practices and tools in the specialized area of governmental auditing, including
Government Auditing Standards and Circular A-133 audits. It also includes a comprehensive Internet site at
www.aicpa.org/GAQC. See additional detail about the Center in the "Audit and Attestation Issues and
Developments" section of this Alert.

Governmental Accounting Standards Board
.126 GASB publications can be ordered by calling the GASB Order Department at (800) 748-0659.
Publications are also available for purchase by mail (P.O. Box 30784, Hartford, CT 06150) or on the GASB's
Internet site at www.gasb.org.

.127 The GASB offers the following publications and services:
•

GASB exposure and discussion documents. During the comment period, the GASB posts all exposure
and discussion documents on its Internet site at no charge. Final documents continue to be part of
the GASB subscription plan or may be purchased individually from the GASB Order Department.

•

Codification of Governmental Accounting and Financial Reporting Standards. The 2005-2006 edition is as
of June 30, 2005, and may be ordered on line or through the GASB Order Department; the 2006-2007
edition is as of June 30, 2006, and will be available in the fall of 2006.
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•

GASB Original Pronouncements. The 2005-2006 edition is as of June 30, 2005, and may be ordered on
line or through the GASB Order Department; the 2006-2007 edition is as of June 30,2006, and will be
available in the fall of 2006.

•

GASB staff document Comprehensive Implementation Guide. This document, issued once a year and
available each fall, includes all separately issued implementation guides in one publication. This
Guide provides, in a question-and-answer format, relevant and helpful implementation guidance on
various GASB standards.

•

GASB Governmental Accounting Research System (GARS). GARS, which is an electronic version of the
GASB's Codification of Governmental Accounting and Financial Reporting Standards, Original Pronounce
ments, and Implementation Guides in electronic form, is updated twice a year.

•

GASB User Guides. The GASB publishes nonauthoritative guides to assist users of government
financial statements to understand what information can be found in governmental reports.

•

GASB Internet Site. Information about the GASB can be found on its Internet site, www.gasb.org. The
site links to online resources about GASB Statement No. 34. The "What's New?" section contains the
latest news about the GASB and governmental accounting, as well as calendars of GASB meetings,
speaking engagements, constituent events, outstanding due process documents, the current-period
technical plan, and other frequently requested materials. Other items include "Facts about GASB";
summaries of all final GASB documents and ordering information; a list of board members, staff, and
advisory council members with their e-mail addresses; and a technical inquiry system.

•

Performance Measurement for Government Internet Site. The GASB's second Internet site, located at
www.seagov.org, is a clearinghouse for information about the development, use, and reporting of
performance measures for governments. The site's main features include a citizens' guide and links
to government performance indicators, studies, reports, government sites, ongoing projects, and
several online discussion groups.

Government Accountability Office
.128 The GAO Internet site at www.gao.gov contains links to the hundreds of reports and testimony to
the Congress each year on a variety of subjects, including accounting, budgeting, and financial management.
Hard copies of GAO reports and testimony can be obtained from the GAO, 441 G St NW, Room LM,
Washington, DC 20548; phone (202) 512-6000; fax (202) 512-6061; or www.gao.gov/cgi-bin/ordtab.pl.
.129 The GAO's Internet site also includes Comptroller General decisions and legal opinions; GAO policy
documents; and special publications. You may subscribe to GAO daily electronic alerts at www.
gao.gov/subtest/subscribe.html.

.130 The following are among the publications available on the GAO's Internet site at
www.gao.gov/govaud/ybk01.htm. Certain of them also are available in printed form, as explained at that
Internet site:
•

2003 revision to Government Auditing Standards, which are standards that relate to financial and
performance audits and attestation engagements of governmental organizations, programs, activi
ties, and functions, and of governmental funds received by contractors, nonprofit organizations, and
other nongovernmental organizations.

•

Technical Amendment to the CPE Requirements of the 2003 Revision of Government Auditing Standards
amends the 2003 revision to Government Auditing Standards effective for CPE measurement periods
beginning on or after June 30, 2005, with early application encouraged.
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•

Government Auditing Standards: Answers to Independence Questions responds to questions related to
Government Auditing Standards independence requirements, including implementation time frame,
underlying concepts, and application in specific nonaudit circumstances.

•

The exposure draft of the 2006 revision to Government Auditing Standards and the clarification on the
proposed implementation dates for that revision. (The final 2006 revision will be posted at that site
when finalized.)

•

The temporary exemptions from certain provisions of the 2003 revision of Government Auditing
Standards for auditors and audit organizations affected by Hurricanes Katrina and Rita.

Government Finance Officers Association
.131 The Government Finance Officers Association (GFOA) can be contacted at 203 North LaSalle Street,
Suite 2700, Chicago, IL 60601-1210; phone (312) 977-9700; fax (312) 977-4806; www.gfoa.org. Its publications
include:
•

2005 Governmental Accounting, Auditing, and Financial Reporting: Using the GASB 34 Model—This
publication, commonly known as the GAAFR or "Blue Book," provides detailed professional guid
ance on the practical application of GAAP to state and local governments. Included with the basic
text is a CD-ROM of the narrative portions of the publication. (The GAAFR Study Guide: Outlines &
Exercises and the GAAFR Self-Study Course also are available to assist those wishing to use the GAAFR
for instructional or self-study purposes.)

•

General-Purpose Government Checklist for the Certificate of Achievement for Excellence in Financial Reporting
Program—This detailed checklist is available free of charge on the GFOA Internet site, along with
specialized checklists for stand-alone business-type activities, school districts, public employee
retirement systems, and investment pools.

•

Model Request for Proposal for Auditing Services (CD-ROM)—This CD-ROM includes a model request
for proposals for auditing services in WordPerfect 6.1 format.

•

Evaluating Internal Controls: A Eocal Government Manager's Guide—This publication is designed for
public managers seeking the practical guidance needed to assume a leadership role in the design,
implementation, and maintenance of a comprehensive framework of internal control.

•

GAAFR Review—This six-page subscription newsletter, issued 10 times each year, covers major issues
in governmental accounting, auditing, and financial reporting and includes analyses of recent
authoritative pronouncements.

•

Recommended Practices for State and Local Governments—The GFOA's recommended practices identify
"best practices" in each of the major disciplines of state and local government finance. They are
available free of charge on the GFOA Internet site.

•

Financial Indicators Data Base—The GFOA makes available each year key data extracted from Com
prehensive Annual Financial Reports (CAFRs) submitted to its Certificate Program. Separate data
bases are available for counties, general-purpose governments, and school districts.

.132 The GFOA also publishes a 20-volume "elected officials" series, which includes An Elected Official's
Guide: Employer's Accounting for Pensions and other Post-Employment Benefits; An Elected Official's Guide to the
New Governmental Financial Reporting Model; An Elected Official's Guide to Fund Balance and Net Assets; An Elected
Official's Guide to Auditing; and An Elected Official's Guide to Internal Controls and Fraud Prevention.
.133 This Audit Risk Alert replaces State and Local Governmental Developments—2005.
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.134 The State and Local Governmental Developments Audit Risk Alert is published annually. As you
encounter audit and industry issues that you believe warrant discussion in next year's Alert, please feel free
to share them with us. Any other comments that you have about the Alert would also be greatly appreciated.
You may e-mail those comments to rdurak@aicpa.org or write to:
Robert Durak, CPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881

.135 We also suggest that you review the annual AICPA Audit Risk Alert Government Auditing
Standards and Circular A-133 Audits—2006 if you have auditees that receive federal money. That Alert
addresses current issues of relevance to the performance of single audits, including regulatory, legislative,
and other developments, among its many topics. Also review the AICPA Audit Risk Alert, which is a general
update on economic, auditing, accounting, and other professional developments. That publication discusses
numerous general audit topics of interest that, although not specifically geared toward an audit of the
financial statements of state and local governments, might be relevant to auditors of those financial
statements.
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.136

Appendix—Internet Resources
The following lists the Internet Web sites of many of the organizations referred to in this Audit Risk Alert,
as well as others that auditors of state and local governments may find useful. Those auditors also should
refer to the listing in the Audit Risk Alert Government Auditing Standards and Circular A-133 Audits—2006
of the Internet sites of various federal agencies and related organizations.

Internet Address

Organization
American Institute of CPAs
Main page
Governmental Audit Quality Center page

www.aicpa.org
www.aicpa.org/gaqc

Association of
Government Accountants

www.agacgfm.org

DisclosureUSA.org

www.DisclosureUSA.org

Financial Accounting
Standards Board

www.fasb.org

Government Accountability Office:
Main page
Government Auditing
Standards page

General Printing Office Access
(with links to search Code of
Federal Regulations, Federal
Register, and Public Laws)
Government Finance
Officers Association

Governmental Accounting
Standards Board:
Main page
Performance Measurement
for Government

www.gao.gov
www.gao.gov/govaud/ybkOLhtm

www.access.gpo.gov
www.gfoa.org

www.gasb.org
www.seagov.org

U.S. House of Representatives

www.house.gov

Internal Revenue Service

www.irs.gov

Library of Congress

www.loc.gov

Municipal Securities
Rulemaking Board

www.msrb.org

National Association of
Local Government Auditors

www.nalga.org

National Association of
State Auditors, Comptrollers,
and Treasurers

www.nasact.org

Public Company Accounting
Oversight Board

www.pcaobus.org
(continued)
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Internet Address

Securities and
Exchange Commission
Main page
Municipal Markets page

www.sec.gov
www.sec.gov/info/municipal.shtml

U.S. Senate

www.senate.gov

Thomas Legislative Search

thomas.loc.gov

[The next page is 8247.]
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AAM Section 8090
Construction Contractors Industry
Developments—2005/06
STRENGTHENING AUDIT INTEGRITY
SAFEGUARDING FINANCIAL REPORTING

NOTICE TO READERS

CONSTRUCTION CONTRACTORS INDUSTRY DEVELOPMENTS—2005/06
This Audit Risk Alert is intended to provide auditors of construction contractors with an overview of
recent economic, industry, technical, and professional developments that may affect the audits they
perform.
This publication is an Other Auditing Publication as defined in AU section 150, Generally Accepted
Auditing Standards (AICPA, Professional Standards, vol. 1). Other Auditing Publications have no
authoritative status; however, they may help the auditor understand and apply Statements on
Auditing Standards.

If an auditor applies the auditing guidance included in an Other Auditing Publication, he or she should
be satisfied that, in his or her judgment, it is both appropriate and relevant to the circumstances of his
or her audit. This publication was reviewed by the AICPA Audit and Attest Standards staff and
published by the AICPA, and is presumed to be appropriate. This document has not been approved,
disapproved, or otherwise acted on by a senior technical committee of the AICPA.

Written by J. Russell Madray, CPA
Edited by Yelena Mishkevich, CPA
Technical Manager
Accounting and Auditing Publications
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Wallace.

How This Alert Can Help You
.01 This Audit Risk Alert can help you understand technical accounting issues in the construction
industry. The knowledge that this Alert delivers can assist you in achieving a more robust understanding of
the business environment in which the company operates. Also, this Alert delivers information about
emerging practice issues and current accounting, auditing, and regulatory developments.
.02 This Alert describes trends and issues facing most contractors in many of the construction markets
in the country. National trends and industry-wide benchmarks can help you understand financial statement
relationships and how they may affect the company. However, broad national trends have their limitations.
Keep in mind that your company will be affected much more by local economic, political, and industry
conditions that exist in the specific markets your company serves.
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.03 This Alert is intended to be used in conjunction with the AICPA general Audit Risk Alert—2005/06
(product number 022336kk).

.04 References to Professional Standards. When referring to the professional standards, this Alert cites
the applicable sections of the codification and not the numbered statements, as appropriate. For example,
SAS No. 54 is referred to as AU section 317 of the AICPA Professional Standards.

Industry and Economic Developments
.05 Read the AICPA general Audit Risk Alert—2005/06 for an overview of the current U.S. and global
economic environment.

Effects of Hurricane Katrina
.06 The physical and psychological damage caused by Hurricane Katrina is likely to reverberate through
the global economy in ways that will curb growth well into 2006, economists say. Most economists predict,
however, that Hurricane Katrina will reduce, not derail, U.S. economic growth.

.07 A spike in already-high energy costs in the United States and around the world tops the list of risks,
especially since oil prices are unlikely to return to the levels of early 2004 when they were 50 percent lower
than they are today. Hurricane Katrina shut down large portions of oil and gas production in the Gulf of
Mexico at a time when worldwide energy output was already stretched thin. While the storm's impact was
most acute in the United States, it also sent fuel costs higher around the globe, squeezing consumers in Europe
and Asia and hurting everyone from truckers to fishermen to airlines. But most analysts agree that the sharp
increase in gasoline prices since the storm was a "temporary disruption." Oil industry officials say that
several refineries and pipelines will soon be back in operation. Initially, 25 percent of U.S. crude oil
production and a large portion of refining capacity were knocked out by the storm. Much of the pressure on
oil supplies has been relieved by the release of 60 million barrels from emergency supplies. The full extent
of the damage to oil and natural gas infrastructure in the Gulf of Mexico is not yet known, but it is expected
to be some time before output is back to normal. The same goes for the facilities that refine crude oil into
gasoline, heating oil, and jet fuel.
.08 The storm also wiped away up to half a million jobs in New Orleans and other Gulf Coast areas. And
its tab is almost certain to top $100 billion, with only about a quarter of that covered by insurance, according
to an assessment by Risk Management Solutions of Newark, Calif.

.09 The federal government has pledged billions of dollars of rebuilding funds, but it will take months
for the basic recovery efforts to be completed before the money for reconstruction starts flowing.
.10 In Katrina's aftermath, forecasts for U.S. economic growth in the fourth quarter have dropped from
3.5 percent on an annualized basis to 2.5 percent. And that is probably what gross domestic product will
average for all of 2006, economists said.
.11 Some local economies will no doubt benefit from the fact that New Orleans will be out of commission
for months. Tourists who might have visited the Big Easy will go elsewhere, corporate conferences will be
relocated, and cities throughout the South will witness a tightening of their rental housing markets as
evacuees from New Orleans reestablish their lives elsewhere.
.12 But when winter arrives and the higher cost of home heating strikes the Northeast and Midwest,
consumer spending, particularly among lower income families, is expected to take a noticeable hit. Michael
P. Niemira, chief economist at the International Council of Shopping Centers, said the U.S. retail sector will
face its toughest Christmas since the September 11, 2001, terrorist attacks.
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.13 While the humanitarian situation is horrific, the economic blow may not be as bad as first feared.
Treasury Secretary John Snow and Federal Reserve Chairman Alan Greenspan have stated that it would not
have a significant long-term effect on the U.S. economy, although growth will be slowed for a short period.
Mr. Snow described the impact of the hurricane as mind-boggling and acknowledged that the U.S. economy
was facing a challenging time. But its inherent strength, he said, meant that economic growth would only be
hit for three to four months.
.14 The Gulf Coast was hit again just three and a half weeks after Hurricane Katrina, by Hurricane Rita,
a category 3 storm. Although Hurricane Rita caused far less destruction than Katrina, it still caused between
$2.5 billion and $6 billion in insured damage.
.15 The rebuilding of the Gulf Coast after Hurricanes Katrina and Rita will likely have a positive effect
on the construction industry. The opportunities for new work will be immense, but while it has positive
implications for contractors, it will present many challenges as well. Auditors should be aware of the
following risks for their construction contractor clients:
•

Accepting work beyond their abilities to manage

•

Accepting work that could put dangerous pressures on their financial capacity (for example, not
having sufficient working capital)

•

Expanding their labor force with people who are unfamiliar with the entity's practices and method
ologies

General Industry Trends and Conditions
.16 Construction activity through July showed widespread improvement compared to the first seven
months of 2004, but the devastation wrought by Hurricanes Katrina and Rita will have varied impacts on
construction markets for the rest of 2005 and into 2006.

.17 Construction outlays in July were reported at a seasonally adjusted annual rate of $1,099 trillion,
unchanged from June, which was revised up from a previously reported $1,093 trillion. June spending was
restated as a 0.6 percent decline from a 0.3 percent fall previously reported.
.18 The gains were well distributed. Private residential construction climbed 12 percent year-to-date,
private nonresidential construction was up 5.3 percent, and public construction was 5.8 percent higher.
Within the private residential market, multifamily construction jumped 20 percent, nearly twice the growth
rate for single-family and improvements. Manufacturing construction continued to lead the private nonresi
dential category with a 27 percent year-to-date advance, followed by "multiretail" (general merchandise
stores, shopping centers, and shopping malls), 23 percent; communications, 12 percent; and lodging, 9.4
percent. The leading public categories, educational and highways and streets, were up 5.9 and 7.2 percent,
respectively.
.19 However, these figures overstate "real" growth because they don't adjust for a large run-up that has
occurred in the cost of cement, steel, copper, gypsum, and petroleum-based inputs. Unfortunately, Hurri
canes Katrina and Rita will push many of these costs much higher. Contractors use a lot of diesel fuel for
off-road equipment, their own trucks, and the multitude of deliveries of materials and equipment. Petroleum
or natural gas is a key ingredient in asphalt, roofing materials, plastic pipe, and insulation. And energy costs
are built into the price of mining, milling, making, molding, and transporting metals, concrete, and most
other construction materials.

.20 Cement was already in short supply in 32 states and the District of Columbia, and the disruption to
ocean, barge, and rail transport from Hurricanes Katrina and Rita, and the loss of power to cement plants in
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the storms' path, will cut further into cement supplies. At the same time, the urgent need to stabilize and
rebuild roads, other infrastructure, and buildings will increase demand for cement and other materials.

Construction Put in Place
.21 One of the most widely used measures of construction activity is construction put in place, which is
tracked monthly by the Bureau of Statistics at the U.S. Department of Commerce. The value of construction
put in place (value-in-place) is a measure of the value of construction installed or erected at the site during a
given period. For an individual project, this includes:
•

New buildings and structures.

•

Additions, alterations, major replacements, and so on, to existing buildings and structures.

•

Installed mechanical and electrical equipment.

•

Installed industrial equipment, such as boilers and blast furnaces.

• Site preparation and outside construction, such as streets, sidewalks, parking lots, utility connections,
and so on.
•

Cost of labor and materials (including owner-supplied).

•

Cost of construction equipment rental.

•

Profit and overhead costs.

•

Cost of architectural and engineering (A&E) work.

•

Any miscellaneous costs of the project that are on the owner's books.

. 22 The total value-in-place for a given period is the sum of the value of work done on all projects under
way during this period, regardless of when work on each individual project was started or when payment
was made to the contractors. For some categories, estimates are derived by distributing the total construction
cost of the project by means of historic construction progress patterns.
. 23 Exhibit 1, "New Construction Put in Place," presents details of construction put in place for various
market segments. (Note that the amounts are in billions of dollars and represent seasonally adjusted annual
rates.) To add some perspective, in January 1992, at the start of the current construction boom, the total new
construction put in place was $452 billion, as compared with the estimated 2005 amount of $1,099 billion—a
gain of more than 143 percent during the period.

Exhibit 1
New Construction Put in Place
(Billions of Dollars—Seasonally Adjusted Annual Rate, in Current Dollars)
Private construction
Public construction

Total construction

Residential building

July 2005

July 2004

856.1
243.2

758.3
238.9

1,099.3

997.2

615.8

537.5

33.9
24.8

31.4
24.0

Nonresidential building

Office
Power

(continued)
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Commercial
Lodging
Other nonresidential
Total nonresidential
Total private construction

Highways and streets
Infrastructure
Educational
Other public buildings
Other public construction
Total public construction

July 2005

July 2004

65.4
11.7
104.5
240.3

61.6
11.6
92.2
220.8

856.1

758.3

63.9
35.1
63.7
23.8
56.7

65.7
28.9
63.8
24.3
56.2

243.2

238.9

.24 The U.S. Census Bureau of the Department of Commerce announced that construction spending
during July 2005 was estimated at a seasonally adjusted annual rate of $1,099.3 billion, nearly the same as
the revised June estimate of $1,099.7 billion. The July figure is 6.0 percent above the July 2004 estimate of
$1,037.5 billion. During the first seven months of this year, construction spending amounted to $617.9 billion,
9.3 percent above the $565.4 billion for the same period in 2004.

.25 Spending on private construction was at a seasonally adjusted annual rate of $856.2 billion, 0.2 percent
above the revised June estimate of $854.5 billion. Residential construction was at a seasonally adjusted annual
rate of $615.8 billion in July, 0.2 percent above the revised June estimate of $614.6 billion. Nonresidential
construction was at a seasonally adjusted annual rate of $240.4 billion in July, 0.2 percent above the revised
June estimate of $239.9 billion.
.26 In July, the estimated seasonally adjusted annual rate of public construction spending was $243.2
billion, 0.8 percent below the revised June estimate of $245.2 billion. Educational construction was at a
seasonally adjusted annual rate of $63.7 billion, 0.6 percent below the revised June estimate of $64.1 billion.
Highway construction was at a seasonally adjusted annual rate of $63.9 billion, 2.4 percent below the revised
June estimate of $65.5 billion.

Help Desk—You can access current statistics of construction put in place and other con
struction industry information at www.census.gov.
Private Construction

Residential Building
.27 The residential building segment of the construction industry includes new single- and multifamily
housing as well as residential repairs and improvements. Conditions with the most impact on the demand
for residential construction include the following:
•

Housing affordability. Housing affordability is the extent to which potential buyers have the means to
purchase a home. Affordability can be measured in several ways by considering average home prices
and income levels. For example, some analysts create an “affordability index" by comparing median
home prices to household income levels. As income levels get closer to housing prices, the average
home becomes affordable to more local residents.

•

Interest rates. Most homes are financed, and interest rates therefore have a tremendous effect on the
affordability of housing. As interest rates rise, the cost of home financing increases; as they fall, the
cost of financing decreases. However, interest rate changes do not have an immediate impact on
home-buying markets—usually rates have to be in effect for several quarters to reverse home-buying
trends.
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•

Land availability/pricing. As one of the major costs of residential building, land availability and pricing
have a major impact on the affordability of housing. With land suitable for residential building
becoming scarce in certain parts of the country, housing prices will be affected.

•

Demographics. Shifts in demographics can have a significant impact on housing demand. For example,
the aging of the U.S. population has increased demand for low-maintenance and multifamily
housing. A large number of baby boomers are now entering their peak earning years, which is
expected to affect the affordability and demand for single-family homes.

•

Market velocity. According to industry sources, more than half of all home improvements occur within
18 months after a new owner moves in, or within 12 months before the home is sold. Thus, during
times when new and used home markets are active, residential remodeling and improvement activity
also increases.

.28 As one of the main drivers of construction's recent 10-year expansion, home building continues to
lead the industry's growth. However, there are signs that years of strong growth in the national housing
market may finally be leveling off. Overall, new housing starts in July, which include apartment buildings
and condominiums, were flat. The new housing figures, released by the Commerce Department, bolster the
view of economists who have predicted a gradual slowdown in housing starts and an easing of price increases
as mortgage rates tick up with the prospect of passing the 6 percent mark by next year.
.29 Although sales have certainly been sizzling this year, putting the country on track for a fifth straight
year of record purchases of new and existing homes, homes in some areas are staying on the market longer
before they sell and the Mortgage Bankers Association reports that its index of demand for home mortgages
now stands 11 percent below a June peak.
.30 The issue of how much of a slowdown will occur and whether home prices will fall or just not rise at
double-digit rates will depend to a large extent on the course of interest rates in coming months.
.31 Ironically, the devastation from Hurricanes Katrina and Rita could turn out to help the housing
industry, mainly through falling interest rates. Investors pushed rates lower after the storms in anticipation
that Hurricanes Katrina and Rita and the resulting surge in energy prices would act as a drag on economic
growth and could persuade the Federal Reserve to pause in its 14-month campaign to push rates higher. As
a result, rates on 30-year mortgages dipped to 5.71 percent, down from a high this year of 6.04 percent set in
late March.

.32 David Seiders, chief economist for the National Association of Home Builders, said rebuilding from
the hurricanes' devastation probably will not have much impact on the overall housing market since
residential building permits for all of Louisiana and Mississippi last year amounted to just 1.8 percent of the
national total.
.33 But analysts are forecasting that housing sales will begin to decline from record levels by the end of
this year and into 2006. The slowing sales pace is expected to end the super-sized price gains many parts of
the country have experienced.

Nonresidential Building
.34 Nonresidential building in July grew 3 percent to an annual rate of $172.1 billion. Much of the upward
push came from healthcare facilities, which soared 42 percent. July included the start of five large projects
valued at $100 million or higher, including a $300 million hospital in Cleveland, Ohio; a $148 million hospital
complex in San Francisco, Calif.; a $140 million hospital expansion and seismic upgrade in Seattle, Wash.; a
$135 million hospital addition in Jacksonville, Fla.; and a $106 million hospital in Granville, N.C. Showing
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large percentage gains compared to weak contracting in June were transportation terminals, up 81 percent;
and manufacturing plants, up 66 percent. Growth was also registered in July by warehouses, up 17 percent;
and stores, up 3 percent.
.35 Nonresidential building in July showed reduced contracting for hotels, down 37 percent; and offices,
down 15 percent. For both structure types, the declines were relative to a June that was the strongest month
so far in 2005. On the institutional side, July showed a slower pace for churches, down 1 percent; public
buildings (courthouses and detention facilities), down 2 percent; school construction, down 6 percent; and
amusement-related projects, down 18 percent.

Office Market
.36 The U.S. office market took a big step toward recovery in the second quarter, with absorption
exceeding 30 million square feet and the vacancy rate falling below 15 percent. Healthy demand for office
space was widespread, with both downtown and suburban markets enjoying a robust quarter. Office
construction picked up slightly but is still at relatively low levels. Rents posted another modest increase
continuing a trend for the past several quarters.
.37 Office construction took a surprising jump in the second quarter with 12.6 million square feet
completed—the most since the fourth quarter of 2003, when 16.1 million square feet was completed. This
was 18.9 percent more than the 10.6 million square feet completed in the first quarter or the 11.6 million
square feet completed in the second quarter of 2004. Office construction has been subdued since the middle
of 2002, with completions barely averaging 10 million square feet per quarter.
.38 The outlook for the office market remains positive for the third quarter and indeed for the balance of
2005. The most important feature of the first half of the year was the sustained growth in employment. The
first quarter saw job creation total 546,000, followed by a further 542,000 new jobs in the second quarter.
Specific to the office market, "office using employment" increased by 154,000 in the first quarter and 153,000
in the second quarter. Second half projections show continued job creation, which can only be good news
for office markets. On the supply side, new office construction is expected to pick up in coming quarters as
under-construction activity jumped from 40.3 million square feet at the end of the first quarter to 58.4 million
square feet at the end of the second quarter.

Industrial Market
.39 The industrial real estate market experienced an extremely robust second quarter this year, with
absorption totaling 69.4 million square feet—far surpassing the 40.9 million square feet recorded during the
first quarter of 2005 and 42.2 million square feet during the second quarter of 2004—according to a report by
Colliers International, the global real estate services firm.
.40 All the drivers of the U.S. industrial market are going strong—with a subsequent greater need for
warehouse space, according to Colliers International. Transportation and distribution companies, manufac
turers, retailers, the housing market, and consumer spending all continue to post positive results. There are
no indications the industrial market will wane anytime soon.
.41 New construction during the second quarter totaled 30.5 million square feet, exceeding both the 23.2
million square feet recorded during the same quarter last year, and the 27.0 million square feet recorded
during the first quarter of 2005. Almost half of the nation's new warehouse construction occurred in five
markets: Chicago (2.9 million square feet), Atlanta (2.9 million square feet), Central New Jersey (2.9 million
square feet), Seattle (2.7 million square feet), and Inland Empire of California (2.5 million square feet).
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Retail and Other Commercial Markets
.42 The favorable conditions witnessed over the past several years have continued into 2005 with the
economy on the upswing, steady job creation, disposable income on the rise and, most importantly,
consumers who continue to spend. This has led retailers to increase sales and open new stores in a wide
variety of centers. Occupancy levels have increased and rents have moved higher. Community rents,
neighborhood rents, and power center rents have all increased during the year by 9 percent, 4 percent, and
16 percent, respectively. Going forward, rising interest rates have some concerned, but leasing conditions
generally look favorable for some time to come. However, some analysts are predicting that the U.S. retail
sector will face its toughest Christmas since the September 11, 2001, terrorist attacks due to the effects of
Hurricanes Katrina and Rita.

Hospitality Market
.43 Hotel construction spending, which has been very erratic, is up 28 percent since the bottom of the
hotel building cycle two years ago. Although hotel construction spending fell 10 percent in November,
December, and January of 2004, most analysts expect a cumulative 66 percent increase by the end of 2006.
That will bring the 2004-to-2006 gain to 80 percent compared to 125 percent during 1995-to-1997 at the same
period in the previous building cycle.

.44 The expected building boom is being fueled both by an unusually favorable real estate financial
environment and by large increases in demand for hotel rooms. Last year, according to Smith Travel
Research, hotel operators added only 1 percent more rooms while they raised the occupancy rate 4 percent
and boosted room rates 4 percent. Hotel profits improved sharply, although only to the bottom of the normal
range. Together with unusually cheap credit costs, this prompted investors to bid up the price of hotel
properties enough that building a new hotel is now a better investment than buying an existing hotel in many
markets.

.45 Most real estate investors now believe that hotels offer higher returns than other types of commercial
buildings. It is now much easier for hotel developers to get construction loans because real estate investment
trusts (REITs) are flush with cash they need to invest and developers have learned to add condos to hotel
projects and use the condo down payments for some of their financing.
.46 Portsmouth, N.H.-based Lodging Econometrics recently released its Lodging Development Forecast
that reports the hotel ''pipeline"—which consists of hotels in early planning stages and those under
construction or scheduled to start in the next 12 months—increased for the fifth straight quarter in the first
quarter of 2005, to 2,388. The hotel pipeline has been growing since it bottomed out in the fourth quarter of
2003, and the forecast looks bright for the future of hotel construction. The report predicts that an estimated
322,177 hotel rooms will be built between the first quarter of 2005 and the first quarter of 2006.
Help Desk—The demand for construction can vary significantly among different geo
graphic regions. One of the most comprehensive analyses of commercial real estate demands
and construction activity is published by the Society of Industrial and Office Realtors (SIOR).
Annually, SIOR publishes Comparative Statistics of Industrial and Office Real Estate Markets,
which provides detailed real estate and construction statistics on all the country's larger
cities. You can purchase and download this publication directly from the publications
section of the SIOR Web site at www.sior.com.
Public Construction

.47 According to the Associated General Contractors of America (AGC), public construction is heading
for a modest revival, with gains in highway, school, and most other categories. Highway construction will
rise modestly. Congress approved a 2-percent increase in federal-aid funds for fiscal 2005 (ending September
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30), with small increases likely in future years. State fuel and vehicle tax receipts, which typically fund the
state share of highway spending, are growing slowly as well.
.48 Educational spending will benefit from the housing boom. Single-family houses appreciated 13
percent nationally in the year ending July-September 2004, according to the Office of Federal Housing
Enterprise Oversight. Where property-tax assessments keep pace, school districts that depend on property
taxes can afford more construction. School construction is likely to shift more toward high schools and away
from elementary schools. Census estimates that the elementary-school population in 36 states has fallen since
2000 as the "baby boom echo" cohort is becoming older.
.49 State higher-education construction, as well as other categories, will benefit from a pickup in state
general-fund revenues. Income and sales tax receipts climbed 7.5 percent in fiscal 2004 (covering July 2003
to June 2004 for most states) after much slower growth in 2001 and 2003 and a sharp decline in 2002, according
to a February 2005 tally by the Nelson A. Rockefeller Institute of Government. That will enable legislatures
to reverse some of the construction cuts and freezes imposed in the last several years. However, delays in
the design, permit, hearing, and contract phases that follow legislative approval mean the public pickup in
construction may not gather steam until 2006. Meanwhile, federal assistance and direct spending for water,
wastewater, and building construction are likely to slow by 2006 due to tight budgets for domestic
discretionary programs.
.50 Putting the pieces together yields a total for construction put in place in 2005 that will be close to the
2004 level, with growth resuming in all three segments by 2006. Meanwhile, more of the dollar total will
represent new projects rather than merely higher materials prices.
.51 The important news affecting public works, of course, is the August enactment of the new multiyear
federal transportation bill, after a delay of close to two years. The new bill includes a 38 percent funding
increase compared to the previous legislation, plus its passage removes the uncertainty over long-term
financing that had hampered state departments of transportation.

Surety Industry Trends

.52 The surety industry is critical to the well-being of the construction industry. Nearly half of all work
performed by contractors is bonded, so any change in the surety market will have a significant effect on the
construction industry.

.53 Surety bonding is a rigorous process in which surety companies prequalify contractors and then
guarantee that the contractors will complete their projects and pay first-tier subcontractors, laborers, and
materials suppliers (those hired directly by the general contractors). Construction projects can involve three
types of surety bonds:
•

Bid bonds provide financial assurance that the bid has been submitted in good faith and that the
contractor intends to enter into the contract at the bid price.

•

Performance bonds protect the owner from financial loss should the contractor fail to perform the
contract in accordance with its terms and conditions.

•

Payment bonds guarantee that the contractor will pay subcontractors, laborers, and suppliers
associated with the project. (Government property is not subject to mechanic's liens, meaning that
laborers, suppliers, and subcontractors would be without redress if the contractor defaulted and there
were no payment bond.) Section 270 of the Miller Act, enacted in 1935, governs performance and
payment bonds on federal construction projects.
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.54 Additionally, each of the 50 states, the District of Columbia, Puerto Rico, and almost all local
jurisdictions have enacted legislation requiring surety bonds on public works projects. Generally referred to
as "Little Miller Acts," those laws often set minimum thresholds for which state agencies and local
governments may require surety bonds. Sometimes, no threshold is set, and the local entities themselves
determine what minimum project value necessitates surety bonding.
.55 While surety credit is similar to obtaining bank credit, it still is a form of insurance. Surety bonds and
insurance both are risk transfer mechanisms that are regulated by state insurance commissioners, and both
provide protection against financial loss.

.56 Unlike other lines of insurance, however, surety actually is a form of credit. Whereas bankers either
lend money or extend a line of credit, a surety grants a "pledge guarantee." The surety does not lend the
contractor money but instead allows the surety's financial resources to be used to back the commitment of
the contractor; if the contractor defaults, the surety pays for completion of the contractor's work.
.57 The basic function of surety is prequalification. That process involves a surety underwriter taking an
in-depth look at the contractor's entire business operation and thoroughly analyzing the contractor's
financial strength and capacity to perform before credit is extended. The underwriter will concentrate on the
three "C's"—character, capacity, capital—when making bond credit decisions.
.58 To issue a surety bond, the surety must be confident that the contractor has good character, experience
matching the requirements of its contracts, financial strength, an excellent credit history, an established
banking relationship and line of credit, and ownership of (or the ability to obtain) the equipment to carry
out the contract.
.59 The surety industry has weathered the turbulent times of the late 1990s and the first years of the 21st
century, and has come through intact and on course for a potential recovery. The large losses faced by the
industry in the past few years served as a wakeup call to the industry. By returning to the fundamentals,
namely solid underwriting practices, many experts believe that the industry is heading toward recovery.
However, some of the sureties may experience some additional short-term losses as the result of loosening
of underwriting standards demonstrated by some sureties in the 1990s.

.60 Even though there have been a number of high-profile mergers in the surety market, there have been
instances of surety company failures. In most cases, capacity remains sufficient to support the nation's
construction needs. However, contractors in different market sizes may see changes in the near future and
those contractors considered "marginal" may be dropped by their surety.
•

Capacity for small and emerging contractors remains available, although they will be subject to the
same underwriting standards as their larger peers. Small and start-up contractors who have difficulty
meeting today's underwriting standards may opt to explore the U.S. Small Business Administration's
Surety Bond Guarantee Program.

•

The midmarket contractor is least likely to be affected by capacity issues. This segment is the primary
target of the industry, and qualified contractors will continue to receive strong support. However, in
some cases, contractors are being required to provide audited financial statements instead of
reviewed financial statements, and some sureties are requiring quarterly reporting. The same
back-to-basics underwriting standards apply: quality financials, capital retention, and personal and
corporate indemnity are all required.

•

Contractors in the $250 million-and-over market may need to address changes in the industry. Surety
companies are less likely to assume the risks of massive, multiyear projects on their own. Co-sureties,
segmented bonding, and joint ventures may be more common, due to the fact that approximately 80
percent of the reinsurers from the 1990s are gone because of the massive surety losses incurred in the
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past few years. The tightened reinsurance market is a factor in the need for more creative surety
solutions on mega-projects.

. 61 There are also alternatives to surety, generally referred to as alternate products. These insurance
products were originally designed to protect a general contractor from subcontractor default. Unlike a surety
bond, an alternate product has a deductible and guarantees payment in the event of default, but not
performance. Although this is a relatively new concept, some think it may be a way to circumvent some of
the limitations of the surety industry.

. 62 With further consolidation in the marketplace, continued tight terms and conditions for surety credit
will continue. With the 10 largest premium volume surety companies now controlling more than 65 percent
of the market, it is likely that premium rates will increase. Less negotiation will be available on terms such
as bonding subcontractors, acceptable contract specifications, full indemnity, and other underwriting re
quirements. There will also likely be a rise in the frequency of credit schemes using creative, unlicensed surety
entities and alternative products.
. 63 In some parts of the country, sureties are requiring clients to upgrade from reviews to audits. Other
sureties are willing to accept reviewed financial statements when accompanied by a review of the client's
internal controls. In some cases, sureties are also requiring quarterly financial statements, in addition to
year-end statements. In addition, some smaller contractors are being required to strengthen their financial
position with personal guarantees and additional indemnity.
. 64 Contractors can expect sureties to look at their work programs more closely, which can lead to changes
in the amount of capacity sureties are willing to offer. Although many surety companies have the capacity
to support an increased work program, they may not have the same appetite for risk they had in the past.
Nevertheless, a contractor with a solid reputation and sound financials should have no problem obtaining
the surety credit it needs. Overall, the surety industry is attempting to return to a healthy state and will
continue to respond to the challenges in the construction industry.
. 65 At this critical juncture in the surety industry's life cycle, the following steps may be helpful to ensure
that your client's surety relationship remains free from any dramatic exposure to the surety industry's
changes. Your client may need to:
•

Meet regularly with its surety underwriters and bond agents and foster a partnering relationship.

•

Know its surety—its results, reinsurance, capacity limitations, credit, and AM Best (a worldwide
insurance-rating and information agency) ratings.

•

Plan for more lead time for larger or unique projects and major decisions.

•

Provide high-quality and timely financial information.

•

Understand the working capital and equity requirements for the bonding program.

•

Understand the adjustments that the surety makes to the financial statements to arrive at bonding
capacity. You should be aware that this can be one of the biggest pressures on a contractor and
recognize the associated audit risk.

•

Involve its surety in major financial decisions.

•

Understand the working capital and equity requirements for your bonding program (single and
aggregate limit).

•

Use a professional CPA and attorney who specialize in construction contractors and relationships
with sureties.

•

Use a professional surety broker who specializes in surety, and have a "backup" surety available in
case the current surety is unable to provide proper coverage.
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Construction Cost Trends

. 66 Cleaning up after Hurricanes Katrina and Rita could clean out construction suppliers over the next
year. Builders working far away from the Gulf Coast are likely to experience shortages, lagging deliveries,
and higher prices, experts say.
. 67 The fallout comes at a time of already-high demand for construction materials and equipment.
Regional cement shortages are hurting contractors in many states. Availability of larger equipment, such as
earthmoving machines, is tight. Nominal prices for highway diesel, averaging $2.59 per gallon, are at an
all-time high. Each week brings a new record in diesel prices, according to the U.S. Department of Energy.
And Hurricanes Katrina and Rita will push many of these costs much higher, according to Ken Simonson,
chief economist for the Associated General Contractors of America.
. 68 Heavy equipment dealers in the Gulf Coast area expect to see a run-up for construction machines,
such as crawler dozers, excavators, and wheel loaders. The region's need for equipment over the next 12
months is going to be twice the normal demand, experts say. Machinery analysts have forecasted per-unit
sales of construction equipment to increase by a hearty 8 percent to 10 percent this year. Hurricanes Katrina
and Rita may push up next year's modest forecast of 2 percent to 5 percent.
. 69 The crunch could also tighten global supplies of construction machinery, whose demand is expected
to rise to $106 billion by 2009 from last year's $81.4 billion, according to Freedonia Group Inc., a market
research firm in Cleveland. U.S. machinery exports climbed a staggering 44 percent during the first half of
2005, according to the Milwaukee-based Association of Equipment Manufacturers.

. 70 Ready-mix concrete prices are up 16 percent since they began to rise quickly late in 2003. Prices rose
0.9 percent in March and April but declined slightly in May and June. The price increases to date have been
driven by sharply higher imports of cement at premium prices, strained capacity at U.S. cement plants, and
bigger margins for ready-mix suppliers. Also, higher diesel and natural gas prices have contributed to cost
increases at cement plants and ready-mix fleets.
. 71 Cement was already in short supply in 32 states and the District of Columbia before Hurricanes
Katrina and Rita, and the disruption to ocean, barge, and rail transport from the storm, as well as the loss of
power to cement plants in the storms' path, will cut further into cement supplies. At the same time, the urgent
need to stabilize and rebuild roads, other infrastructure, and buildings will increase demand for cement and
other materials.

. 72 The construction industry has been urging the Commerce Department and the Southern Tier Cement
Committee to reach immediate agreement on a way to allow Mexican cement into the Gulf states without
the punitive 55 percent duty now in place.
. 73 The hurricanes' impact on industry is also stretching far beyond oil refineries. The storms knocked
out lumber mills as well. The Gulf Coast region is fertile ground for yellow pine, which is sold as plywood,
oriented strand board, and pressure-treated lumber. Prices for yellow pine and related products have already
gone up 10 percent. Hurricane Katrina boosted lumber prices overnight, and the storms will continue to
increase construction costs in other, subtler ways—through fuel surcharges on deliveries, for instance.
Experts say prices are likely to go even higher with increased demand for lumber when the work of rebuilding
Hurricane Katrina damage begins in earnest.

. 74 On a brighter note, the buyers' market for labor is expected to continue into next year. June's 5 percent
unemployment rate overstates the tightness in the labor market because labor-force growth has been
unusually low recently. The missing workers are partly resulting from measurement error and partly from
the usual withdrawal from the labor force when jobs are hard to find. Monthly job gains are expected to rise
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slightly over the next year from the 180,000 during the spring without any further decline in the unemploy
ment rate. Rather, the unemployment rate is more likely to rise in the next few months. A stable unemploy
ment rate requires about 60,000 people to reenter the labor force each month. Experience in similar economic
conditions in the late 1990s suggests that this is likely.
Help Desk—The Engineering News Record publishes detailed quarterly cost studies that track
average prices for a wide variety of materials and labor classifications in major cities across
the country. You can access summaries of the studies at the magazine's Web site at
www.enr.com.
. 75 Construction cost trends such as those previously mentioned must be considered in the estimates
developed by construction contractors. With construction costs rising an average of 24 percent, according to
some analysts, you should be aware of the effect on your client's signed contracts and committed future
pricing.

Doing Business With FEMA During Disaster Recovery
. 76 Hurricanes Katrina and Rita caused massive destruction and damage that will require a multitude
of services and products during the recovery process. The services of independent contractors are usually
acquired through sealed bidding or negotiations; however, the Federal Emergency Management Agency
(FEMA) accepts capability statements and informational packages. The following information should be
included:

•

Company name

•

Business address

•

Contact information

•

Type of service or product offered

•

Type of equipment

•

Number of workers being provided

•

Cost for service or product

•

Whether the company is volunteering services

.77 FEMA also procures goods and services through the General Service Administration's Federal Supply
Schedule (information available at www.gsa.gov/regions.htm) and identifies qualified small businesses
through the U.S. Small Business Administration's Pro-Net. Companies can register with Pro-Net on the SBA's
Web site (www.sba.gov).
.78 In addition, state and local governments make purchases for disaster recovery services and products.
Contractors should check the emergency management or other appropriate Web sites of the affected states
for information.
Help Desk—For more information about doing business with FEMA, visit www.fema.
gov/ofm or call the FEMA Acquisitions Office at (202) 646-4006.

Legislative Issues and Developments
Transportation Act
.79 In July, Congress passed the Safe, Accountable, Flexible and Efficient Transportation Equity Act: A
Legacy for Users (SAFETEA-LU), a measure that will provide more than $286 billion in funding for new
highways, roads, airports, bridges, transit facilities, and other transportation-related projects.
AICPA Audit and Accounting Manual
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.80 SAFETEA-LU reauthorizes federal aid for highways, mass transit, safety, and research programs
through fiscal year 2009. The bill provides more than $50 billion for transit programs and $6 billion for
transportation safety and contains a $15-billion highway bond plan.
.81 The legislation comes nearly two years after SAFETEA-LU's predecessor, TEA-21, expired in 2003.
In the interim, Congress approved 12 extensions to ensure that states continued to receive funding.

Energy Bill
.82 Congress also voted in July to pass comprehensive energy legislation.
.83 The legislation touches nearly every sector of the energy industry, expanding oil and gas production
and creating the first inventory of U.S. offshore oil and gas resources. Additionally, the bill provides tax
incentives for renewable energy, nuclear power, and coal production; requires utilities to follow nationwide
electric reliability rules; and provides incentives for energy efficiency and conservation measures.

.84 However, the final bill did not address a number of controversial items, including a provision that
would have shielded manufacturers of the controversial gasoline additive methyl tertiary butyl ether (MTBF)
from most product lawsuits associated with groundwater contamination, and the issue of drilling in the
Arctic National Wildlife Refuge (ANWR) in Alaska.
.85 Republican leaders intend to pursue the ANWR proposal through the budget "reconciliation" process
after the August congressional recess. Unlike most bills in the Senate, the budget measure cannot be
filibustered and only needs a simple majority for passage.

Current Audit and Accounting Issues and Developments
Guidance Related to Natural Disasters

Auditing Technical Practice Aids
.86 In September, following the destruction caused by Hurricane Katrina, the AICPA's Audit and Attest
Standards Team issued several Technical Practice Aids (TPAs) to address some of the questions that arose
in the aftermath of this disaster. TPA section 9070.05, entitled "Consideration of Impact of Losses From
Natural Disasters Occurring After Completion of Audit Field Work and Signing of the Auditor's Report But
Before Issuance of the Auditor's Report and Related Financial Statements," addresses the auditor's respon
sibilities with respect to consideration of a material subsequent event that occurs after completion of field
work and after the signing of the auditor's report but before issuance of the auditor's report and the audited
financial statements.
.87 According to the TPA, a loss from a natural disaster occurring after year end would be considered a
type II subsequent event. Paragraph .05 of AU section 560, Subsequent Events (AICPA, Professional Standards,
vol. 1), defines such a subsequent event as an event that provides evidence with respect to conditions that
did not exist at the date of the balance sheet being reported on but arose subsequent to that date. These events
should not result in an adjustment to the financial statements. Some of these events, however, may be of such
a nature that disclosure of them is required to keep the financial statements from being misleading. For
example, if your client owns a major distribution center in an area that is declared a disaster area by the local,
state, or federal government due to Hurricane Katrina (or another natural disaster), you, along with
management, should assess the damage done to that asset and the impact on the entity's current and future
operations and determine whether disclosure of the impact of the disaster is required to keep the financial
statements from being misleading.
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.88 TPA section 8345.01, "Audit Considerations When Client Evidence and Corroborating Evidence in
Support of the Financial Statements Elas Been Destroyed by Fire, Flood, or Natural Disaster," and TPA section
8345.02, "Considerations When Audit Documentation Has Been Destroyed by Fire, Flood, or Natural
Disaster," provide guidance to auditors facing the question as to what to do when client evidential matter
and/or audit documentation is destroyed due to fire, flood, or natural disaster (such as Hurricane Katrina).

Accounting Technical Practice Aid
.89 Also in September, the AICPA issued TPA section 5400.05, "Accounting and Disclosures Guidance
for Losses from Natural Disasters," to identify accounting literature which gives guidance on the following
accounting issues that may arise in accounting for losses from natural disasters:

•

Classifying, in the statement of operations, losses from a natural disaster of a type that is reasonably
expected to recur

•

Recognizing an asset impairment loss related to a natural disaster

•

Recognizing a liability for nonimpairment losses and costs related to a natural disaster

•

Accounting for insurance recoveries to cover losses sustained in a natural disaster, and additional
considerations related to business interruption insurance recoveries

•

Fulfilling required disclosures regarding the impact of a natural disaster
Help Desk—These TPAs can be accessed at www.aicpa.org/download/members/
div/auditstd/TPA-Subsequent%20Events.pdf, www.aicpa.org/download/members/
div/auditstd/TPA Destruction of Documentation.pdf, and www.aicpa.org/download/
acctstd/Natural_disaster_TPA_5400.05.pdf.

Exchanges of Nonmonetary Assets
.90 In December 2004, the Financial Accounting Standards Board (FASB) issued FASB Statement No. 153,
Exchanges of Nonmonetary Assets—an amendment of APB Opinion No. 29. The guidance in Accounting Principles
Board (APB) Opinion No. 29, Accounting for Nonmonetary Transactions, was based on the principle that
exchanges of nonmonetary assets should be measured based on the fair value of the assets exchanged. The
guidance in that Opinion, however, included certain exceptions to that principle. APB Opinion No. 29
provided an exception to the basic measurement principle (fair value) for exchanges of similar productive
assets. That exception required that some nonmonetary exchanges, although commercially substantive, be
recorded on a carryover basis.
.91 FASB Statement No. 153 amends APB Opinion No. 29 to eliminate the exception for nonmonetary
exchanges of similar productive assets and replaces it with a general exception for exchanges of nonmonetary
assets that do not have commercial substance. According to FASB Statement No. 153, a nonmonetary
exchange has commercial substance if the future cash flows of the entity are expected to change significantly
as a result of the exchange.

Impact on Contractors
.92 Because of the change in the accounting for exchanges of nonmonetary assets, construction contrac
tors are likely to see an increase in the historical cost of equipment over time. This increase in historical cost
of equipment will result in higher depreciation expense, which may reduce margins on contracts. Likewise,
higher depreciation may justify higher revenue on reimbursable cost type contracts. In addition, contractors
must consider the immediate income effect for gain or loss recognition on any equipment transactions.
.93 FASB Statement No. 153 is effective for nonmonetary exchanges occurring in fiscal periods beginning
after June 15, 2005.
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Variable Interest Entities
.94 FASB Interpretation No. 46, Consolidation of Variable Interest Entities, issued in January 2003, affected
the reporting of a large number of companies associated with special-purpose entities (SPEs, entities
established for a specific purpose). The concepts in FASB Interpretation No. 46 were very complex and
far-reaching. In December 2003, the FASB issued Interpretation No. 46 (revised December 2003), Consolidation
of Variable Interest Entities (FASB Interpretation No. 46(R)), which revised and clarified certain of the concepts
in the original document.

.95 FASB Interpretation No. 46(R) interprets Accounting Research Bulletin (ARB) No. 51, Consolidated
Financial Statements, which, for approximately half a century, was the principal authoritative literature
governing when an investor should consolidate an investee. ARB No. 51 concluded that consolidated
financial statements are "usually necessary for fair presentation when one of the companies in the group
directly or indirectly has a controlling interest in the other companies." FASB Statement No. 94, Consolidation
of All Majority-owned Subsidiaries, issued in October 1987, amended ARB No. 51 to remove one of the three
exceptions provided in ARB No. 51 that allowed an investor to avoid consolidating a majority-owned
investee. ARB No. 51, with certain exceptions, required consolidation of an investee if an investor had a
controlling financial interest in the investee. In general, a controlling financial interest was exhibited by an
ownership interest of more than 50 percent of the investee's voting stock.
.96 In 1990, to address the consolidation of SPEs for which voting rights were not considered substantive,
the Emerging Issues Task Force (EITF) reached a consensus on EITF Issue No. 90-15, "Impact of Nonsub
stantive Lessors, Residual Value Guarantees, and Other Provisions in Leasing Transactions." EITF Issue 90-15
required a lessee to consolidate an SPE-lessor if all the following conditions were met:
•

Substantially all the SPE's activities involved assets to be leased to the lessee.

•

The lessee was exposed to the substantive risks and was entitled to substantially all the residual
rewards of the leased assets and the SPE's financing arrangements.

•

The SPE's owners had not made a substantive residual equity investment that would be at risk
throughout the term of the lease.

.97 The consolidation of most SPEs was avoided based on the third condition not being met (in other
words, the SPE's owners had made a substantive residual equity investment). As practice evolved, a
"substantive residual equity investment" came to mean an amount equal to 3 percent of the fair value of the
SPE's assets.
.98 Then the Enron scandal exploded. Enron had set up an elaborate array of entities to shift debt away
from the company's books, while absorbing substantially all the risk associated with that debt either through
guarantees of the debt or the SPE's assets. The extent of those guarantees came as a surprise to many investors.
.99 In response, the FASB issued Interpretation No. 45, Guarantor's Accounting and Disclosure Requirements
for Guarantees, Including Indirect Guarantees of Indebtedness of Others, which requires a guarantor to recognize
the fair value of its guarantee obligations as a liability and provide certain disclosures about the nature of
guarantees it has provided, and FASB Interpretation No. 46 (which subsequently was replaced by FASB
Interpretation No. 46(R)).

Importance in Construction
.100 FASB Interpretation No. 46(R) may have a significant impact on construction companies. Some of
the more common arrangements that maybe affected by FASB Interpretation No. 46(R) include the following:
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•

Real estate developers frequently form separate legal entities to own property to be developed. The
purpose of the separate legal entity is to isolate the developer's other assets from the project to be
developed in the event the project is unsuccessful.

•

The owners of closely held construction contractors may establish separate legal entities to acquire
equipment that is then leased to the contractor. Often, such entities are created for estate-planning
purposes.

•

Contractors may also form joint ventures to develop a project. Joint venture partners could include
another party with unique capabilities in some facet of the project. In some circumstances, such as
when the bid documents require that a prime contractor perform more than half of the work, two or
more contractors may form a joint venture to become the prime contractor, to meet the contractual
requirements.

Each of these separate legal entities may meet the criteria in FASB Interpretation No. 46(R) to be a variable
interest entity (VIE), which necessitates a careful consideration of the Interpretation's provisions.

.101 It is common in the construction industry for a contractor to report its interests in a joint venture by
consolidating its proportionate interest in the venture. The AICPA Audit and Accounting Guide Construction
Contractors (the Guide), issued in 1981, provided guidance on how to account for joint ventures. In addition,
EITF Issue No. 00-1, "Investor Balance Sheet and Income Statement Display under the Equity Method for
Investments in Certain Partnerships and Other Ventures," recognized the specialized, long-standing practice
that had developed in the construction industry by permitting companies to continue consolidating their
proportionate interests in investees in the construction industry. However, after the issuance of FASB
Interpretation No. 46(R), companies can no longer take it for granted that pro-rata consolidation is appro
priate.

Variable Interest Entities
.102 FASB Interpretation No. 46(R) introduced a number of new concepts into the literature. FASB
Interpretation No. 46(R) does not define a VIE, but it does describe the characteristics of one. As described
by FASB Interpretation No. 46(R), a VIE is an entity for which a controlling financial interest is provided
through ownership of interests other than voting stock. Rather, a controlling financial interest arises out of
the economics—a holder of variable interests that is either exposed to a majority of the VIE's expected losses
or is entitled to a majority of its expected residual rewards is the party with a controlling financial interest,
even if none of the interests is in voting common stock.
.103 FASB Interpretation No. 46(R) is complex. Judgment is called for in analyzing entities with which a
company has business arrangements to determine if those entities are VIEs and, if so, whether consolidation
is required.
.104 In applying FASB Interpretation No. 46(R), an investor and its related parties (which include the
investor's officers, employees, and directors; parties that have a "close business relationship" with the
investor; and parties that cannot sell, pledge, or exchange their interests in an entity without the investor's
prior approval) must first determine whether they have a variable interest.

.105 Variable interests include, but are not limited to, equity investments; debt instruments; guarantees;
beneficial interests; service contracts; leases, including guarantees or fixed-price purchase options; forward
contracts; and options. In essence, almost any asset, liability, or off-balance-sheet contractual arrangement
between parties could qualify as a variable interest. However, a variable interest is distinguished from other
assets, liabilities, and off-balance-sheet contractual arrangements by virtue of the fact that a variable interest
under FASB Interpretation No. 46(R) is one that absorbs the variability in the entity's return. For example, a
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party that guarantees the value of real estate held by a developer (or guarantees the developer's bank
borrowings used to finance the real estate) has a variable interest because, through the guarantee, the
guarantor will absorb any negative variability in returns on the real estate that result in the value of the real
estate declining.

.106 If it is decided that a party has a variable interest and it is not immediately clear that the interest is
so minor it could not possibly result in that party being required to consolidate the entity in which the variable
interest is held, that party must determine whether the entity is a VIE. Paragraph 5 of FASB Interpretation
No. 46(R) indicates that an entity is a VIE if any one of the following criteria is met:

1. The total equity investment at risk is insufficient to permit the entity to finance its activities without
additional subordinated financial support provided by any parties, including equity holders. For this
purpose, the total equity investment at risk:

a.

Includes only equity investments in the entity that participate significantly in profits and losses,
even if those investments do not carry voting rights.

b.

Does not include equity interests that the entity issued in exchange for subordinated interests in
other variable interest entities.

c.

Does not include amounts provided to the equity investor directly or indirectly by the entity or
by other parties involved with the entity (for example, by fees, charitable contributions, or other
payments), unless the provider is a parent, subsidiary, or affiliate of the investor that is required
to be included in the same set of consolidated financial statements as the investor.

d.

Does not include amounts financed for the equity investor (for example, by loans or guarantees
of loans) directly by the entity or by other parties involved with the entity, unless that party is a
parent, subsidiary, or affiliate of the investor that is required to be included in the same set of
consolidated financial statements as the investor.

2. As a group the holders of the equity investment at risk lack any one of the following three
characteristics of a controlling financial interest:
a.

The direct or indirect ability through voting rights or similar rights to make decisions about an
entity's activities that have a significant effect on the success of the entity. The investors do not
have that ability through voting rights or similar rights if no owners hold voting rights or similar
rights (such as those of a common shareholder in a corporation or a general partner in a
partnership).

b.

The obligation to absorb the expected losses of the entity. The investor or investors do not have
that obligation if they are directly or indirectly protected from the expected losses or are
guaranteed a return by the entity itself or by other parties involved with the entity.

c.

The right to receive the expected residual returns of the entity. The investors do not have that
right if their return is capped by the entity's governing documents or arrangements with other
variable interest holders or the entity.

3. The equity investors as a group also are considered to lack characteristic 2a if (a) the voting rights of
some investors are not proportional to their obligations to absorb the expected losses of the entity,
their rights to receive the expected residual returns of the entity, or both and (b) substantially all the
entity's activities (for example, providing financing or buying assets) either involve or are conducted
on behalf of an investor that has disproportionately few voting rights. For purposes of applying this
requirement, enterprises shall consider each party's obligations to absorb expected losses and rights
to receive expected residual returns related to all that party's interests in the entity and not only to
its equity investment at risk.
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In some situations, it will be easy to determine if any of these conditions is met. In most circumstances,
however, that will not be the case.
.107 The requirements of FASB Interpretation No. 46 were originally to be applied immediately to all
VIEs created after January 31, 2003, and no later than the beginning of the period beginning after June 15,
2003 (July 1, 2003, for a calendar-year company that issues quarterly financial information that purports to
comply with generally accepted accounting principles [GAAP]), to VIEs created before February 1, 2003.
Because of concerns raised by constituents over the operationality of FASB Interpretation No. 46, the FASB
delayed its effective date in October 2003 for those entities created before February 1, 2003. FASB Interpre
tation No. 46(R) modified the effective date provisions in FASB Interpretation No. 46 as follows.
.108 For public entities that are small business issuers, FASB Interpretation No. 46(R) must be applied to
all VIEs no later than the end of the first reporting period that ends after December 15,2004 (the year ending
December 31,2004, for calendar-year companies), including those VIEs to which FASB Interpretation No. 46
had already been applied (for example, those created after January 31,2003).

.109 For public entities that are not small business issuers, FASB Interpretation No. 46(R) must be applied
to all VIEs no later than the end of the first reporting period that ends after March 15,2004 (the quarter ending
March 31,2004, for calendar-year companies), including those VIEs to which FASB Interpretation No. 46 had
already been applied.
.110 A nonpublic entity is required to apply FASB Interpretation No. 46(R) to all VIEs in which it holds
variable interests by the beginning of the first reporting period beginning after December 2004 (January 1,
2005, for a calendar-year company). A nonpublic entity is required to apply FASB Interpretation No. 46(R)
immediately to VIEs created after December 31, 2003.
.Ill In addition, FASB Interpretation No. 46(R) required public companies to apply either FASB Inter
pretation No. 46 or FASB Interpretation No. 46(R) to entities that previously would have been evaluated
under the accounting literature as SPEs by the end of the first reporting period ending after December 15,
2003.

.112 FASB Interpretation No. 46(R) expanded the consolidation requirements by requiring existing
unconsolidated VIEs to be consolidated with their primary beneficiaries if the entities do not effectively
disperse risk among the investing parties. As such, VIEs that effectively disperse risks will not be consolidated
unless a single party holds an interest or combination of interests that effectively recombines risks that were
previously dispersed.

Expected Losses
.113 If an entity is a VIE, the primary beneficiary entity and its related parties need to determine if
they—or another investor—are exposed to a majority of the entity's "expected losses." If so, the party exposed
to a majority of expected losses is required to consolidate the VIE. That party is referred to in FASB
Interpretation No. 46(R) as the VIE's "primary beneficiary."

.114 If no investor is exposed to a majority of "expected losses," the enterprise and its related parties
would need to determine if they are entitled to a majority of the entity's residual rewards. If so, the entity
entitled to major rewards would be required to consolidate the entity.

.115 If the enterprise is not required to consolidate the VIE, it would account for its investment in the
entity using whatever method is appropriate under other accounting literature. (For equity investments,
appropriate accounting methods may include using the equity or cost method, or recording at fair value if
the investment has a readily determinable fair value and the enterprise and its related parties do not exercise
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significant influence over the entity's activities. If the variable interest is based on guarantees or other
contractual arrangements, disclosure is required.)

.116 Where significant investments do not result in consolidation, disclosure should include the nature
of the investment, the exposure to losses, the purpose and size of the investment, and activities with the VIE.
.117 In determining whether an entity's equity is sufficient to cover "expected losses," it is important to
understand that "expected losses" do not only arise in situations where an investor loses its stated invested
principal.
.118 As used in FASB Interpretation No. 46(R), "expected losses" can arise when an investment under
performs expectations. For example, if the property held by a real estate limited partnership is expected to
appreciate by 10 percent per year for the five-year life of the partnership, the partnership would incur
"expected losses" for any possible scenario where appreciation could be less than 10 percent per year.

.119 So, if it were possible that the property could appreciate by 6 percent annually, the entity would
need to have sufficient equity to "absorb" the opportunity cost related to the 4 percent difference between
the expected return and the possible return.

Control of Entities' Activities
.120 Fees paid to any of the investors, for any reason, must be deducted from the equity invested when
considering whether the equity is sufficient to absorb losses and whether the equity investors, as a group,
control the activities of an entity.

.121 For example, if a developer is the general partner in a limited partnership and receives a fee at
inception in excess of its investment, the limited partnership entity would be deemed to be a VIE. This is
because FASB Interpretation No. 46(R) requires an investor with equity in the entity to be able to control its
activities to not be considered a VIE.
.122 In this example, the general partner—who is the only party with the right to control the ongoing
activities of the partnership, the other partners being passive investors—does not have equity in the entity
since the fees it received at inception exceeded its investment. That conclusion could require a limited partner
to consolidate if the limited partner owns more than 50 percent of the limited partnership interests even
though that limited partner's risks are limited to its accumulated and undistributed investment.

Conclusion
.123 As a result of FASB Interpretation No. 46(R), you should review your client's participations in VIEs
to evaluate whether these entities should be consolidated. In many cases, real estate partnerships, LLCs, and
other entities guaranteed by the operating entity (for example, the contractor) or its owner will have to be
consolidated. To ensure compliance, review the full provisions of FASB Interpretation No. 46(R) when
accounting for your clients' partnerships and alliances.

.124 FASB Staff Positions. The FASB has issued and proposed several FASB Staff Positions (FSPs) related
to Interpretation No. 46(R) that may be of interest to construction contractors and their auditors. FSPs are
available on the FASB Web site at www.fasb.org.

State Statutes Affecting Construction Contractors
.125 You should be aware of the existence in some states of "hen" laws. Those laws vary from state to
state but generally provide that funds received or receivable by a contractor constitute trust funds that may
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only be used to pay specified contract-related costs. Review with your client and his or her counsel the
applicable statute in each state in which the client operates to evaluate whether amounts that constitute trust
funds under those statutes have been properly applied. Other state statutes may also have audit or disclosure
requirements. You should consider such statutes in the performance of an audit and in the evaluation of the
adequacy of financial statement disclosures.

Reviewing Contracts
.126 To obtain a general understanding of a contractor's operations, you should review the terms of a
representative sample of the contractor's contracts, including significant contracts, currently in force. These
should include both contracts with customers and contracts with subcontractors. You should use this
information in the preliminary review of contracts and also in the other stages of the audit. You would expect
to find the following information:
•

Job number

•

Type of contract

•

Contract price

•

Original cost estimate and related gross profit

•

Billing and retention terms

•

Provisions for changes in contract prices and terms, such as escalation, cancellation, and renegotiation

•

Penalty or bonus features relating to completion dates and other performance criteria

•

Bonding and insurance requirements

•

Location and description of project

Contract files may indicate bids entered by other contractors. If these are available, you should consider
investigating significant differences between such bids and the related contracts to evaluate whether there
may be inherent errors in the estimating and bidding process.

Auditing Fair Value Measurements and Disclosures
.127 Financial statements of construction contractors contain a number of significant fair value measure
ments and disclosures. AU section 328, Auditing Fair Value Measurements and Disclosures (AICPA, Professional
Standards, vol. 1), contains significantly expanded guidance on the audit procedures for fair value measure
ments and disclosures.
.128 AU section 328 provides overall guidance on auditing fair value measurements and disclosures. It
does not, however, provide guidance on auditing specific assets, liabilities, components of equity, transac
tions, or industry-specific practices. That guidance will be developed in the future or is available in:
•

Other standards, such as AU section 332, Auditing Derivative Instruments, Hedging Activities, and
Investments in Securities (AICPA, Professional Standards, vol. 1)

•

Nonauthoritative publications, such as the recently released auditor's toolkit entitled Auditing Fair
Value Measurements and Disclosures: Allocations of the Purchase Price Under FASB Statement of Financial
Accounting Standards No. 141, Business Combinations, and Tests of Impairment Under FASB Statements
No. 142, Goodwill and Other Intangible Assets, and No. 144, Accounting for the Impairment or
Disposal of Long-Lived Assets
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.129 Under AU section 328, your substantive tests of fair value measurements involve (1) testing
management's significant assumptions, the valuation model, and the underlying data; (2) developing
independent fair value estimates for corroborative purposes; or (3) examining subsequent events and
transactions that confirm or disconfirm the estimate.

.130 When testing management's significant assumptions, the valuation model, and the underlying data,
you evaluate whether:

1. Management's assumptions are reasonable and reflect, or are not inconsistent with, market informa
tion.
2. The fair value measurement was determined using an appropriate model, if applicable.
3. Management used relevant information that was reasonably available at the time.

You should note that this evaluation is required even if the fair value estimate is made by a valuation
specialist.

Job Site Visits
.131 Visiting contract sites can be a very useful audit procedure. All or part of the accounting function
relating to a given project may be performed at a temporary job site office staffed by a limited number of
trained accounting personnel, and internal control at job sites may be ineffective. Such a visit can provide an
opportunity to view the progress of a contract and confirm that the job is progressing in accordance with the
plans, specifications, and terms of the contract. Site visits might be warranted for significant contract sites
where work is in the very early stages of the contract. Such a visit may help you identify the complexities of
performing the contract. The site visit may also provide you with the opportunity to interview operational
personnel and gain a better understanding of the responsibility the company has for performing the contract.
At the site visit, it also might be helpful to speak with available subcontractors to get additional information
about the progress of the contract. You may also be able to speak with a representative of the owner of the
project. Furthermore, you should consider observing equipment and uninstalled inventory at the site. You
may also obtain evidence that the job actually exists! The use of specialists for certain site visits may be
warranted, especially on high risk contracts.
.132 It is usually desirable, before selecting the job sites to be visited, to consider (1) the contractor's
internal control, (2) the size, nature, significance, and location of projects, and (3) projects that have unusual
features or that appear to be troublesome. Unusual or troublesome contracts may include those accounted
for under the percentage-of-completion method on the basis of estimates in ranges or on the basis of
zero-profit estimates, those that are combined or segmented for accounting purposes, those with significant
unpriced change orders or unsatisfied claims, and those subject to unusual risks because of factors such as
location, ability to complete turnkey projects satisfactorily, postponement or cancellation provisions, or
disputes between the parties. You may want to consider the use of specialists on certain high risk contracts.
See the section in this Alert titled "Using the Work of a Specialist."
.133 Job site visits may be made at any time during the year or at the end of the year. However, if the
contractor's internal control is inadequate and if the contractor has in progress any large projects that
individually have a material effect on the contractor's results of operations or any projects that have unusual
features or that appear to be troublesome, you should consider selecting those projects for visits at or near
the year end.

Auditing Contract Costs
.134 The auditing of contract costs involves two primary areas: the accumulated costs to date and the
estimated cost to complete. You should keep in mind that in the audit of a contractor the emphasis is on the
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contract and the proper recording of contract revenues and costs. The determination of the accuracy of both
the cost incurred to date and the estimated cost to complete is necessary for each contract in order to
determine whether the gross profit on a contract is recognized in conformity with GAAP.

.135 Income for a contractor is determined by the ultimate profit or estimated profit on each contract and
is not based on the billings to date or the cost incurred to date. Under the completed-contract method, profit
recognition is deferred until the contract is substantially completed; therefore, the cost incurred to date on
uncompleted contracts is not reflected in the determination of current income unless a loss on the contract
is anticipated. Conversely, the percentage-of-completion method requires that projected gross profit on the
contract be estimated before the gross profit for the period under audit can be determined.

Costs Incurred to Date
.136 You should be satisfied that the contractor has properly recorded costs incurred to date by contracts,
and that the contractor has included in accumulated contract costs identifiable direct and indirect costs and
an acceptable and consistent allocation of overhead to specific contracts. In addition, you should gain
assurance that costs for completed versus uncompleted contracts are not misapplied. For cost-plus contracts,
you should satisfy yourself that the contractor has not recognized contract revenue based on unreimbursable
contract costs. The extent of substantive testing will depend, in part, on your assessment of control risk.

Estimated Cost to Complete
.137 A contractor's ability to estimate job costs is critical from both an operational and a financial
reporting standpoint. Contractors that cannot accurately estimate job costs will be unable to manage their
working capital and maintain consistent levels of profitability over an extended period. For most contractors,
the estimate of costs to complete a project is the fuel that drives revenue recognition. For that reason,
inaccurate or unsupported estimates of costs to complete jobs in progress can result in materially misstated
financial statements.
.138 When auditing construction estimates, you should be familiar with guidance provided in AU section
342, Auditing Accounting Estimates (AICPA, Professional Standards, vol. 1); the AICPA Practice Aid Auditing
Estimates and Other Soft Accounting Information; Statement of Position (SOP) 94-6, Disclosure of Certain
Significant Risks and Uncertainties; and the Audit and Accounting Guide Construction Contractors.
.139 Estimated costs to complete involve expectations about future performance, and you should (1)
critically review representations of management; (2) obtain explanations of apparent disparities between
estimates and past performance on contracts, experience on other contracts, and information gained in other
phases of the audit; and (3) document the results of work in these areas. Because of the direct effect on the
estimated interim and final gross profit or loss on the contract, you should evaluate whether the contractor's
estimate of cost to complete is reasonable. The information that you should consider using in the review of
estimated costs to complete includes the following:
•

Your knowledge of internal control, with particular emphasis on your assessment of control risk in
areas such as estimating and bidding, project management and contract evaluation, contract costs,
and claims, extras, and back charges, including a summary of the results of internal audits and a
discussion of the contractor's historical experience.

•

A comparison of costs incurred to date plus estimated cost to complete with the original bid estimate,
along with explanations of unusual variances and changes in trends.

•

A summary of work performed, to determine that actual or expected contract price and estimated
costs to complete include price and quantity increases, penalties for termination or late completion,
warranties or contract guarantees, and related items.
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•

A review of project engineers' reports and interim financial data, including reports and data issued
after the balance sheet date, with explanations for unusual variances or changes in projections. Of
particular importance would be a review of revised or updated estimates of cost to complete and a
comparison of the estimates with the actual costs incurred after the balance sheet date. Be sure to
request the most recent work-in-progress schedule to test for accuracy of the estimates.

•

A review of information received from customers or other third parties, such as subcontractors, in
confirmations and in conversations about disputes, contract guarantees, and percentage complete,
that could affect total contract revenue and estimated cost to complete.

•

Discussions with the contractor's engineering personnel and project managers who are familiar with,
and responsible for, the contract in process.

•

A review of the reports of independent architects and engineers.

•

A review of information received from the contractor's attorney that relates to disputes and contin
gencies.

•

Analytical procedures including comparing prior year's estimates with subsequent actual results and
determining the reasonableness of the estimated gross profit percentage as compared to jobs com
pleted during the current fiscal period.

Although not all the above types of evidence are available for all audits of all construction contractors, you
should keep in mind that your objective is to test the overall reasonableness of the estimated cost to complete
in the light of the information obtained from those and other available sources.

Audit Considerations of Various Types of Contracts—Revenue Issues1
.140 Fixed Price. This type of contract can be considered the riskiest for both the contractor and the
auditor. This is generally the type of contract that one has in mind when considering the need for adequate
auditing procedures. As the riskiest contract type in an audit, the auditor must employ all of his or her
available audit tools to verify the total contract amount, the collectibility and likelihood of contract changes,
and the status of the contract as of the balance sheet date. Auditing procedures related to revenue for this
type of contract can consist of (1) contract confirmation; (2) testing of the contractor's business functions over
estimating, billing, collection, project management, and generally all controls that influence the contractor's
ability to manage estimates; (3) use of testing the contractor's subsequent performance; (4) measuring the
contract job gain or fade trends by comparing the contractor's ability to estimate by using original estimated
contract revenues and costs and comparing these figures to period end amounts and final contract amounts
for a period of several years; and (5) using other analytical procedures.
.141 Cost Type. This is a lower risk type of contract. The audit procedures should be focused on the
contract provisions concerning the definition of contract costs and the associated revenue entitlements of the
contractor. If the contract clearly defines allowable costs, overhead calculations and allocations, agreed-upon
profit, and payment terms, the auditor's job is easier and can then be focused on the realization of collection
and the creditworthiness of the owner. There are many variations of the cost-type contracts that present
various degrees of concern and additional audit requirements for the auditor.

.142 Time and Material. These types of contracts are also lower risk revenue issues for the auditor as long
as the contractor has identified all of its costs, including its overhead costs, and defined its needed gross
profit. The audit focus in this type of contract comes back to the contractor's internal controls and the ability
to fully identify and capture its costs—direct, indirect, and overhead. Often, time and material contracts
cannot be confirmed due to the contract's length of time. Other auditing procedures can be employed, such
These audit considerations were developed by Eric P. Wallace, CPA, and are used by permission.
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as internal control systems testing and/or subsequent billings and collections of the outstanding time and
material costs as of the period end.
.143 Unit Price. Unit price contracts are often small variables of fixed price contracts. Under a unit price
contract, the contractor knows the amounts that will be due as each unit price is performed. The auditor's
procedures in this area should consist of (1) verifying the work performed with outside parties through the
use of confirmations, including the terms of the contract; (2) verifying the terms of the contract concerning
the provisions for unit prices, their amounts, and contract billing terms by examining the contract; and (3)
determining the revenue balance available to be performed and billed under the contract. Other procedures
to be applied can be similar to the procedures applied to fixed price contracts.
.144 Service Contract. This category of contract can include a blend of other contract types, such as time
and material. The auditor should separate out these other contract type elements and perform the appropriate
testing under those categories. A service contract can consist of the provision of labor only or labor and
material. The terms of the contract should be reviewed for the risks that the contract presents to the contractor
and to the auditor. For example, does the contract cover maintenance only with breakdowns covered at fixed
time and material rates and costs? The risk of loss on such a contract would be minimal. On the other hand,
does the service contract provide for the provision of a guaranteed service, such as uninterrupted power
(which may be necessary for the function of a hospital). This type of contract would require more extensive
auditing procedures that would involve auditing the contractor's ability to produce reliable estimates similar
to a fixed price contract. If a service contract has only provisions for maintenance and the minimal supply
of parts, the revenue auditing procedures would consist of (1) scheduling out the earned and unearned parts
of the contract and recording the unearned part as deferred revenue; (2) examining the contractor's system
that tracks the performance of the required or contractual provision of periodic services, if any, to see that
they have been performed (this could result in a liability that would need to be measured); (3) determining
whether the contractor has the ability to job cost each service contract in order to determine whether the
service contracts require a loss reserve; (4) testing the service revenues and costs analytically to see if the
gross profits earned are typical compared to industry averages; and (5) testing the contractor's prior abilities
to estimate with reasonable certainty. Service contracts that have provisions that require estimations should
be tested in a manner similar to a fixed price contract.

.145 Construction Management. Construction management (CM) contracts can also be a blend of various
types of contracts that were described and defined above. The particular attributes or details of the contract
should be examined to see if these other attributes exist. For example, the contract may call for the CM to act
as agent under a fee arrangement, but permit it to perform certain parts of the construction if it deems that
it can perform the work for 5 percent less than the lowest bidder. The construction part will need to be tested
and audited as a construction contractor. The audit risk that a CM contract presents will depend on the CM
contract terms. If a CM contract calls for a fee based upon a percentage of costs, audit risk is lower. On the
other hand, if the CM fee is a fixed price, the auditor will need to examine its revenue recognition methods
and test the progress to date. An example of this would be where a CM estimates that it will take 1,000
man-hours to earn the CM fee of $500,000 over an 18-month period. The auditor can examine the hours
performed to date and the estimate of the hours to complete. In addition, the calculation of hours to date to
total estimated hours can be compared to the physical estimate of percentage of completion for reasonable
ness. Testing of the CM internal controls and prior abilities to estimate with reasonable certainty can also be
used to gather audit evidence.
.146 Design Build. This is the newest type of contract and is continuing to be an increasingly popular
vehicle for contract performance. The audit risk involved in this type of contract focuses on the detail of the
contract terms. Is the contractor going to be reimbursed for its costs under a cost-type arrangement? Is the
contract broken out into various pieces where the contractor bid separately on the design and construction
work in different phases? The answers to these questions and other facts and circumstances should lead the
auditor to make judgment calls about the appropriateness of the use of audit procedures described under
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the contract types listed above. If a design build contract outcome is uncertain, the auditor should consider
the possibility that the contract should be accounted for under alternative revenue recognition methods such
as zero profit or the completed contract method until measurements are reliable and more certain.
.147 The Above Type Contracts With Incentive Provisions. All the contract types can have provisions
for incentives. The auditing of contracts that include incentive provisions should consist of but are not limited
to the following procedures: (1) an examination of the contract terms to determine the conditions for incentive
achievement, (2) a testing to see if the conditions for achievement have been met, (3) confirmation of incentive
earnings, (4) subsequent billing and collection of incentive revenues, (5) analysis of whether incentive
provisions can be earned incrementally or are under "all or none" terms, and/or (6) a determination whether
the incentive should be considered a gain contingency properly accounted for under FASB Statement No. 5,
Accounting for Contingencies.

Help Desk—Marshall and Swift is a consulting firm that provides comprehensive cost data
for the construction industry. Included on its Web site is a cost estimator that allows the user
to estimate the cost of a project based on current costs in any geographic area. You may find
these estimates helpful in performing analytical procedures on client estimates. You can
access the cost estimator at www.construction.com.

Affiliated Entities
.148 In the construction industry, contractors frequently participate in joint ventures or have a direct or
indirect affiliation with other entities. The prevalence of such arrangements in the industry can be attributed
to factors such as legal liability, taxation, competition, ownership and operating arrangements, labor and
labor union considerations, and regulatory requirements. As a result of these types of relationships among
entities, construction firms are frequently involved in related-party transactions, as that term is defined in FASB
Statement No. 57, Related Party Disclosures.

Participation in Joint Ventures
.149 You should review a contractor's participation in joint ventures to evaluate whether investments in
joint ventures are reported properly. The following are among the factors you should consider:
•

The method or methods of reporting joint venture investments. Different methods of reporting joint
venture investments can result in different financial statement presentation on the books of the
construction joint venturer.

•

The nature of capital contributions and the methods of recording capital contributions.

•

The timeliness of the available financial statements of joint ventures in relation to those of the
reporting investor.

•

The appropriateness of the accounting for joint venture losses that exceed a contractor's loans and
investments.

•

The adequacy of joint-venture-related disclosures in the contractor's financial statements.

You should also review joint venture agreements and document your client's participation.

Participation in Partnerships
.150 The audit considerations for a contractor's participation in a partnership (for example, in a real estate
tax shelter partnership) are similar to those for participation in corporate joint ventures. They may differ
primarily in relation to the contractor's unlimited liability as a general partner for partnership obligations.
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.151 You should also assess the economic and tax incentives underlying the creation of the partnership,
the events requiring capital contribution installments by limited partners, and temporary and permanent
financing arrangements and related costs. In addition, you should assess the extent of actual and contingent
obligations that arise from the contractor's role as a general partner. To that end, you should review the
financial condition of the other general partners and their ability to participate in the funding of required
capital contributions, partnership obligations, and partnership losses, if any. The inability of other general
partners to provide their share of such funding may require your client to recognize additional obligations
based on its legal liability as a general partner for all partnership obligations.

.152 For any type of venture, remember to consider the nature of the venture, the scope of its operations,
and the extent of involvement of each participant.

Using the Work of a Specialist
.153 It may be necessary to use a specialist (such as construction engineer) to perform or assist in job site
visits or other audit procedures. The specialist may help you gain assurance as to percent complete, identify
problems on the job, and identify possible uninstalled materials or inventoriable items. In addition, the
specialist will generally be able to "talk shop" with your client's job site personnel.
.154 Engaging a specialist for gaining an understanding of internal controls, tests of controls, substantive
tests, and analytical procedures requires awareness of guidelines available in the authoritative literature.
According to paragraph .06 of AU section 336, Using the Work of a Specialist (AICPA, Professional Standards,
vol. 1), specialized assistance is advisable for auditors who:

. . . may encounter complex or subjective matters potentially material to the financial
statements. Such matters may require special skills or knowledge and in the auditor's
judgment require using the work of a specialist to obtain competent evidential matter.
.155 The use of an outside specialist2 does not absolve the auditor from a certain level of understanding
about the construction contractor. Audit planning comes into play because of the lead time necessary to
contract for a specialist's services and the time required for the auditor to obtain the minimum knowledge
necessary to supervise the specialist. According to paragraph .10 of AU section 311:

If specialized skills are needed, the auditor should seek the assistance of a professional
possessing such skills, who may be either on the auditor's staff or an outside professional.
If the use of such a professional is planned, the auditor should have sufficient computer-re
lated knowledge to communicate the objectives of the other professional's work; to evaluate
whether the specified procedures will meet the auditor's objectives; and to evaluate the
results of the procedures applied as they relate to the nature, timing, and extent of other
planned audit procedures. The auditor's responsibilities with respect to using such a
professional are equivalent to those for other assistants.

.156 The use of a specialist is an excellent way to learn the construction contractor's business and can be
helpful from initial planning through site visits and fieldwork.

Important Information for Review Engagements
.157 The majority of CPA practitioners serving construction contractors perform a higher number of
reviews than audits. Readers interested in guidance for review engagements should refer to the AICPA
2 Note that AU section 336, Using the Work of a Specialist (AICPA, Professional Standards, vol. 1), does not apply to specialists who are
employed by the firm and are part of the engagement team. AU section 336 indicates that the auditor uses the work of the specialist as
evidential matter in performing substantive tests to evaluate material financial statement assertions. The specialist does not, however,
perform the substantive tests or analytical procedures.
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Compilation and Review Alert—2005¡06 (product number 022306kk). However, a brief overview of Statement
on Standards for Accounting and Review Services (SSARS) No. 10, Performance of Review Engagements
(AICPA, Professional Standards, vol. 2, AR sec. 100), is provided in this Alert due to its significant impact on
review engagements.

SSARS No. 10, Performance of Review Engagements
.158 Since SSARS No. 1, Compilation and Review of Financial Statements (AICPA, Professional Standards, vol.
2, AR sec. 100), was issued in 1978, there had been no substantial change to the requirements for a review
engagement. Over time, as a result of feedback from the peer review process, the AICPA Accounting and
Review Services Committee (ARSC) became aware of the need to update and expand the guidance related
to inquiries and analytics in review engagements. In order to update the guidance for reviews and make
other changes, in May 2004 ARSC issued SSARS No. 10, which amended SSARS No. 1.
.159 A review of financial statements under SSARS No. 1 consists of two phases. First, through inquiry
and analytical procedures, you gather information to determine whether a client's financial statements are
presented in accordance with GAAP or a comprehensive basis of accounting other than GAAP, such as cash
or tax basis. Second, based on the results of the inquiries and analytical procedures, you express limited
assurance on the financial statements. That limited assurance states that you "are not aware of any material
modifications that should be made to the financial statements in order for them to be in conformity with
GAAP."

.160 The fundamental steps in the review engagement are as follows:
•

Establish an understanding of the engagement with the client, preferably in writing.

•

Develop an understanding of the accounting principles and practices used in the client's industry.

•

Develop a general understanding of the client's organization; its operating characteristics; and the
nature of its assets, liabilities, revenues, and expenses.

•

Make appropriate inquiries of the client.

•

Perform appropriate analytical procedures.

•

Read the client's financial statements.

.161 SSARS No. 1 has always provided guidance on analytical procedures, inquiries, and other proce
dures applicable to a review of financial statements. However, SSARS No. 10 amended SSARS No. 1 by
providing:
•

New and expanded guidance on analytical procedures, including specific guidance on developing
expectations

•

New and expanded guidance on inquiries, including specific new inquiries to be directed to
management

•

New inquiries regarding fraud in a review engagement

•

New written representations regarding fraud in the management representation letter

•

Clarification of guidance regarding working paper documentation in a review engagement, includ
ing a requirement to document expectations developed in performing analytical procedures whereby
significant expectations are not otherwise readily determinable

.162 Since a review engagement provides limited assurance that no material modifications need to be
made to the financial statements for them to be in conformity with GAAP, and because financial statement
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misstatements could be intentional (fraud) or unintentional (error), ARSC felt that CPAs should make
inquiries related to fraud in a review engagement.
.163 Given the conclusion related to the required inquiry about fraud, ARSC also concluded that there
should be written representations about fraud in the management representation letter.
.164 In July 2005, ARSC issued SSARS No. 12, Omnibus Statement on Standards for Accounting and Review
Services—2005. SSARS No. 12 includes revisions to existing SSARSs that have been accumulated over a period
of time and addresses a number of issues, including the accountant's consideration of fraud and illegal acts
in a compilation or review engagement. This amendment is effective for compilations and reviews of financial
statements for periods ending after December 15, 2005. Early application is permitted. Please refer to the
AICPA Compilation and Review Alert—2005/06 for an in-depth discussion of SSARS No. 12.

.165 ARSC also determined that there were questions about documentation related to review engage
ments, partly due to the fact that the SSARS do not provide enough specific documentation guidance for
practitioners to use related to this issue.

.166 The expanded illustrative inquiries (in Appendix B, "Review of Financial Statements—Illustrative
Inquiries," of SSARS No. 1) relate to the fact that the illustrative inquiries had not been updated since 1978.
Many of the illustrative inquiries had become dated and, primarily because of new technical literature, there
was a need to provide more comprehensive guidance related to these inquiries.
.167 SSARS No. 10 is effective for reviews of financial statements for periods ending on or after December
15, 2004.

Additional Guidance
.168 The AICPA issued the following implementation guidance on SSARS No. 10 in order to enhance the
CPA's understanding of this standard:
•

ARSC Issues Paper. ARSC published an Issues Paper entitled "Analytical Procedures in a Review
Engagement" to provide accountants with information that may help them understand certain
requirements related to the use of analytical procedures in review engagements and how the use of
analytical procedures should be documented in those engagements. A copy of this issues paper can
be found on the AICPA Web site at www.aicpa.org/members/div/auditstd/issupap 2004
05_ssarsl0.htm.

•

Practice Aid. The AICPA published a Practice Aid entitled Review Engagements—New and Expanded
Guidance on Analytical Procedures, Inquiries, and Other Procedures, to help practitioners perform more
effective review engagements and implement SSARS No. 10. You can obtain this practice aid (product
no. 006618kk) by calling AICPA Service Center Operations at (888) 777-7077 or going online at
www.cpa2biz.com.

Recent Auditing and Attestation Pronouncements, and
Related Guidance
.169 Presented below is a list of auditing, attestation, and quality control pronouncements and other
guidance issued since the publication of last year's Alert. For information on auditing and attestation
standards, quality control standards, and other guidance that may have been issued subsequent to the writing
of this Alert, please refer to the AICPA Web site at www.aicpa.org/members/div/auditstd/technic.htm
and the PCAOB Web site at www.pcaobus.org (public company audits only). You may also look for an
nouncements of newly issued standards in The CPA Letter, Journal of Accountancy, and the quarterly electronic
newsletter, "In Our Opinion," issued by the AICPA's Auditing Standards team and available at
www.aicpa.org/members/div/auditstd/opinion/index.htm.
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"Auditing Interests in Trusts Held by a Third-Party Trustee
and Reported at Fair Value"
"Auditing Investments in Securities Where a Readily
Determinable Fair Value Does Not Exist"
These Interpretations clarify that simply receiving a
confirmation from a third party (including a trustee) does
not in and of itself constitute adequate audit evidence with
respect to the valuation assertion of interests in trusts or
investments in securities. The Interpretations also reiterate
the responsibility of management to institute accounting
and financial reporting processes for the determination of
fair value measurements. According to the Interpretations,
if the auditor is unable to audit the existence or
measurement of interests in investments in securities at the
financial statement date, the auditor should consider
whether that scope limitation requires the auditor to
qualify his or her opinion or disclaim an opinion.

"Requirement to Consult With the Continuing Accountant"
This Interpretation provides guidance on when it is
acceptable to not seek a "second opinion" from a
continuing accountant.

(January 2005)
(Not applicable to audits
conducted in accordance with
PCAOB standards)

AICPA Auditing
Interpretation No. 14 of
AU section 623, Special Reports

"Evaluating the Adequacy of Disclosure and Presentation
in Financial Statements Prepared in Conformity With an
Other Comprehensive Basis of Accounting (OCBOA)"

(amended January 2005)

This Interpretation provides guidance on necessary
disclosures for financial statements prepared on an other
comprehensive basis of accounting.

(Not applicable to audits
conducted in accordance with
PCAOB standards)
AICPA Auditing
Interpretation No. 15 of
AU section 623, Special Reports

"Auditor Reports on Regulatory Accounting or
Presentation When the Regulated Entity Distributes the
Financial Statements to Parties Other Than the Regulatory
Agency Either Voluntarily or Upon Specific Request"

(January 2005)

(Not applicable to audits
conducted in accordance with
PCAOB standards)
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AICPA Attest Interpretation
No. 6 of AT section 101,
Attest Engagements
(December 2004)

"Reporting on Attestation Engagements Performed in
Accordance With Government Auditing Standards"
This Interpretation provides illustrative language for an
attestation report for engagements performed pursuant to
generally accepted government auditing standards.

(Not applicable to audits
conducted in accordance with
PCAOB standards)

AICPA Technical Practice Aid
TPA 9070.05

(August 2005)

"Consideration of Impact of Losses From Natural Disasters
Occurring After Completion of Audit Field Work and
Signing of the Auditor's Report But Before Issuance of the
Auditor's Report and Related Financial Statements"

(nonauthoritative)
AICPA Technical Practice Aid
TPA 8345.01
(September 2005)

"Audit Considerations When Client Evidence and
Corroborating Evidence in Support of the Financial
Statements Has Been Destroyed by Fire, Flood, or Natural
Disaster"

(nonauthoritative)

AICPA Technical Practice Aid
TPA 8345.02

"Considerations When Audit Documentation Has Been
Destroyed by Fire, Flood, or Natural Disaster"

(September 2005)

(nonauthoritative)
AICPA Practice Alert No. 05-01

"Auditing Procedures With Respect to Variable Interest
Entities"

(September 2005)
(nonauthoritative)

The purpose of this Practice Alert is to provide guidance to
auditors in planning and performing auditing procedures
with respect to variable interest entities.

PCAOB Auditing
Standard No. 4

Reporting on Whether a Previously Reported Material Weakness
Continues to Exist

(Issued as a final standard
by the PCAOB, awaiting
SEC approval)

This standard applies if auditors report on the elimination
of a material weakness in a company's internal control over
financial reporting. The standard establishes a voluntary
engagement that would be performed at the election of the
company.

(Applicable to audits
conducted in accordance with
PCAOB standards only)

PCAOB Conforming
Amendment

Conforming Amendment to PCAOB Related Auditing and
Professional Practice Standards Resulting from the
Adoption of the Auditing Standard No. 4

(Issued as a final standard
by the PCAOB, awaiting
SEC approval)
(Applicable to audits
conducted in accordance with
PCAOB standards only)

(continued)
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Ethics and Independence Rules Concerning Independence,
Tax Services, and Contingent Fees
See the AICPA Independence and Ethics Alert—2005106 for
further information.

(Applicable to audits
conducted in accordance with
PCAOB standards only)
PCAOB Staff Questions
and Answers

(Various dates)
(Applicable to audits
conducted in accordance with
PCAOB standards only)

1. Auditing Internal Control over Financial Reporting. The
PCAOB has issued two sets of questions and answers in
2005 relating to the issuance of PCAOB No. 2, An Audit
of Internal Control Over Financial Reporting Performed in
Conjunction With an Audit of Financial Statements:
question 37, and questions 38 through 55

2. Attest Engagements Regarding XBRE Financial Information
Furnished Under the XBRE Voluntary Financial Reporting
Program on the Edgar System

AICPA Audit and
Accounting Practice Aid

The Auditor's Guide to Understanding PCAOB Auditing
Standard No. 2

(nonauthoritative)

This publication walks an auditor through all the key
requirements of PCAOB Auditing Standard No. 2 and
provides insight and analysis on what those requirements
mean.

AICPA Audit and
Accounting Practice Aid

SAS No. 70 Reports and Employee Benefit Plans

(nonauthoritative)

AICPA Audit and
Accounting Practice Aid

(nonauthoritative)

This publication provides guidance on the use of Statement
on Auditing Standards (SAS) No. 70 reports in audits
performed in accordance with generally accepted auditing
standards (GAAS). In addition, this publication includes
checklists and forms to help implement the guidance.

Illustrative Disclosures on Derivative Loan Commitments
This Practice Aid provides illustrations of disclosures of
derivative loan commitments in accordance with the
reporting and disclosure guidance cited in Securities and
Exchange Commission (SEC) Staff Accounting Bulletin
(SAB) No. 105, Application of Accounting Principles to Loan
Commitments.

AICPA Audit and
Accounting Practice Aid

Auditing Recipients of Federal Awards: Practical Guidance for
Applying OMB Circular A-133, third edition

(nonauthoritative)

This new edition covers the 2003 revision to Government
Auditing Standards. It includes a CD-ROM containing
detailed programs and checklists to assist in the audits of
entities that receive federal assistance.

Accounting Trends
& Techniques

Employee Benefit Plans

(nonauthoritative)
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This publication provides extensive illustrative financial
statements and note disclosures for employee benefit plans.
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Guidance on Management
Override of Internal Controls

Management Override of Internal Controls: The Achilles' Heel of
Fraud Prevention—The Audit Committee and Oversight of
Financial Reporting

(nonauthoritative)

This guidance is available through the AICPA Audit
Committee Effectiveness Center at www.aicpa.org/
audcommctr (go to "Spotlight Area").
SSARS No. 12

Omnibus Statement on Standards for Accounting and Review
Services—2005
SSARS No. 12 amends SSARS No. 1 by:

1. Requiring the accountant to establish an understanding
with the client, preferably in writing, that the accountant
will report to the appropriate level of management any
evidence or information that comes to the accountant's
attention during the performance of compilation or
review procedures that fraud or an illegal act may have
occurred.
2. Providing guidance on when an accountant should
obtain an updated representation letter from management.
3. Providing guidance to the accountant on restricting the
use of reports issued pursuant to SSARS.
SSARS No. 12 also amends SSARS No. 2 to enable a successor
accountant to report on a restatement adjustment of prior
period financial statements and indicate that a predecessor
accountant reported on the financial statements of the prior
period before the restatement.

SSARS No. 13

Compilation of Specified Elements, Accounts, or Items of a
Financial Statement
SSARS No. 13 expands the applicability of SSARS to
situations in which an accountant is engaged to compile or
issues a compilation report on one or more specified
elements, accounts, or items of a financial statement.

SSARS No. 14

Compilation of Pro Forma Financial Information
SSARS No. 14 expands the applicability of SSARS to
situations in which an accountant is engaged to compile or
issues a compilation report on pro forma financial information.

.170 The summaries provided above are for informational purposes only and should not be relied upon
as a substitute for a complete reading of the applicable standards and other guidance. You should visit the
applicable Web site for complete information.

.171 The standards and interpretations promulgated by the AICPA Auditing Standards Board (ASB) are
now available free of charge by visiting the AICPA's Audit and Attest Standards Team's page at
www.aicpa.org/members/div/auditstd/Auth_Lit_for_NonIssuers.htm. Members and nonmembers alike
can download the auditing, attestation, and quality control standards by either choosing a section of the
codification or an individual statement number. You can also obtain copies of AICPA standards and other
guidance by contacting the Service Operations Center at (888) 777-7077 or online at www.cpa2biz.com.
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Recent AICPA Independence and Ethics Pronouncements
.172 The AICPA Independence and Ethics Alert—2005/06 (product no. 022476kk) contains a complete
update on new independence and ethics pronouncements. This Alert can be obtained by calling the AICPA
at (888) 777-7077 or going online at www.cpa2biz.com. Readers should obtain that Alert to be aware of
independence and ethics matters that will affect their practice.

Recent Accounting Pronouncements and Related Guidance
.173 Presented below is a list of recently issued accounting pronouncements and other guidance issued
since the publication of last year's Alert. For information on accounting standards issued subsequent to the
publication of this Alert, please refer to the AICPA Web site at www.aicpa.org and the FASB Web site at
www.fasb.org. You may also look for announcements of newly issued standards in The CPA Letter and the
Journal of Accountancy.
FASB Statement No. 152

Accounting for Real Estate Time-Sharing Transactions—an
amendment of FASB Statements No. 66 and 67

(December 2004)
This FASB Statement amends FASB Statement No. 66,
Accounting for Sales of Real Estate, to reference the financial
accounting and reporting guidance for real estate time-sharing
transactions that is provided in AICPA SOP 04-2, Accounting for
Real Estate Time-Sharing Transactions. This Statement also amends
FASB Statement No. 67, Accounting for Costs and Initial Rental
Operations of Real Estate Projects, to state that the guidance for (1)
incidental operations and (2) costs incurred to sell real estate
projects does not apply to real estate time-sharing transactions.
The accounting for those operations and costs is subject to the
guidance in SOP 04-2.
FASB Statement No. 153

Exchanges of Nonmonetary Assets—an amendment of APB Opinion
No. 29

(December 2004)

This FASB Statement amends APB Opinion 29, Accounting for
Nonmonetary Transactions, to eliminate the exception for
nonmonetary exchanges of similar productive assets, and
replaces it with a general exception for exchanges of
nonmonetary assets that do not have commercial substance. A
nonmonetary exchange has commercial substance if the future
cash flows of the entity are expected to change significantly as a
result of the exchange.
FASB Statement No.
123(R)
(December 2004)

AAM §8090.172

Share-Based Payment
This FASB Statement is a revision of FASB Statement No. 123,
Accounting for Stock-Based Compensation; it supersedes APB
Opinion No. 25, Accounting for Stock Issued to Employees, and its
related implementation guidance. This Statement focuses
primarily on accounting for transactions in which an entity
obtains employee services in share-based payment transactions.
It establishes standards for the accounting for transactions in
which an entity exchanges its equity instruments for goods or
services. It also addresses transactions in which an entity incurs
liabilities in exchange for goods or services that are based on the
fair value of the entity's equity instruments or that may be
settled by the issuance of those equity instruments.
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FASB Statement No. 154

Accounting Changes and Error Corrections—a replacement of APB
Opinion No. 20 and FASB Statement No. 3

(May 2005)

This FASB Statement replaces APB Opinion No. 20, Accounting
Changes, and FASB Statement No. 3, Reporting Accounting
Changes in Interim Financial Statements, and changes the
requirements for the accounting for and reporting of a change in
accounting principle. This Statement applies to all voluntary
changes in accounting principle. It also applies to changes
required by an accounting pronouncement in the unusual
instance that the pronouncement does not include specific
transition provisions.
FASB Interpretation
No. 47

Accounting for Conditional Asset Retirement Obligations—an
interpretation of FASB Statement No. 143

(March 2005)

This FASB Interpretation clarifies that conditional asset
retirement obligations describes a legal obligation to perform an
asset retirement activity in which the timing and/or method of
settlement are conditional on a future event that may not be
under the entity's control.

FASB EITF Issues

Go to www.fasb.org/eitf/ for a complete list of EITF Issues.

(Various dates)
FASB Staff Positions

(Various dates)

Go to www.fasb.org/fasb_staff_positions/ for a complete list of
FASB Staff Positions (FSPs). Some of the recently issued FSPs
address issues relating to FASB Statements No. 143 and No. 150,
among others; and FASB Interpretation No. 46(R).

AICPA SOP 05-1

Accounting by Insurance Enterprises for Deferred Acquisition Costs in
Connection With Modifications or Exchanges of Insurance Contracts

AICPA Technical Practice
Aid 1200.06-.15

"Accounting by Noninsurance Enterprises for Property and
Casualty Insurance Arrangements That Limit Insurance Risk"

(February 2005)
(nonauthoritative)

AICPA Technical Practice
Aid 5400.05

"Accounting and Disclosure Guidance for Losses from Natural
Disasters—Nongovernmental Entities"

(September 2005)
(nonauthoritative)

AICPA Technical Practice
Aid 6930.09

"Accounting and Disclosure Requirements for Single-Employer
Employee Benefit Plans Related to the Medicare Prescription
Drug, Improvement and Modernization Act of 2003"

(August 2005)

(nonauthoritative)
AICPA Technical Practice
Aid 6930.10

"Accounting and Disclosure Requirements for Multiemployer
Employee Benefit Plans Related to the Medicare Prescription
Drug, Improvement and Modernization Act of 2003"

(August 2005)
(nonauthoritative)
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.174 The summaries provided above are for informational purposes only and should not be relied upon
as a substitute for a complete reading of the applicable standards and other guidance. You should visit the
applicable Web site for complete information. You can obtain copies of AICPA standards and other guidance
by contacting the Service Operations Center at (888) 777-7077 or online at www.cpa2biz.com.
.175 Some of the pronouncements listed above are already discussed in more detail in this Alert. Below
is a brief discussion of two recently issued FSPs that may have an impact on construction contractors.

FSP No. SOP 78-9-1, Interaction of AICPA Statement of Position 78-9 and
EITF Issue No. 04-5
.176 This FASB Staff Position, issued in July 2005, amends SOP 78-9, Accounting for Investments in Real
Estate Ventures.
.177 At its June 15-16,2005 meeting, the EITF reached a consensus on EITF Issue No. 04-5, "Determining
Whether a General Partner, or the General Partners as a Group, Controls a Limited Partnership or Similar
Entity When the Limited Partners Have Certain Rights" (EITF Issue No. 04-5). The consensus provides a
framework for addressing when a general partner, or general partners as a group, controls a limited
partnership or similar entity. The EITF acknowledged that the consensus in EITF Issue No. 04-5 conflicts
with certain aspects of SOP 78-9. The EITF agreed that the assessment of whether a general partner, or the
general partners as a group, controls a limited partnership should be consistent for all limited partnerships,
irrespective of the industry within which the limited partnership operates. Accordingly, the EITF requested
and the FASB agreed to amend the guidance in SOP 78-9 to be consistent with the consensus in EITF Issue
No. 04-5.

.178 This FSP eliminates the concept of "important rights" in paragraph .09 of SOP 78-9 and replaces it
with the concepts of "kick-out rights" and "substantive participating rights" as defined in EITF Issue No.
04-5. This FSP also amends paragraph .07 of SOP 78-9 to be consistent with revised paragraph .09. The FASB
believes that the effect of the rights held by minority partners on the assessment of control, and therefore
consolidation, of a general partnership should be the same as the evaluation of limited partners' rights in a
limited partnership.
.179 For general partners of all new partnerships formed and for existing partnerships for which the
partnership agreements are modified, the guidance in this FSP is effective after June 29, 2005. For general
partners in all other partnerships, the guidance in this FSP is effective no later than the beginning of the first
reporting period in fiscal years beginning after December 15, 2005, and the application of either Transition
Method A or Transition Method B, described in this FSP, is permitted.

FSP No. FAS 13-1, Accounting for Rental Costs Incurred during a
Construction Period
.180 This FSP, issued in October 2005, addresses the accounting for rental costs associated with operating
leases that are incurred during a construction period. This FSP does not address rental costs other than those
associated with building and ground operating leases. This FSP also does not address whether a lessee that
accounts for the sale or rental of real estate projects under FASB Statement No. 67, Accounting for Costs and
Initial Rental Operations of Real Estate Projects, should capitalize rental costs associated with ground and
building operating leases.

.181 This FSP provides that rental costs associated with ground or building operating leases that are
incurred during a construction period shall be recognized as rental expense. The rental costs shall be
included in income from continuing operations. A lessee shall follow the guidance in FASB Statement No. 13,
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Accounting for Leases, and FASB Technical Bulletin No. 85-3, Accounting for Operating Leases with Scheduled
Rent Increases, in determining how to allocate rental costs over the lease term. This guidance does not change
application of the maximum guarantee test in EITF Issue No. 97-10, "The Effect of Lessee Involvement in
Asset Construction."

.182 The guidance in this FSP shall be applied to the first reporting period beginning after December 15,
2005. Early adoption is permitted for financial statements or interim financial statements that have not yet
been issued. A lessee shall cease capitalizing rental costs as of the effective date of this FSP for operating lease
arrangements entered into prior to the effective date of this FSP. Retrospective application in accordance
with FASB Statement No. 154, Accounting Changes and Error Corrections, is permitted but not required.

On the Horizon
.183 Auditors should keep abreast of auditing and accounting developments and upcoming guidance
that may affect their engagements. You should check the appropriate standard-setting Web sites (listed
below) for a complete picture of all accounting and auditing projects in progress. Presented below is brief
information about certain projects that are expected to result in final standards in the near future. Remember
that exposure drafts are nonauthoritative and cannot be used as a basis for changing GAAP or GAAS.

.184 The following table lists the various standard-setting bodies' Web sites, where information may be
obtained on outstanding exposure drafts, including downloading a copy of the exposure draft. These Web
sites contain much more in-depth information about proposed standards and other projects in the pipeline.
Standard-Setting Body

Web Site

AICPA Auditing Standards Board (ASB)
(Note that for audits of public companies,
the Public Company Accounting Oversight
Board sets auditing standards.)

www.aicpa.org/members/div/auditstd/
drafts.htm

AICPA Accounting Standards Executive
Committee (AcSEC)

www.aicpa.org/members/div/acctstd/edo/
index.htm

Financial Accounting Standards
Board (FASB)

www.fasb.org

Governmental Accounting Standards
Board (GASB)

www.gasb.org

Professional Ethics Executive
Committee (PEEC)

www.aicpa.org/members/div/ethics/
index.htm

Public Company Accounting Oversight
Board (PCAOB)

www.pcaobus.org

Help Desk—The AICPA's standard-setting committees publish exposure drafts of pro
posed professional standards exclusively on the AICPA Web site. The AICPA will notify
interested parties by e-mail about new exposure drafts. To be added to the notification list
for all AICPA exposure drafts, send your e-mail address to memsat@aicpa.org. Indicate
"exposure draft e-mail list" in the subject header field to help process your submission more
efficiently. Include your full name, mailing address and, if known, your membership and
subscriber number in the message.

Accounting Pipeline

FASB Project on Revenue Recognition
.185 Revenue usually is the largest single item in financial statements, and issues involving revenue
recognition are among the most important and difficult that standard setters and accountants face. Because
AICPA Audit and Accounting Manual
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no comprehensive standard on revenue recognition exists, there is a significant gap between the broad
conceptual guidance in the FASB's Concepts Statements and the detailed guidance in the authoritative
literature. Most of the authoritative literature provides industry or transaction-specific implementation
guidance, and it has been developed largely on an ad hoc basis and issued in numerous pronouncements
with differing degrees of authority. Those pronouncements include APB Opinions, FASB Statements, AICPA
Audit and Accounting Guides, AICPA SOPs, FASB Interpretations, EITF Issues, SEC SABs, and the like. Each
focuses on a specific practice problem and has a narrow scope, and the guidance is not always consistent
across pronouncements.

.186 The SEC sought to fill the gap in the accounting literature with SAB No. 101, Revenue Recognition in
Financial Statements, which was issued in December 1999, and the companion document, Revenue Recognition
in Financial Statements—Frequently Asked Questions and Answers, which was issued in October 2000. SAB No.
101 was superseded by SAB No. 104, Revenue Recognition, in December 2003. SAB No. 104 states that if a
transaction falls within the scope of specific authoritative literature on revenue recognition, that guidance
should be followed; in the absence of such guidance, the revenue recognition criteria in Concepts Statement
5 (namely, that revenue should not be recognized until it is (1) realized or realizable and (2) earned), should be
followed. However, SAB No. 104 is more specific, stating additional requirements for meeting those criteria,
and reflects the SEC staff's view that the four basic criteria for revenue recognition in AICPA SOP 97-2,
Software Revenue Recognition, should be a foundation for all basic revenue recognition principles. Those
criteria are:
•

Persuasive evidence of an arrangement exists.

•

Delivery has occurred.

•

The vendor's fee is fixed or determinable.

•

Collectibility is probable.

.187 Some criticized SAB No. 101 on the basis that the criteria in SOP 97-2 were developed for a particular
industry and that broader application of those criteria was neither contemplated nor intended. They asserted
that that guidance may not be appropriate for certain recognition issues, including some that the EITF has
considered. Others noted that a SAB is designed to provide the SEC staff's interpretive responses and not to
change GAAP. For that reason, SABs are issued without an invitation for comment. Critics argued that SAB
No. 101 had in fact changed GAAP by promulgating changes in industry practice without the full due process
and deliberation that characterize the FASB's decision-making process. Even though the SEC guidance for
revenue recognition applies only to SEC registrants, the work done in developing and implementing SAB
No. 101 has focused attention on revenue recognition issues and will be very useful in this project.

.188 In response to these issues, the FASB has undertaken a project to develop a comprehensive statement
on revenue recognition that is conceptually based and framed in terms of principles. The FASB is partnering
with the International Accounting Standards Board (IASB) on this project.
.189 The planned comprehensive revenue recognition Statement will (1) eliminate the inconsistencies in
the existing authoritative literature and accepted practices, (2) fill the voids that have emerged in revenue
recognition guidance in recent years, and (3) provide a conceptual basis for addressing issues that arise in
the future.

Proposed FASB Statements and Interpretation
.190 The FASB has issued a number of exposure drafts of proposed statements and an interpretation.
Readers should visit the FASB Web site at www.fasb.org/draft/ for complete information.
AAM §8090.186
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Proposed FASB EITF Issues
.191 Numerous open issues are under deliberation by the EITF. Readers should visit the FASB Web site
at www.fasb.org/eitf/agenda.shtml for complete information.

Proposed FASB Staff Positions
.192 The FASB has a number of proposed FASB Staff Positions on its agenda. Readers should visit the
FASB Web site at www.fasb.org/fasb staff positions/proposed_fsp.shtml for complete information.

Auditing Pipeline—Nonpublic Companies

Proposed Eight SASs Related to Audit Risk
.193 The AICPA's Auditing Standards Board (ASB) has issued an exposure draft of eight proposed
Statements on Auditing Standards (SASs). These proposed SASs were originally exposed on December 2,
2002 (except for the amendment to SAS No. 1, section 230, Due Professional Care in the Performance of Work
[AICPA, Professional Standards, vol. 1, AU sec. 230], which was approved for exposure by the ASB on April
28,2005). The ASB believes that the requirements and guidance provided in the proposed SASs, if adopted,
would result in a substantial change in audit practice and in more effective audits. The primary objective of
the proposed SASs is to enhance auditors' application of the audit risk model in practice by requiring:
•

More in-depth understanding of the entity and its environment, including its internal control, to
identify the risks of material misstatement in the financial statements and what the entity is doing to
mitigate them.

•

More rigorous assessment of the risks of material misstatement of the financial statements based on
that understanding.

•

Improved linkage between the assessed risks and the nature, timing, and extent of audit procedures
performed in response to those risks.

.194 The exposure draft consists of the following proposed SASs:

•

Amendment to "Due Professional Care in the Performance of Work" of Statement on Auditing Standards No.
1, Codification of Auditing Standards and Procedures

•

Amendment to Statement on Auditing Standards No. 95, Generally Accepted Auditing Standards

•

Audit Evidence

•

Audit Risk and Materiality in Conducting an Audit

•

Planning and Supervision

•

Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement

•

Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit Evidence Obtained

•

Amendment to Statement on Auditing Standards No. 39, Audit Sampling

.195 The proposed SASs establish standards and provide guidance concerning the auditor's assessment
of the risks of material misstatement in a financial statement audit, and the design and performance of audit
procedures whose nature, timing, and extent are responsive to the assessed risks. Additionally, the proposed
SASs establish standards and provide guidance on planning and supervision, the nature of audit evidence,
and evaluating whether the audit evidence obtained affords a reasonable basis for an opinion regarding the
financial statements under audit. Readers should be alert for the issuance of final standards in the fourth
quarter of 2005.
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Proposed SAS, Communication of Internal Control Related Matters Noted in an Audit
.196 This proposed SAS will supersede SAS No. 60, Communication of Internal Control Related Matters Noted
in an Audit (AICPA, Professional Standards, vol. 1, AU sec. 325), and significantly strengthen the quality of
auditor communications of such matters in audits of nonpublic companies. Readers should be alert for the
issuance of a final standard in the first quarter of 2006.

Proposed SAS, Audit Documentation
.197 This proposed SAS will supercede SAS No. 96 of the same name (AICPA, Professional Standards, vol.
1, AU sec. 339), and establish standards and provide guidance to an auditor of a nonissuer on audit
documentation for audits of financial statements or other financial information being reported on. In
developing this exposure draft, the ASB considered the documentation requirements of the PCAOB's
Auditing Standard No. 3, Audit Documentation; the International Auditing and Assurance Standards Board's
exposure draft, ISA 230, Audit Documentation, issued in September 2004; suggestions received from the
National Association of State Boards of Accountancy; and Government Auditing Standards issued by the
Comptroller General of the United States.

.198 In addition to the proposed SAS, the exposure draft includes proposed amendments to paragraphs
.01 and .05 of SAS No. 1, section 530, Dating of the Independent Auditor's Report (AICPA, Professional Standards,
vol. 1, AU sec. 530). The proposed amendment requires that the auditor's report not be dated earlier than
the date on which the auditor has obtained sufficient competent audit evidence to support the opinion on
the financial statements. It also proposes an amendment to SAS No. 95, Generally Accepted Auditing Standards
(AICPA, Professional Standards, vol. 1, AU sec. 150.05). The amendment adds a requirement for the auditor
to document his or her justification for a departure from the SASs in the working papers. Readers should be
alert for the issuance of a final standard in the fourth quarter of 2005.

Proposed SAS, Defining Professional Requirements in Statements on Auditing Standards,
and Proposed Statement on Standards for Attestation Engagements, Defining Professional
Requirements in Statements on Standards for Attestation Engagements
.199 The ASB has issued an exposure draft of a proposed SAS entitled Defining Professional Requirements
in Statements on Auditing Standards and a proposed Statement on Standards for Attestation Engagements
(SSAE) entitled Defining Professional Requirements in Statements on Standards for Attestation Engagements. The
proposed SAS and SSAE define the terminology the ASB will use to describe the degrees of responsibility
that the requirements impose on the auditor or the practitioner. The final SAS and SSAE are expected to be
issued in the fourth quarter of 2005.

Proposed Statement on Standards for Attestation Engagements, Reporting on an Entity's
Internal Control Over Financial Reporting
.200 This proposed SSAE establishes standards and provides guidance to the practitioner who is engaged
to issue or does issue an examination report on the effectiveness of an entity's internal control over financial
reporting as of a point in time (or on an assertion thereon). Specifically, guidance is provided regarding the
following:
•

Conditions that must be met for a practitioner to accept an engagement to examine the effectiveness
of an entity's internal control and the prohibition of acceptance of an engagement to review such
subject matter

•

Engagements to examine the design and operating effectiveness of an entity's internal control

•

Engagements to examine the design and operating effectiveness of a portion of an entity's internal
control (for example, internal control over financial reporting of an entity's operating division or its
accounts receivable)
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•

Engagements to examine only the suitability of design of an entity's internal control (no assertion is
made about the operating effectiveness of internal control)

•

Engagements to examine the design and operating effectiveness of an entity's internal control based
on criteria established by a regulatory agency

.201 Readers should be alert for the issuance of a final standard in the fourth quarter of 2005.

Proposed SAS, Amendment to Statement on Auditing Standards No. 69, The Meaning of
Present Fairly in Conformity With Generally Accepted Accounting Principles, for
Nongovernmental Entities
.202 The ASB has issued an exposure draft introducing a proposed SAS entitled Amendment to Statement
on Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With Generally Accepted Accounting
Principles, for Nongovernmental Entities. This proposed SAS, which applies only to nongovernmental entities,
has been issued in response to the FASB's proposed Statement entitled The Hierarchy of Generally Accepted
Accounting Principles. The FASB proposal moves responsibility for the GAAP hierarchy for nongovernmental
entities from the auditing literature (SAS No. 69 [AICPA, Professional Standards, vol. 1, AU sec. 411]) to the
accounting literature. The proposed SAS deletes the GAAP hierarchy for nongovernmental entities from SAS
No. 69. The ASB decided to coordinate the provisions and effective date of this exposure draft with the FASB
proposed statement, which can be obtained at www.fasb.org.

AICPA Resource Central
.203 The following publications deliver valuable guidance and practical assistance as potent tools to be
used on your construction engagements.
•

Audit and Accounting Guide Construction Contractors (product no. 012585kk). The Audit and Ac
counting Guide as of May 1,2005 summarizes applicable practices and delivers "how to" advice for
handling almost every type of financial statement. It describes relevant matters, conditions, and
procedures unique to the construction industry, and illustrates treatments of financial statements and
reports to caution auditors and accountants about unusual problems. This Audit and Accounting
Guide is available now as a CD-ROM or online subscription.

•

Checklist Supplement and Illustrative Financial Statements Construction Contractors (product no.
008925kk). Developed by AICPA's Accounting and Auditing Publications staff as a supplement to
Corporations Checklists and Illustrative Financial Statements (product no. 008935kk), this practice aid is
invaluable to anyone who prepares financial statements and reports for construction contractors.

•

CPA's Guide to Accounting, Auditing and Tax for Construction Contractors (2004 paperback) (product
no. 091014kk). Here's the definitive resource—complete with information on the specialized require
ments that affect contractors—that is perfect for CPAs in public practice and in the construction
industry. Based on the AICPA's best-selling CPE self-study course, this newly revised guide covers
everything from GAAP accounting methods to auditing and review services performed by outside
CPAs and important tax rules for contractors.

•

Accounting Trends & Techniques—2005 (product no. 009897kk). It is the must-have resource for any
CPA who frequently creates or uses financial reports. Filled with current reporting techniques and
methods used by the nation's top organizations, this 650-page AICPA bestseller will provide
guidance you need to improve your accounting preparation and procedures.

•

Practice Aid Preparing and Reporting on Cash-and Tax-Basis Financial Statements (product no. 006701kk).
Authoritative guidance on cash- and tax-basis financial statements is rather vague and leaves a great
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deal to professional judgment. Section One of this publication provides nonauthoritative, practical
guidance on preparing and reporting on cash- and tax-basis financial statements. Section Two
includes example financial statements, disclosures, and other engagement practice aids. The appen
dix provides an example checklist to be used for cash- and tax-basis financial statements.
•

Audit Guide Auditing Derivative Instruments, Hedging Activities and Investments in Securities (product
no. 012523kk). The first new edition since the guide was originally released in 2001, the guide as of
May 1, 2005 has been upgraded to reflect all the latest accounting literature issued since FASB
Statement No. 133, as well as new auditing requirements, including SAS No. 101 on auditing fair
value.

•

Audit Guide Auditing Revenue in Certain Industries (product no. 012515kk). This publication—as of
May 1, 2005—assists auditors in fulfilling their professional responsibilities with regard to auditing
assertions about revenue.

•

Audit Guide Audit Sampling (product no. 012530kk). This revised guide (as of April 1,2001) provides
guidance to help auditors apply audit sampling in accordance with AU section 350, Audit Sampling
(AICPA, Professional Standards, vol. 1). The revisions incorporate SASs issued since the guide was
originally published, and it also includes increased coverage of nonstatistical audit sampling. This
guide may be used both as a reference source for those who are knowledgeable about audit sampling
and as initial background for those who are new to this area.

•

Audit Guide Analytical Procedures (product no. 012555kk). Receive guidance on the effective use of
analytical procedures with an emphasis on analytical procedures as substantive tests. This guide—
revised as of May 1, 2005—includes: AU section 329 (Analytical Procedures, AICPA, Professional
Standards, vol. 1), concepts and definitions; a questions and answers section; an illustrative case study;
and a new appendix that includes useful financial ratios.

•

Practice Aid Auditing Estimates and Other Soft Accounting Information (product no. 0100l0kk). This
book provides practical guidance for handling the audit problems related to the audit of soft
accounting information, illustrating how AU section 342, Auditing Accounting Estimates (AICPA,
Professional Standards, vol. 1), may be applied by practicing auditors.

Audit and Accounting Manual
.204 The Audit and Accounting Manual (product no. 005135kk) is developed exclusively for small- and
medium-size CPA practices. This unique manual explains and demonstrates useful techniques and proce
dures for conducting compilation, review, and audit engagements—from planning to internal control to
accountants' reports.

AICPA reSOURCE: Online Accounting and Auditing Literature
.205 AICPA has created your core accounting and auditing library online. AICPA reSOURCE is now
customizable to suit your preferences or your firm's needs. Or, if you prefer to have access to the entire library
- that's available too! Get access—anytime, anywhere—to the AICPA's latest Professional Standards, Technical
Practice Aids, Audit and Accounting Guides (more than 20!), Audit Risk Alerts (more than 15!), and Accounting
Trends & Techniques. To subscribe to this essential online service for accounting professionals, go to
www.cpa2biz.com.

Educational Courses
.206 The AICPA has developed a number of continuing professional education (CPE) courses that are
valuable to CPAs working in the construction industry. Those courses include:
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•

Construction Contractors: Accounting, Auditing and Tax (product no. 736429kk). Master the fundamen
tals of the construction industry with this highly effective course. An outstanding value, it provides
a thorough industry overview and includes AICPA authoritative publications. Content is tailored to
the needs of both practitioners and industry financial professionals.

•

Construction Contractors Advanced Issues (product no. 731991kk). Delve beyond the basics of many
issues the construction industry brings to the accounting profession. Get hands-on advice on the
accounting, audit, and tax issues that make construction industry clients high-risk. Address difficult
issues such as look-back calculations, measuring progress of construction contracts, and overhead
allocations. Enhance your skills today to reduce the risk of your next construction engagement.

•

Construction Contractors Strategic Briefing (CD-ROM of Webcast originally presented on November 4,
2004) (product no. 780034kk). This course provides a strategic look at what's important in the area
of construction contractors. The program addresses the current economic and industry environment,
the regulatory environment, current accounting developments, current auditing developments, and
what's on the horizon that could affect this industry segment.

•

Real Estate Accounting and Auditing (product no. 730604kk). This course provides an in-depth study
of the unique requirements that apply at each stage of the real estate life cycle. It gives practical,
how-to-do-it coverage of accounting considerations related to the development, ownership, and
operation of real estate assets.

.207 Accountants in the construction industry, as well as in other industries, may also find the following
courses helpful:

•

FASB Review for Industry (2005-2006 edition) (product no. 730562kk). Comprehensive coverage of
recent FASB, AcSEC, IASB, and EITF pronouncements is provided in this course geared to the specific
interests of the CPA in corporate management.

•

Accounting Update: A Review of Recent Activities (2005 edition) (732761kk). This course keeps you
current and shows you how to apply the most recent financial accounting and reporting standards.
Highlights include FASB Interpretation No. 46 on variable interest entities, fair value concepts and
measurements, and the revised FASB Statement No. 123 on share-based payment.

•

AICPA's Annual Accounting and Auditing Update Workshop (2005 edition) (product no. 736181kk, text;
also available in video and DVD formats with a manual). Whether you are in industry or public
practice, this course keeps you current and informed and shows you how to apply the most recent
standards.

•

Accounting for Income Taxes: Applying SFAS No. 109 (product no. 732790kk). No other area in
accounting is as far reaching, and requires knowledge of a vast number of topics in financial and tax
accounting, as accounting for deferred taxes. This course addresses the application of this complex
standard to many common differences between financial accounting and tax compliance. You will
gain a sound knowledge of the theory of deferred taxes and how this theory can be applied to practical
situations. Many practical examples are included to illustrate the theory, and the information is
presented so you will be able to apply this theory to any other situation that you may encounter.

•

The AICPA's Guide to Consolidations and Business Combinations (product no. 735129kk). Learn how
FASB Statements No. 141 and No. 142 have changed the rules for business combinations and goodwill
accounting. Develop standards for applying purchase accounting and how to allocate the acquired
entity now that it's the only game in town under FASB Statement No. 141. Identify variable interest
entities' impact under FASB Interpretation No. 46(R). Learn how FASB Statement No. 142 deals with
goodwill from initial recognition to the annual impairment review requirements.

.208 For a listing of additional courses available, please download the Fall/ Winter 2005 AICPA CPE Catalog
at https://media.cpa2biz.com/Publication/05_fall_winter_FINAL.pdf . You can also check at www.
cpa2biz.com/CPE/default.htm for availability of a more recent catalog.
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Online CPE
.209 AICPA InfoBytes, offered exclusively through CPA2Biz.com, is AICPA's flagship online learning
product. Selected as one of Accounting Today's top 100 products for 2003, AICPA InfoBytes now offers a free
trial subscription to the entire product for up to 30 days. AICPA members pay $149 ($369 nonmembers) for
a new subscription and $119 ($319 nonmembers) for the annual renewal. Divided into one- and two-credit
courses that are available 24/7, AICPA InfoBytes offers hundreds of hours of learning in a wide variety of
topics. To register or learn more, visit www.cpa2biz.com/infobytes.

Webcasts
.210 Stay plugged in to what's happening and earn CPE credit right from your desktop. AICPA Webcasts
are high-quality two-hour CPE programs that bring you the latest topics from the profession's leading
experts. Broadcast live, they allow you to interact with the presenters and join in on the discussion. If you
can't make the live event, each Webcast is archived and available on CD-ROM.

CFO Quarterly Roundtable Series
.211 The CFO Roundtable Webcast Series—brought to you each calendar quarter—covers a broad array
of "hot topics" that successful organizations employ and subjects that are important to the CFO's personal
success. From financial reporting and budgeting and forecasting, to asset management and operations, the
roundtable helps CFOs, treasurers, controllers, and other financial executives excel in their demanding roles.

SEC Quarterly Update Series
.212 The SEC Quarterly Update Webcast Series—brought to you each calendar quarter—showcases the
profession's leading experts on what's "hot" at the SEC. From corporate accounting reform legislation and
new regulatory initiatives to accounting and reporting requirements and CorpFin activities, these hard-hit
ting sessions will keep you "plugged in" to what's important. A must for both preparers in public companies
and practitioners who have public company clients, this is the place to be when it comes to knowing about
the areas of current interest at the SEC.

Member Satisfaction Center
.213 To order AICPA products, receive information about AICPA activities, and find help on your
membership questions, call the AICPA Service Operations Center at (888) 777-7077.

Technical Hotline and Ethics Hotline
.214 Do you have a complex technical question about GAAP, other comprehensive bases of accounting
(OCBOA), or other technical matters? If so, use the AICPA's Accounting and Auditing Technical Hotline.
AICPA staff will research your question and call you back with the answer. You can reach the Technical
Hotline at (888) 777-7077.
.215 In addition to the Technical Hotline, the AICPA also offers an Ethics Hotline. Members of the
AICPA's Professional Ethics Team answer inquiries concerning independence and other behavioral issues
related to the application of the AICPA Code of Professional Conduct. You can reach the Ethics Hotline at
(888) 777-7077.

Conferences
.216 Among the many interesting conferences the AICPA offers, there is one that might interest you. Held
late each fall, the AICPA National Construction Industry Conference presents a comprehensive program
revealing latest trends and developments in the construction industry. The conference offers a national
perspective and addresses the newest trends in conducting business, among other topics.
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.217 For additional information, contact CPA2biz at its Web site, www.cpa2biz.com.

Web Sites3
AICPA Online and CPA2biz
.218 Here is a unique opportunity to stay abreast of matters relevant to the CPA profession. AICPA
Online, at aicpa.org, informs you of developments in the accounting and auditing world as well as
developments in congressional and political affairs affecting CPAs. In addition, cpa2biz.com offers you all
the latest AICPA products, including more than 15 Audit Risk Alerts, more than 20 Audit and Accounting
Guides, the professional standards, and CPE courses.
.219 This Audit Risk Alert replaces Construction Contractors Industry Developments—2004/05. Construction
Contractors Industry Developments is published annually. As you encounter audit or industry issues that you
believe warrant discussion in next year's Alert, please feel free to share them with us. Any other comments
that you have about the Alert would also be appreciated. You may e-mail these comments to
ymishkevich@aicpa.org or write to:

Yelena Mishkevich
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881

3 Additional helpful Web sites are presented in the Appendix.
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Appendix—Helpful Web Sites
Here are some useful Web sites that may provide valuable information as you plan your client engage
ments. In addition to these Web sites, be sure to review those listed in the "On the Horizon" section of this
Alert.

General Web Sites of Interest
Name of Site

Content

Internet Address

American Institute of CPAs

Summaries of recent auditing and other
professional standards as well as other
AICPA activities

www.aicpa.org

Financial Accounting
Standards Board

Summaries of recent accounting
pronouncements and other FASB
activities

www.fasb.org

AuditNet

Electronic communications among audit
professionals

www.auditnet.org

CPAnet

Links to other Web sites of interest to
CPAs

www.cpalinks.com/

Accountant's Home Page

Resources for accountants and financial
and business professionals

www.computercpa.com/

U.S. Tax Code Online

A complete text of the U.S. Tax Code

www.fourmilab.ch/ustax/
ustax.html

Cybersolve

Online financial calculators, such as
ratio and breakeven analysis

www.cybersolve.com/
toolsl.html

FedWorld.Gov

U.S. Department of Commercesponsored site providing access to
government publications

www.fedworld.gov

Hoovers Online

Online information on various
companies and industries

www.hoovers.com

Ask Jeeves

Search engine that uses a user-friendly
question format and provides
simultaneous search results from other
search engines (for example, Excite,
Yahoo, AltaVista)

www.askjeeves.com

Governmental Accounting
Standards Board

Summaries of recent accounting
pronouncements and other GASB
activities

www.gasb.org

Society of Industrial and
Office Realtors

Industrial and office real estate
information

www.sior.com

Engineering News Record

Source of important information for
owners, contractors, and design and
engineering professionals

www.enr.com

Construction.com

A McGraw-Hill company that unifies
the resources of Dodge, Sweets,
Architectural Record, ENR, and Regional
Publications and includes market
analysis and forecasting, industry
trends, and insights

www.construction.com
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Name of Site

Content

Internet Address

Associated Builders and
Contractors

A national association representing all
specialties within the construction
industry and primarily comprising firms
that perform work in the industrial and
commercial sectors of the industry

www.abc.org

Associated General Con
tractors of America

An organization of qualified
construction contractors and industryrelated companies

www.agc.org

Construction Financial
Management Association

The only nonprofit organization
dedicated to serving the construction
financial professional

www.cfma.org

Construction Industry
Compliance Assistance
Center

The source for plain language
explanations of environmental rules for
the construction industry

www.cicacenter.org

Construction Owners Asso
ciation of America

A focal point and voice for the interests
of owners in the construction industry

www.coaa.org

Contractor's License Refer
ence Site

Information about state license
requirements, with search functions to
find out if a contractor is licensed in a
particular state

http: / / contractors-license
.org/index.html

Home Builders Institute

Dedicated to the advancement and
enrichment of education and training
programs serving the needs of the
housing industry

www.hbi.org

National Association of
Home Builders

A trade association that helps promote
the policies that make housing a
national priority

www.nahb.org

National Association of the
Remodeling Industry

Focusing on educating both trade
professionals and remodeling-ready
homeowners through a variety of
formats including education, training,
publications, and programs

www.nari.org

Disaster Contractors Net
work

Facilitating information sharing and
resource matching among government,
the construction community, and home
and business owners before, during, and
after disasters strike

www.dcnonline.org

[The next page is 8301.]
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Construction Contractors Accounting
Developments—2005/06
NOTICE TO READERS
CONSTRUCTION CONTRACTORS ACCOUNTING DEVELOPMENTS—2005/06
This Financial Reporting Alert is intended to provide accountants in the construction industry with
an overview of recent economic, industry, technical, and professional developments that may affect
their financial reporting.
This document has not been approved, disapproved, or otherwise acted on by a senior technical
committee of the AICPA.

Written by J. Russell Madray, CPA

Edited by Yelena Mishkevich, CPA
Technical Manager
Accounting and Auditing Publications

How This Alert Can Help You
.01 The knowledge that this Financial Reporting Alert delivers can assist you in achieving a more robust
understanding of the business environment in which your company operates. Also, this Alert delivers
information about current accounting and regulatory developments. This Alert describes trends and issues
facing most contractors in many of the construction markets in the country.
.02 References to Professional Standards. When referring to the professional standards, this Alert cites
the applicable sections of the codification and not the numbered statements, as appropriate. For example,
Statement on Auditing Standards (SAS) No. 95 is referred to as AU section 150 of the AICPA Professional
Standards.

Industry and Economic Developments
Effects of Hurricane Katrina
.03 The physical and psychological damage caused by Hurricane Katrina is likely to reverberate across
the global economy in ways that will curb growth well into 2006, economists say. Most economists predict,
however, that Hurricane Katrina will reduce, not derail, U.S. economic growth.
.04 A spike in already-high energy costs in the United States and around the world tops the list of risks,
especially since oil prices are unlikely to return to the levels of early 2004 when they were 50 percent lower
than they are today. Hurricane Katrina shut down large portions of oil and gas production in the Gulf of
Mexico at a time when worldwide energy output was already stretched thin. While the storm's impact was
most acute in the United States, it also sent fuel costs higher around the globe, squeezing consumers in Europe
and Asia and hurting everyone from truckers to fishermen to airlines. But most analysts agree that the sharp
increase in gasoline prices since the storm was a "temporary disruption." Oil industry officials say that
several refineries and pipelines will soon be back in operation. Initially, 25 percent of U.S. crude oil
production and a large portion of refining capacity were knocked out by the storm. Much of the pressure on
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oil supplies has been relieved by the release of 60 million barrels from emergency supplies. The full extent
of the damage to oil and natural gas infrastructure in the Gulf of Mexico is not yet known, but it is expected
to be some time before output is back to normal. The same goes for the facilities that refine crude oil into
gasoline, heating oil, and jet fuel.
.05 The storm also wiped away up to half a million jobs in New Orleans and other Gulf Coast areas. And
its tab is almost certain to top $100 billion, with only about a quarter of that covered by insurance, according
to an assessment by Risk Management Solutions of Newark, Calif.
.06 The federal government has pledged billions of dollars of rebuilding funds, but it will take months
for the basic recovery efforts to be completed before the money for reconstruction starts flowing.
.07 In Katrina's aftermath, forecasts for U.S. economic growth in the fourth quarter have dropped from
3.5 percent on an annualized basis to 2.5 percent. And that is probably what gross domestic product will
average for all of 2006, economists said.
.08 Some local economies will no doubt benefit from the fact that New Orleans will be out of commission
for months. Tourists who might have visited the Big Easy will go elsewhere, corporate conferences will be
relocated, and cities throughout the South will witness a tightening of their rental housing markets as
evacuees from New Orleans reestablish their lives elsewhere.

.09 But when winter arrives and the higher cost of home heating strikes the Northeast and Midwest,
consumer spending, particularly among lower income families, is expected to take a noticeable hit. Michael
P. Niemira, chief economist at the International Council of Shopping Centers, said the U.S. retail sector will
face its toughest Christmas since the September 11, 2001, terrorist attacks.
.10 While the humanitarian situation is horrific, the economic blow may not be as bad as first feared.
Treasury Secretary John Snow and Federal Reserve Chairman Alan Greenspan have stated that it would not
have a significant long-term effect on the U.S. economy, although growth will be slowed for a short period.
Mr. Snow described the impact of the hurricane as mind-boggling and acknowledged that the U.S. economy
was facing a challenging time. But its inherent strength, he said, meant that economic growth would only be
hit for three to four months.
.11 The Gulf Coast was hit again just three and a half weeks after Hurricane Katrina, by Hurricane Rita,
a category 3 storm. Although Hurricane Rita caused far less destruction than Katrina, it still caused between
$2.5 billion to $6 billion in insured damage.

.12 The rebuilding of the Gulf Coast after Hurricanes Katrina and Rita will likely have a positive effect
on the construction industry. The opportunities for new work will be immense, and while it has positive
implications for contractors, it will also present many challenges as well. As a result of the expected increase
in construction, contractors may face the following risks:
•

Accepting work beyond their abilities to manage

•

Accepting work that could put dangerous pressures on their financial capacity (for example, not
having sufficient working capital)

•

Expanding their labor force with people who are unfamiliar with the entity's, practices and method
ologies.

General Industry Trends and Conditions
.13 Construction activity through July showed widespread improvement compared to the first seven
months of 2004, but the devastation wrought by Hurricanes Katrina and Rita will have varied impacts on
construction markets for the rest of 2005 and into 2006.
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.14 Construction outlays in July were reported at a seasonally adjusted annual rate of $1,099 trillion,
unchanged from June, which was revised up from a previously reported $1,093 trillion. June spending was
restated as a 0.6 percent decline from a 0.3 percent fall previously reported.
.15 The gains were well distributed. Private residential construction climbed 12 percent year-to-date,
private nonresidential was up 5.3 percent, and public construction was 5.8 percent higher. Within the private
residential market, multifamily construction jumped 20 percent, nearly twice the growth rate for single-fam
ily and improvements. Manufacturing construction continued to lead the private nonresidential category
with a 27 percent year-to-date advance, followed by "multiretail" (general merchandise stores, shopping
centers, and shopping malls), 23 percent; communications, 12 percent; and lodging, 9.4 percent. The leading
public categories, educational and highways and streets, were up 5.9 and 7.2 percent, respectively.

.16 However, these figures overstate "real" growth because they don't adjust for a large run-up that has
occurred in the cost of cement, steel, copper, gypsum, and petroleum-based inputs. Unfortunately, Hurri
canes Katrina and Rita will push many of these costs much higher. Contractors use a lot of diesel fuel for
off-road equipment, their own trucks, and the multitude of deliveries of materials and equipment. Petroleum
or natural gas is a key ingredient in asphalt, roofing materials, plastic pipe, and insulation. And energy costs
are built into the price of mining, milling, making, molding, and transporting metals, concrete, and most
other construction materials.
.17 Cement was already in short supply in 32 states and the District of Columbia, and the disruption to
ocean, barge, and rail transport from Hurricanes Katrina and Rita, and the loss of power to cement plants in
the storm's path, will cut further into cement supplies. At the same time, the urgent need to stabilize and re
build roads, other infrastructure, and buildings will increase demand for cement and other materials.

Construction Put in Place
.18 One of the most widely used measures of construction activity is construction put in place, which is
tracked monthly by the Bureau of Statistics at the U.S. Department of Commerce. The value of construction
put in place (value-in-place) is a measure of the value of construction installed or erected at the site during a
given period. For an individual project, this includes:
•

New buildings and structures.

•

Additions, alterations, major replacements, and so on, to existing buildings and structures.

•

Installed mechanical and electrical equipment.

•

Installed industrial equipment, such as boilers and blast furnaces.

•

Site preparation and outside construction, such as streets, sidewalks, parking lots, utility connections,
and so on.

•

Cost of labor and materials (including owner supplied).

•

Cost of construction equipment rental.

•

Profit and overhead costs.

•

Cost of architectural and engineering (A&E) work.

•

Any miscellaneous costs of the project that are on the owner's books.

.19 The total value-in-place for a given period is the sum of the value of work done on all projects under
way during this period, regardless of when work on each individual project was started or when payment
was made to the contractors. For some categories, estimates are derived by distributing the total construction
cost of the project by means of historic construction progress patterns.
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.20 Exhibit 1, "New Construction Put in Place/' presents details of construction put in place for various
market segments. (Note that the amounts are in billions of dollars and represent seasonally adjusted annual
rates.) To add some perspective, in January 1992, at the start of the current construction boom, the total new
construction put in place was $452 billion, as compared with the estimated 2005 amount of $1,099 billion—a
gain of more than 143 percent during the period.

Exhibit 1—New Construction Put in Place
(Billions of Dollars—Seasonally Adjusted Annual Rate, in Current Dollars)

Private construction
Public construction

Total construction

Residential building

July 2005

July 2004

856.1
243.2

758.3
238.9

1,099.3

997.2

615.8

537.5

33.9
24.8
65.4
11.7
104.5
240.3

31.4
24.0
61.6
11.6
92.2
220.8

856.1

758.3

63.9
35.1
63.7
23.8
56.7

65.7
28.9
63.8
24.3
56.2

243.2

238.9

Nonresidential building

Office
Power
Commercial
Lodging
Other nonresidential
Total nonresidential
Total private construction
Highways and streets
Infrastructure
Educational
Other public buildings
Other public construction

Total public construction

.21 The U.S. Census Bureau of the Department of Commerce announced that construction spending
during July 2005 was estimated at a seasonally adjusted annual rate of $1,099.3 billion, nearly the same as
the revised June estimate of $1,099.7 billion. The July figure is 6.0 percent above the July 2004 estimate of
$1,037.5 billion. During the first seven months of this year, construction spending amounted to $617.9 billion,
9.3 percent above the $565.4 billion for the same period in 2004.
.22 Spending on private construction was at a seasonally adjusted annual rate of $856.2 billion, 0.2 percent
above the revised June estimate of $854.5 billion. Residential construction was at a seasonally adjusted annual
rate of $615.8 billion in July, 0.2 percent above the revised June estimate of $614.6 billion. Nonresidential
construction was at a seasonally adjusted annual rate of $240.4 billion in July, 0.2 percent above the revised
June estimate of $239.9 billion.
.23 In July, the estimated seasonally adjusted annual rate of public construction spending was $243.2
billion, 0.8 percent below the revised June estimate of $245.2 billion. Educational construction was at a
seasonally adjusted annual rate of $63.7 billion, 0.6 percent below the revised June estimate of $64.1 billion.
Highway construction was at a seasonally adjusted annual rate of $63.9 billion, 2.4 percent below the revised
June estimate of $65.5 billion.

Help Desk—You can access current statistics of construction put in place and other con
struction industry information at www.census.gov.
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Private Construction
Residential Building
.24 The residential building segment of the construction industry includes new single- and multifamily
housing as well as residential repairs and improvements. Conditions with the most impact on the demand
for residential construction include the following:
•

Housing affordability. Housing affordability is the extent to which potential buyers have the means
to purchase a home. Affordability can be measured in several ways by considering average home
prices and income levels. For example, some analysts create an "affordability index" by comparing
median home prices to household income levels. As income levels get closer to housing prices, the
average home becomes affordable to more local residents.

•

Interest rates. Most homes are financed, and interest rates therefore have a tremendous effect on the
affordability of housing. As interest rates rise, the cost of home financing increases; as they fall, the
cost of financing decreases. However, interest rate changes do not have an immediate impact on
home-buying markets—usually rates have to be in effect for several quarters to reverse home-buying
trends.

•

Land availability/pricing. As one of the major costs of residential building, land availability and
pricing have a major impact on the affordability of housing. With land suitable for residential building
becoming scarce in certain parts of the country, housing prices will be affected.

•

Demographics. Shifts in demographics can have a significant impact on housing demand. For
example, the aging of the U.S. population has increased demand for low-maintenance and multifa
mily housing. A large number of baby boomers are now entering their peak earning years, which is
expected to affect the affordability and demand for single-family homes.

•

Market velocity. According to industry sources, more than half of all home improvements occur
within 18 months after a new owner moves in, or within 12 months before the home is sold. Thus,
during times when new and used home markets are active, residential remodeling and improvement
activity also increases.

.25 As one of the main drivers of construction's recent 10-year expansion, home building continues to
lead the industry's growth. However, there are signs that years of strong growth in the national housing
market may finally be leveling off. Overall, new housing starts in July, which include apartment buildings
and condominiums, were flat. The new housing figures, released by the Commerce Department, bolster the
view of economists who have predicted a gradual slowdown in housing starts and an easing of price increases
as mortgage rates tick up with the prospect of passing the 6 percent mark by next year.

.26 Although sales have certainly been sizzling this year, putting the country on track for a fifth straight
year of record purchases of new and existing homes, homes in some areas are staying on the market longer
before they sell and the Mortgage Bankers Association reports that its index of demand for home mortgages
now stands 11 percent below a June peak.
.27 The issue of how much of a slowdown will occur and whether home prices will fall or just not rise at
double-digit rates will depend to large extent on the course of interest rates in coming months.
.28 Ironically, the devastation from Hurricanes Katrina and Rita could turn out to help the housing
industry, mainly through falling interest rates. Investors pushed rates lower after the storms in anticipation
that the hurricanes and the resulting surge in energy prices would act as a drag on economic growth and
could persuade the Federal Reserve to pause in its 14-month campaign to push rates higher. As a result, rates
on 30-year mortgages dipped to 5.71 percent, down from a high this year of 6.04 percent set in late March.
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.29 David Seiders, chief economist for the National Association of Home Builders, said rebuilding from
the hurricanes' devastation probably will not have much impact on the overall housing market since
residential building permits for all of Louisiana and Mississippi last year amounted to just 1.8 percent of the
national total.
.30 But analysts are forecasting that housing sales will begin to decline from record levels by the end of
this year and into 2006. The slowing sales pace is expected to end the super-sized price gains many parts of
the country have experienced.

Nonresidential Building
.31 Nonresidential building in July grew 3 percent to an annual rate of $172.1 billion. Much of the upward
push came from health care facilities, which soared 42 percent. July included the start of five large projects
valued at $100 million or higher, including a $300 million hospital in Cleveland, Ohio; a $148 million hospital
complex in San Francisco, Calif.; a $140 million hospital expansion and seismic upgrade in Seattle, Wash.; a
$135 million hospital addition in Jacksonville, Fla.; and a $106 million hospital in Granville, N.C. Showing
large percentage gains compared to weak contracting in June were transportation terminals, up 81 percent;
and manufacturing plants, up 66 percent. Growth was also registered in July by warehouses, up 17 percent;
and stores, up 3 percent.

.32 Nonresidential building in July showed reduced contracting for hotels, down 37 percent; and offices,
down 15 percent. For both structure types, the declines were relative to a June that was the strongest month
so far in 2005. On the institutional side, July showed a slower pace for churches, down 1 percent; public
buildings (courthouses and detention facilities), down 2 percent; school construction, down 6 percent; and
amusement-related projects, down 18 percent.

Office Market
.33 The U.S. office market took a big step toward recovery in the second quarter, with absorption
exceeding 30 million square feet and the vacancy rate falling below 15 percent. Healthy demand for office
space was widespread, with both downtown and suburban markets enjoying a robust quarter. Office
construction picked up slightly but is still at relatively low levels. Rents posted another modest increase,
continuing a trend for the past several quarters.

.34 Office construction took a surprising jump in the second quarter, with 12.6 million square feet
completed—the most since the fourth quarter of 2003, when 16.1 million square feet were completed. This
was 18.9 percent more than the 10.6 million square feet completed in the first quarter or the 11.6 million
square feet completed in the second quarter of 2004. Office construction has been subdued since the middle
of 2002, with completions barely averaging 10 million square feet per quarter.
.35 The outlook for the office market remains positive for the third quarter and indeed for the balance of
2005. The most important feature of the first half of the year was the sustained growth in employment. The
first quarter saw job creation total 546,000, followed by a further 542,000 new jobs in the second quarter.
.36 Specific to the office market, "office-using employment" increased by 154,000 in the first quarter and
153,000 in the second quarter. Second half projections show continued job creation, which can only be good
news for office markets. On the supply side, new office construction is expected to pick up in coming quarters
as under-construction activity jumped from 40.3 million square feet at the end of the first quarter to 58.4
million square feet at the end of the second quarter.

Industrial Market
.37 The industrial real estate market experienced an extremely robust second quarter this year, with
absorption totaling 69.4 million square feet—far surpassing the 40.9 million square feet recorded during the
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first quarter of 2005 and 42.2 million square feet during the second quarter of 2004—according to a report by
Colliers International, the global real estate services firm.
.38 All the drivers of the U.S. industrial market are going strong—with a subsequent greater need for
warehouse space, according to Colliers International. Transportation and distribution companies, manufac
turers, retailers, the housing market, and consumer spending all continue to post positive results. There are
no indications the industrial market will wane anytime soon.
.39 New construction during the second quarter totaled 30.5 million square feet, exceeding both the 23.2
million square feet recorded during the same quarter last year, and the 27.0 million square feet recorded
during the first quarter of 2005. Almost half of the nation's new warehouse construction occurred in five
markets: Chicago (2.9 million square feet), Atlanta (2.9 million square feet), Central New Jersey (2.9 million
square feet), Seattle (2.7 million square feet), and Inland Empire of California (2.5 million square feet).

Retail and Other Commercial Markets
.40 The favorable conditions witnessed over the past several years have continued into 2005 with the
economy on the upswing, steady job creation, disposable income on the rise, and most importantly,
consumers who continue to spend. This has led retailers to increase sales and open new stores in a wide
variety of centers. Occupancy levels have increased and rents have moved higher. Community rents,
neighborhood rents, and power center rents have all increased during the year by 9 percent, 4 percent, and
16 percent, respectively. Going forward, rising interest rates have some concerned, but leasing conditions
generally look favorable for some time to come. However, some analysts are predicting that the U.S. retail
sector will face its toughest Christmas since the September 11, 2001 terrorist attacks due to the effects of
Hurricanes Katrina and Rita.

Hospitality Market
.41 Hotel construction spending, which has been very erratic, is up 28 percent since the bottom of the
hotel building cycle two years ago. Although hotel construction spending fell 10 percent in November and
December of 2004 and January of 2005, most analysts expect a cumulative 66 percent increase by the end of
2006. That will bring the 2004-to-2006 gain to 80 percent compared to 125 percent during 1995-to-1997 at the
same period in the previous building cycle.

.42 The expected building boom is being fueled both by an unusually favorable real estate financial
environment and by large increases in demand for hotel rooms. Last year, according to Smith Travel
Research, hotel operators added only 1 percent more rooms while they raised the occupancy rate 4 percent
and boosted room rates 4 percent. Hotel profits improved sharply, although only to the bottom of the normal
range. Together with unusually cheap credit costs, this prompted investors to bid up the price of hotel
properties enough that building a new hotel is now a better investment than buying an existing hotel in many
markets.
.43 Most real estate investors now believe that hotels offer higher returns than other types of commercial
buildings. It is now much easier for hotel developers to get construction loans because real estate investment
trusts (REITs) are flush with cash that they need to invest and developers have learned to add condos to hotel
projects to use the condo down payments for some of their financing.

.44 Portsmouth, N.H.-based Lodging Econometrics recently released its Lodging Development Forecast
that reports the hotel "pipeline"—which consists of hotels in early planning stages and those under
construction or scheduled to start in the next 12 months—increased for the fifth straight quarter in the first
quarter of 2005, to 2,388. The hotel pipeline has been growing since it bottomed out in the fourth quarter of
2003, and the forecast looks bright for the future of hotel construction. The report predicts that an estimated
322,177 hotel rooms will be built between the first quarter of 2005 and the first quarter of 2006.
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Help Desk—The demand for construction can vary significantly among different geo
graphic regions. One of the most comprehensive analyses of commercial real estate demands
and construction activity is published by the Society of Industrial and Office Realtors (SIOR).
Annually, SIOR publishes Comparative Statistics of Industrial and Office Real Estate Markets,
which provides detailed real estate and construction statistics on all the country's larger
cities. You can purchase and download this publication directly from the publications
section of the SIOR Web site at www.sior.com.

Public Construction
.45 According to the Associated General Contractors of America (AGC), public construction is heading
for a modest revival, with gains in highway, school, and most other categories. Highway construction will
rise modestly. Congress approved a 2 percent increase in federal-aid funds for fiscal 2005 (ending September
30), with small increases likely in future years. State fuel and vehicle tax receipts, which typically fund the
state share of highway spending, also are growing slowly.
.46 Educational spending will benefit from the housing boom. Single-family houses appreciated 13
percent nationally in the year ending July-September 2004, according to the Office of Federal Housing
Enterprise Oversight. Where property-tax assessments keep pace, school districts that depend on property
taxes can afford more construction. School construction is likely to shift more toward high schools and away
from elementary schools.

.47 Census estimates show that the elementary-school population in 36 states has fallen since 2000 as the
"baby boom echo" cohort is becoming older.
.48 State higher-education construction, as well as other categories, will benefit from a pickup in state
general-fund revenues. Income and sales tax receipts climbed 7.5 percent in fiscal 2004 (covering July 2003
to June 2004 for most states) after much slower growth in 2001 and 2003 and a sharp decline in 2002, according
to a February 2005 tally by the Nelson A. Rockefeller Institute of Government. That will enable legislatures
to reverse some of the construction cuts and freezes imposed in the last several years. However, delays in
the design, permit, hearing, and contract phases that follow legislative approval mean the public pickup in
construction may not gather steam until 2006. Meanwhile, federal assistance and direct spending for water,
wastewater, and building construction are likely to slow by 2006 due to tight budgets for domestic
discretionary programs.

.49 Putting the pieces together yields a total for construction put in place in 2005 that will be close to the
2004 level, with growth resuming in all three segments by 2006. Meanwhile, more of the dollar total will
represent new projects rather than merely higher materials prices.
.50 The important news affecting public works, of course, is the August enactment of the new multiyear
federal transportation bill, after a delay of close to two years. The new bill includes a 38 percent funding
increase compared to the previous legislation, plus its passage removes the uncertainty over long-term
financing that had hampered state departments of transportation.

Surety Industry Trends
.51 The surety industry is critical to the well-being of the construction industry. Nearly half of all work
performed by contractors is bonded, so any change in the surety market will have a significant effect on the
construction industry.

.52 Surety bonding is a rigorous process in which surety companies prequalify contractors and then
guarantee that the contractors will complete their projects and pay first-tier subcontractors, laborers, and
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materials suppliers (those hired directly by the general contractors). Construction projects can involve three
types of surety bonds:

•

Bid bonds provide financial assurance that the bid has been submitted in good faith and that the
contractor intends to enter into the contract at the bid price.

•

Performance bonds protect the owner from financial loss should the contractor fail to perform the
contract in accordance with its terms and conditions.

•

Payment bonds guarantee that the contractor will pay subcontractors, laborers, and suppliers
associated with the project. (Government property is not subject to mechanic's liens, meaning that
laborers, suppliers, and subcontractors would be without redress if the contractor defaulted, and
there were no payment bond.) Section 270 of the Miller Act, enacted in 1935, governs performance
and payment bonds on federal construction projects.

. 53 Additionally, each of the 50 states, the District of Columbia, Puerto Rico, and almost all local
jurisdictions have enacted legislation requiring surety bonds on public works projects. Generally referred to
as "Little Miller Acts," those laws often set minimum thresholds for which state agencies and local
governments may require surety bonds. Sometimes, no threshold is set, and the local entities themselves
determine what minimum project value necessitates surety bonding.
. 54 While surety credit is similar to obtaining bank credit, it still is a form of insurance. Surety bonds and
insurance both are risk transfer mechanisms that are regulated by state insurance commissioners, and both
provide protection against financial loss.

. 55 Unlike other lines of insurance, however, surety actually is a form of credit. Whereas bankers either
lend money or extend a line of credit, a surety grants a "pledge guarantee." The surety does not lend the
contractor money but instead allows the surety's financial resources to be used to back the commitment of
the contractor; if the contractor defaults, the surety pays for completion of the contractor's work.
. 56 The basic function of surety is prequalification. That process involves a surety underwriter taking an
in-depth look at the contractor's entire business operation and thoroughly analyzing the contractor's
financial strength and capacity to perform before credit is extended. The underwriter will concentrate on the
three "C's"—character, capacity, capital—when making bond credit decisions.
. 57 To issue a surety bond, the surety must be confident that the contractor has good character, experience
matching the requirements of its contracts, financial strength, an excellent credit history, an established
banking relationship and line of credit, and ownership of (or the ability to obtain) the equipment to carry
out the contract.
. 58 The surety industry has weathered the turbulent times of the late 1990s and the first years of the 21st
century, and has come through intact and on course for a potential recovery. The large losses faced by the
industry in the past few years served as a wakeup call to the industry. By returning to the fundamentals,
namely solid underwriting practices, many experts believe that the industry is heading toward recovery.
However, some of the sureties may experience some additional short-term losses as the result of loosening
of underwriting standards demonstrated by some sureties in the 1990s.

. 59 Even though there have been a number of high-profile mergers in the surety market, there have been
instances of surety company failures. In most cases, capacity remains sufficient to support the nation's
construction needs. However, contractors in different market sizes may see changes in the near future and
those contractors considered "marginal" may be dropped by their surety.
•

Capacity for small and emerging contractors remains available, though they will be subject to the
same underwriting standards as their larger peers. Small and start-up contractors who have difficulty
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meeting today's underwriting standards may opt to explore the U.S. Small Business Administration's
Surety Bond Guarantee Program.
•

The midmarket contractor is least likely to be affected by capacity issues. This segment is the primary
target of the industry, and qualified contractors will continue to receive strong support. However, in
some cases, contractors are being required to provide audited financial statements instead of
reviewed financial statements, and some sureties are requiring quarterly reporting. The same
back-to-basics underwriting standards apply: quality financials, capital retention, and personal and
corporate indemnity are all required.

•

Contractors in the $250 million-and-over market may need to address changes in the industry. Surety
companies are less likely to assume the risks of massive, multiyear projects on their own. Co-sureties,
segmented bonding, and joint ventures may be more common, due to the fact that approximately 80
percent of the reinsurers from the 1990s are gone because of the massive surety losses incurred in the
past few years. The tightened reinsurance market is a factor in the need for more creative surety
solutions on mega-projects.

. 60 There are also alternatives to surety, generally referred to as alternate products. These insurance
products were originally designed to protect a general contractor from subcontractor default. Unlike a surety
bond, an alternate product has a deductible and guarantees payment in the event of default, but not
performance. Although this is a relatively new concept, some think it may be a way to circumvent some of
the limitations of the surety industry.

. 61 With further consolidation in the marketplace, continued tight terms and conditions for surety credit
will continue. With the 10 largest premium volume surety companies now controlling more than 65 percent
of the market, it is likely that premium rates will increase. Less negotiation will be available on terms such
as bonding subcontractors, acceptable contract specifications, full indemnity and other underwriting require
ments. There will also likely be a rise in the frequency of credit schemes using creative, unlicensed surety
entities and alternative products.
. 62 In some parts of the country, sureties are requiring clients to upgrade from reviews to audits. Other
sureties are willing to accept reviewed financial statements when accompanied by a review of the client's
internal controls. In some cases, sureties are also requiring quarterly financial statements, in addition to
year-end statements. In addition, some smaller contractors are being required to strengthen their financial
position with personal guarantees and additional indemnity.

. 63 Contractors can expect sureties to look at their work programs more closely, which can lead to changes
in the amount of capacity sureties are willing to offer. Although many surety companies have the capacity
to support an increased work program, they may not have the same appetite for risk as they have had in the
past. Nevertheless, a contractor with a solid reputation and sound financials should have no problem
obtaining the surety credit it needs. Overall, the surety industry is attempting to return to a healthy state and
will continue to respond to the challenges in the construction industry.
. 64 At this critical juncture in the surety industry's life cycle, the following steps may be helpful to ensure
that your company's surety relationship remains free from any dramatic exposure to the surety industry's
changes. You may need to:
•

Meet regularly with your surety underwriters and bond agents and foster a partnering relationship.

•

Know your surety—its results, reinsurance, capacity limitations, credit, and AM Best (a worldwide
insurance-rating and information agency) ratings.

•

Plan for more lead time for larger or unique projects and major decisions.

•

Provide high-quality and timely financial information.
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•

Understand the working capital and equity requirements for the bonding program.

•

Understand the adjustments that the surety makes to the financial statements to arrive at bonding
capacity.

•

Involve your surety in major financial decisions.

•

Understand the working capital and equity requirements for your bonding program (single and
aggregate limit).

•

Use a professional CPA and attorney who specialize in construction contractors and relationships
with sureties.

•

Use a professional surety broker who specializes in surety, and have a “backup" surety available in
case the current surety is unable to provide proper coverage.

Construction Cost Trends
.65 Cleaning up after Hurricanes Katrina and Rita could clean out construction suppliers over the next
year. Builders working far away from the Gulf Coast are likely to experience shortages, lagging deliveries,
and higher prices, experts say.
.66 The fallout comes at a time of already-high demand for construction materials and equipment.
Regional cement shortages are hurting contractors in many states. Availability of larger equipment, such as
earthmoving machines, is tight. Nominal prices for highway diesel, averaging $2.59 per gallon, are at an
all-time high. Each week brings a new record in diesel prices, according to the U.S. Department of Energy.
And Hurricanes Katrina and Rita will push many of these costs much higher, according to Ken Simonson,
chief economist for the Associated General Contractors of America.

.67 Heavy equipment dealers in the Gulf Coast area expect to see a run-up for construction machines,
such as crawler dozers, excavators, and wheel loaders. The region's need for equipment over the next 12
months is going to be twice the normal demand, experts say.
.68 Machinery analysts have forecasted per-unit sales of construction equipment to increase by a hearty
8 percent to 10 percent this year. Hurricanes Katrina and Rita may push up next year's modest forecast of 2
percent to 5 percent.

.69 The crunch could tighten global supplies of construction machinery, whose demand is expected to
rise to $106 billion by 2009 from last year's $81.4 billion, according to Freedonia Group Inc., a market research
firm in Cleveland. U.S. machinery exports climbed a staggering 44 percent during this year's first half,
according to the Milwaukee-based Association of Equipment Manufacturers.
.70 Ready-mix concrete prices are up 16 percent since they began to rise quickly late in 2003. Prices rose
0.9 percent in March and April but declined slightly in May and June. The price increases to date have been
driven by sharply higher imports of cement at premium prices, strained capacity at U.S. cement plants, and
bigger margins for ready-mix suppliers. Also, higher diesel and natural gas prices have contributed to cost
increases at cement plants and ready-mix fleets.
.71 Cement was already in short supply in 32 states and the District of Columbia before the hurricanes
and the disruption to ocean, barge, and rail transport from the storm, as well as the loss of power to cement
plants in the storm's path, will cut further into cement supplies. At the same time, the urgent need to stabilize
and rebuild roads, other infrastructure, and buildings will increase demand for cement and other materials.
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.72 The construction industry has been urging the Commerce Department and the Southern Tier Cement
Committee to reach immediate agreement on a way to allow Mexican cement into the Gulf states without
the punitive 55 percent duty now in place.
.73 Hurricanes Katrina and Rita's impact on industry is also stretching far beyond oil refineries. The
storms knocked out lumber mills as well. The Gulf Coast region is fertile ground for yellow pine, which is
sold as plywood, oriented strand board, and pressure-treated lumber. Prices for yellow pine and related
products have already gone up 10 percent. Hurricane Katrina boosted lumber prices overnight, and the
storms will continue to increase construction costs in other, subtler ways—through fuel surcharges on
deliveries, for instance. Experts say prices are likely to go even higher because of increased demand for
lumber when the work of rebuilding Hurricane Katrina damage begins in earnest.
.74 On the brighter side, the buyers' market for labor is expected to continue into next year. June's 5
percent unemployment rate overstates the tightness in the labor market because labor-force growth has been
unusually low recently. The missing workers are partly due to measurement error and partly due to the usual
withdrawal from the labor force when jobs are hard to find. Monthly job gains are expected to rise slightly
over the next year from the 180,000 during the spring, without any further decline in the unemployment rate.
Rather, the unemployment rate is more likely to rise in the next few months. A stable unemployment rate
requires about 60,000 people to reenter the labor force each month. Experience in similar economic conditions
in the late 1990s suggests that this is likely.

Help Desk—The Engineering News Record publishes detailed quarterly cost studies that track
average prices for a wide variety of materials and labor classifications in major cities across
the country. You can access summaries of the studies at the magazine's Web site at
www.enr.com.

Doing Business With FEMA During Disaster Recovery
.75 Hurricanes Katrina and Rita caused massive destruction and damage that will require a multitude
of services and products during the recovery process. The services of independent contractors are usually
acquired through sealed bidding or negotiations; however, the Federal Emergency Management Agency
(FEMA) accepts capability statements and informational packages. The following information should be
included:
•

Company name

•

Business address

•

Contact information

•

Type of service or product offered

•

Type of equipment

•

Number of workers being provided

•

Cost for service or product

•

Whether the company is volunteering services

.76 FEMA also procures goods and services through the General Service Administration's Federal Supply
Schedule (information available at www.gsa.gov/regions.htm) and identifies qualified small businesses
through the U.S. Small Business Administration's Pro-net. Companies can register with Pro-Net on the SBA's
Web site (www.sba.gov).
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.77 In addition, state and local governments make purchases for disaster recovery services and products.
Contractors should check the emergency management or other appropriate Web sites of the affected states
for information.
Help Desk—For more information about doing business with FEMA, visit www.fema.
gov/ofm or call the FEMA Acquisitions Office at (202) 646-4006.

Legislative Issues and Developments
Transportation Act
.78 In July, Congress passed the Safe, Accountable, Flexible and Efficient Transportation Equity Act: A
Legacy for Users (SAFETEA-LU), a measure that will provide more than $286 billion in funding for new
highways, roads, airports, bridges, transit facilities, and other transportation-related projects.
.79 SAFETEA-LU reauthorizes federal aid for highways, mass transit, safety, and research programs
through fiscal year 2009. The bill provides more than $50 billion for transit programs and $6 billion for
transportation safety and contains a $15 billion highway bond plan.

.80 The legislation comes nearly two years after SAFETEA-LU's predecessor, TEA-21, expired in 2003.
In the interim, Congress approved 12 extensions to ensure that states continued to receive funding.

Energy Bill
.81 Congress also voted in July to pass comprehensive energy legislation.

.82 The legislation touches nearly every sector of the energy industry, expanding oil and gas production
and creating the first inventory of U.S. offshore oil and gas resources. Additionally, the bill provides tax
incentives for renewable energy, nuclear power, and coal production; requires utilities to follow nationwide
electric reliability rules; and provides incentives for energy efficiency and conservation measures.

.83 However, the final bill did not address a number of controversial items, including a provision that
would have shielded manufacturers of the controversial gasoline additive methyl tertiary butyl ether (MTBE)
from most product lawsuits associated with groundwater contamination, and the issue of drilling in the
Arctic National Wildlife Refuge (ANWR) in Alaska.

.84 Republican leaders intend to pursue the ANWR proposal through the budget "reconciliation"
process. Unlike most bills in the Senate, the budget measure cannot be filibustered and only needs a simple
majority for passage.

Youth Employment Laws
.85 In July, the U.S. Department of Labor (DOL) unveiled a new national outreach campaign to increase
awareness of the construction industry's youth employment laws.

.86 The Youth Working in Construction Campaign is part of the agency's ongoing YouthRules! initiative,
a program launched by the DOL in 2002 to highlight federal and state rules concerning young workers and
to educate parents, teens, employers, and educators about the types of jobs teens can hold and the number
of hours they can work.
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.87 As part of the campaign, the DOL is offering an electronic seminar presentation that describes
prohibited equipment and activities and uses video clips depicting real-life examples of safe work practices.
Additionally, the presentation discusses regulations implemented last year that expanded protections for
young workers.

Help Desk—To order a CD-ROM copy of the Youth Working in Construction video, visit the
DOL's Wage and Hour Division Web site at www.wagehour.dol.gov. For more information
about the jobs youths may perform and the number of hours they may work, contact the
DOL at (866) 4USWAGE.

Current Accounting Issues and Developments
Accounting for Contracts
.88 Statement of Position (SOP) 81-1, Accounting for Performance of Construction-Type and Certain ProductionType Contracts, sets forth recommendations on accounting for construction-type and certain production-type
contracts in all industries. In addition, the AICPA's Audit and Accounting Guide Construction Contractors
(the Guide) presents recommendations of the AICPA Construction Contractors Guide Committee on, and
descriptions of, financial accounting and reporting principles and practice for construction contractors. In
accounting for contracts, the basic accounting policy decision is the choice between the two generally
accepted methods: the percentage-of-completion method, including units of delivery, and the completedcontract method. The Guide's recommendations on basic accounting policy are set forth in the sections
"Percentage-of-Completion Method" and "Completed-Contract Method," which identify the circumstances
appropriate to the methods, the basis of applying the methods, and the reasons for the recommendations.
The recommendations apply to accounting for individual contracts and to accounting for other profit centers
in accordance with the recommendations in the section on "Determining the Profit Center." As a result of
evaluating individual contracts and profit centers, a contractor should be able to establish a basic policy that
should be followed in accounting for most of his or her contracts. In accordance with the requirements of
Accounting Principles Board (APB) Opinion No. 22, Disclosure of Accounting Policies, a contractor should
disclose in the note to the financial statements on accounting policies the method or methods of determining
earned revenue and the cost of earned revenue, including the policies relating to combining and segmenting,
if applicable.
Help Desk—AICPA Audit and Accounting Guide Construction Contractors (product no.
012585kk), with conforming changes as of May 1, 2005, has been updated to reflect the
issuance of recently issued authoritative pronouncements. The Guide is available through
the AICPA's reSOURCE Online and reSOURCE CD-ROM products, as well as through a
loose-leaf subscription service. Paperback editions of Audit and Accounting Guides can be
purchased as well. Subscriptions to AICPA reSOURCE, subscriptions to the loose-leaf
service, and paperback copies of the Guide may be obtained by calling the AICPA Service
Operations Center at (888) 777-7077, by faxing a request to (800) 362-5066, or by going online
at www.cpa2biz.com.

Job Performance
.89 When projects are not completed on time, it is difficult for contractors to be profitable. Some contracts
may even require that the contractor pay penalties if the job is not completed by a specified date. Jobs that
are significantly behind their established timetable may require additional attention to determine that the
original estimates of gross profit have not deteriorated (profit fade) and that the job has not incurred a loss
(which should be recognized immediately).
.90 For contractors that are experiencing layoffs and increased turnover, it may require some time to find
a competent replacement for key operational employees who leave the company before the job is completed.
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The contractor may be forced to use less-experienced personnel in certain positions, including management,
and that lack of experience can result in the job taking longer to complete and costing more than originally
anticipated.
.91 A disruption in the supply of key materials can also affect the ability of the contractor to complete
the project on time. During the past year, most construction materials were in adequate supply. However,
the events of recent years have shown that an unexpected or continuing surge in demand for materials can
quickly outpace supply and create shortages and delays. And cleaning up after Hurricanes Katrina and Rita
could deplete some construction suppliers over the next year. Builders working far away from the Gulf Coast
are likely to experience shortages, lagging deliveries, and higher prices. In addition, the lead time required
for specifically fabricated items may affect the contractor's ability to deliver the project on time.

Job Status Indicators
.92 Keeping tabs on how jobs are progressing is crucial to a contractor's profitability. Presented here are
four indicators (projected cost variance, over/under billings, cash flow, and scope change effectiveness
index) that, when taken together, can reliably determine how a job is doing by integrating all of the financial
variables that reveal and predict a job's performance. While these indicators do not indicate why a job is
doing better or worse than planned, they will alert you to jobs in need of tighter management and more
attention. However, before examining these indicators, it's important to establish consistent definitions for
four common terms.

Original Budget
.93 The original budget (OB) is the cost budget associated with a job at the time the job is awarded, or as
modified by the job's project manager before job inception. The OB must be compatible in form and function
with the way incurred costs are recorded. Once established, the OB is not changed for any reason. It is broken
down in accordance with the job's work breakdown structure.

Revised Budget
.94 The revised budget (RB) reflects the OB plus the cost budget associated with customer-requested
scope changes. This is the most important budget pertaining to a particular job because it is the reference
point. The scope changes referred to here are changes in work for which the contractor will be paid.
.95 There are several common situations that should not affect the RB:
•

Savings or overruns due to subcontractor or vendor buyouts;

•

Costs due to unexpected weather conditions or for any other occurrence, when such occurrences are
not to be paid for by the customer; and

•

Forced work orders, unless payment for the work is likely.

.96 One situation, however, that does affect the RB is a rearrangement of work (ROW)—a redistribution
of resources to accomplish the original scope of work using a different methodology. To ensure that ROW
transactions do not affect a job's revised budgeted margins, the sum of the rearrangements equals zero at
the job (top) level, regardless of the changes made further down in the work breakdown structure. A
contingency cost code is frequently used in conjunction with ROW transactions to ensure that they net to
zero.

.97 There is often confusion about when the RB should be amended. By examining the steps in the scope
change process, it is clear when the update should occur.
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.98 Step 1. The customer requests a proposal for a scope change, which the contractor prepares and
submits to the customer. At this point, the RB is not affected; however, the proposal is tracked so the
contractor can identify the value, number, and content of outstanding proposals for any given job at any
given time.
.99 Step 2. The customer either rejects the proposal or accepts it, perhaps even with modifications, and
the contractor receives a Notice to Proceed. At this point the customer has not formally signed the scope
change (in reality, the signed scope change may not follow for weeks or even months), but the contractor
starts work anyway, thinking, "I don't have a signed scope change, so I'm not going to update the RB, even
though I am proceeding with the work and incurring the associated costs."
.100 This is very dangerous. The job will always appear to be over-budget because the RB is too low. The
RB should be updated at the time the Notice to Proceed is received. At the same time, your system should
track unsigned scope changes that are affecting the RB so you can effectively monitor and manage those
items. If the arrival of the Notice to Proceed alerts contractors to update the RB, it also frequently prompts
contractors to ask, "How do I best record the change in contract amount associated with the Notice to Proceed
transaction?" There are three commonly used methods.
1. Don't record the contract amount change at all until the scope change is signed.

2. Record the contract amount change without any margin until the scope change is signed.
3. Record the fully margined contract amount associated with the scope change when the Notice to
Proceed is received.
.101 When using the four indicators discussed later, it is important to properly record the fully margined
scope change and to keep the RB properly updated. The best way to do this is have three contract amount
categories: original contract amount (OCA), revised contract amount (RCA), and forecast contract amount
(FCA). The OCA corresponds to the OB. The RCA comprises the OCA plus additional contract amounts
associated with all approved (signed) scope changes. The FCA comprises the RCA plus all unsigned scope
changes/contract modifications with authorized Notices to Proceed. The difference between the FCA and
the RCA (that is, unsigned scope changes for which there is a Notice to Proceed) should be continually
managed so it will be reduced to zero before the job is completed.

Forecasts
.102 Forecasts are a project manager's best projection of hours, quantities, and costs at job completion,
down to the most detailed level of the work breakdown structure. (Forecasts are normally furnished on a
monthly basis.) In developing these forecasts, project managers integrate all available job information, as
well as all scope changes for which a Notice to Proceed was received. Forecasts, when used, are typically the
single most important piece of information in a contractor's management information system.

Estimated Cost at Completion
.103 Estimated cost at completion (ECAC) is a function of integrating budget and forecast information,
as well as information contained in your information system, such as committed costs, incurred costs, and
productivity (management information system data + forecast information). While it means nothing by itself,
the ECAC is the basis for two of the four indicators: projected cost variance and over/underbillings.

The Four Indicators
.104 1. Projected Cost Variance (PCV). The formula is PCV = ECAC - RB. The PCV is the single most
important indicator of job progress. On the first day of a job, this indicator should be zero. As a job progresses,
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this indicator becomes either positive (adverse, over budget) or negative (favorable, under budget). In one
number, the PCV captures everything about how a job is progressing operationally (as opposed to finan
cially) and easily indicates operational problems from the job level all the way down the work breakdown
structure.
.105 This one indicator shows how the job costs will vary from the RB at job completion if action is not
taken. The earlier in the job cycle that adverse variances are determined, the better the chances that
appropriate action can remedy the situation. The PCV is normally calculated monthly and is formulated as
of the end of the job, not as of the date that the calculation is made. Projecting to the end of the job is preferable
because many costs not related to productivity (for example, committed costs and material costs) are
much easier to evaluate as they relate to the total job at completion, rather than to fractional points in
the job cycle.
.106 2. Over/Underbillings (O/UB). The formula is O/UB = Revenue-Billings. Unlike other industries,
overbillings and underbillings are common in the construction industry. Contractors can capitalize on this
to improve liquidity and to compensate for customer-withheld retention. It is common for lump-sum and
unit-price work to “front-end load" billing schedules, so the billing-to-costs ratio is larger for work performed
at the beginning of the job than for work performed later in the job cycle. In a practice called "unbalancing"
(common in unit-price work), items with the potential for quantity overruns are priced with higher margins
than items with little or no chance of overruns (or possible elimination from the contract). These practices
should normally result in an overbilled position for a job, with over-billings typically largest in the early to
midportion of the job cycle.
.107 Considering these factors, underbillings in a job should be a major warning to financial managers.
Underbillings can and usually do occur where many (or even all) other financial indicators, including PCV,
are favorable. As such, underbillings can be a telltale sign that everything is not copasetic. Underbillings
usually occur because the operations staff has either (a) not updated the forecasts or (b) forecasted too low,
resulting in an ECAC that is skewed too low and a percent complete that is skewed too high.
.108 Since the percent complete is too high, the billings resulting from that figure are also too high. The
customer cannot be billed by those numbers, which leads to underbillings. In reality, the amount billed is
probably consistent with the work that has been done, but the ECAC is not correct. An incorrect ECAC is a
more serious problem than underbilling, per se; the corrected ECAC will reduce the job's revenue and
associated gross margin. Due to these factors, underbillings are frequently a sign of serious problems.
.109 The O/UB indicator can sometimes be more important than PCV. In addition to possibly indicating
an incorrect ECAC, O/UB relates to nonquantifiable factors, such as an unhappy customer, work falling
behind schedule, or work of poor quality that must be redone, as well as just the normal lethargy project
managers exhibit in submitting requisitions for payment. So, job un-derbillings should be investigated even
if all other job metrics are favorable.

.110 3. Cash Flow (CF). CF is the ultimate reality check. There are numerous examples where PCV and
O/UB were favorable, but the job was still a bust simply because the customer cannot (or will not) pay the
bills. The first two indicators are based on internal factors. CF, on the other hand, is a measure of
customer/client/supplier relationships. As such, it should be carefully and frequently monitored.

.Ill 4. Scope Change Effectiveness Index (SCEI). The formula is SCEI = (FCA-RB)/FCA (OCA-OB)/
OCA.SCEI is a ratio of revised contract budgeted margin to original contract budgeted margin. It indicates
that both the contract amount and contract cost portion of the scope changes are properly processed. Unless
special arrangements are made with the customer regarding scope change margin percentages (after the job
has been awarded), this indicator is normally greater than one. If the SCEI is less than one, the scope changes
are probably not being recorded correctly in the management information system.
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.112 This indicator has nothing to do with job production, variances, or relationships with the customer.
It simply determines if the scope changes are being properly entered into the system. The purpose of this
indicator is to prevent inadvertent omission of the revenue portion of a scope change when the cost portion
is processed. This is a frequent problem in the construction industry, resulting in what is commonly referred
to as scope creep.

Guidance Related to Natural Disasters
.113 In September 2005, following the destruction caused by Hurricane Katrina, the AICPA issued
Technical Practice Aid (TPA) section 5400.05, "Accounting and Disclosures Guidance for Losses from Natural
Disasters—Nongovernmental Entities," to address some of the questions that arose in the aftermath of this
disaster. This TPA identifies accounting literature, which gives guidance on the following accounting issues
that may arise in accounting for losses from natural disasters:
•

Classifying, in the statement of operations, losses from a natural disaster of a type that is reasonably
expected to recur

•

Recognizing an asset impairment loss related to a natural disaster

•

Recognizing a liability for nonimpairment losses and costs related to a natural disaster

•

Accounting for insurance recoveries to cover losses sustained in a natural disaster, and additional
considerations related to business interruption insurance recoveries

•

Fulfilling required disclosures regarding the impact of a natural disaster

Help Desk—This TPA can be accessed at www.aicpa.org/download/acctstd/Natural_
disaster_TPA_5400.05.pdf.

Variable Interest Entities
.114 Financial Accounting Standards Board (FASB) Interpretation No. 46, Consolidation of Variable Interest
Entities, issued in January 2003, affected the reporting of a large number of companies associated with special
purpose entities (SPEs, entities established for a specific purpose). The concepts in FASB Interpretation No.
46 were very complex and far reaching. In December 2003, the FASB issued Interpretation No. 46 (revised
December 2003), Consolidation of Variable Interest Entities (FASB Interpretation No. 46(R)), which revised and
clarified certain of the concepts in the original document.
.115 FASB Interpretation No. 46(R) interprets Accounting Research Bulletin (ARB) No. 51, Consolidated
Financial Statements, which, for approximately half a century, was the principal authoritative literature
governing when an investor should consolidate an in-vestee. ARB No. 51 concluded that consolidated
financial statements are "usually necessary for fair presentation when one of the companies in the group
directly or indirectly has a controlling interest in the other companies." FASB Statement No. 94, Consolidation
of All Majority-Owned Subsidiaries, issued in October 1987, amended ARB No. 51 to remove one of the three
exceptions provided in ARB No. 51 that allowed an investor to avoid consolidating a majority-owned
investee. ARB No. 51, with certain exceptions, required consolidation of an investee if an investor had a
controlling financial interest in the investee. In general, a controlling financial interest was exhibited by an
ownership interest of more than 50 percent of the investee's voting stock.
.116 In 1990, to address the consolidation of SPEs for which voting rights were not considered substantive,
the Emerging Issues Task Force (EITF) reached a consensus on Issue No. 90-15, "Impact of Nonsubstantive
Lessors, Residual Value Guarantees, and Other Provisions in Leasing Transactions" Issue 90-15 required a
lessee to consolidate an SPE-lessor if all the following conditions were met:
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•

Substantially all the SPE's activities involved assets to be leased to the lessee.

•

The lessee was exposed to the substantive risks and was entitled to substantially all the residual
rewards of the leased assets and the SPE's financing arrangements.

•

The SPE's owners had not made a substantive residual equity investment that would be at risk
throughout the term of the lease.

.117 The consolidation of most SPEs was avoided based on the third condition not being met (in other
words, the SPE's owners had made a substantive residual equity investment). As practice evolved, a
"substantive residual equity investment" came to mean an amount equal to 3 percent of the fair value of the
SPE's assets.

.118 Then the Enron scandal exploded. Enron had set up an elaborate array of entities to shift debt away
from the company's books, while absorbing substantially all the risk associated with that debt either through
guarantees of the debt or the SPE's assets. The extent of those guarantees came as a surprise to many investors.

.119 In response, the FASB issued Interpretation No. 45, Guarantor's Accounting and Disclosure Require
ments for Guarantees, Including Indirect Guarantees of Indebtedness of Others, which requires a guarantor to
recognize the fair value of its guarantee obligations as a liability and provide certain disclosures about the
nature of guarantees it has provided, and FASB Interpretation No. 46 (which subsequently was replaced by
FASB Interpretation No. 46(R)).

Importance in Construction
.120 FASB Interpretation No. 46(R) may have a significant impact on construction companies. Some of
the more common arrangements that may be affected by FASB Interpretation No. 46(R) include the following:
•

Real estate developers frequently form separate legal entities to own property to be developed. The
purpose of the separate legal entity is to isolate the developer's other assets from the project to be
developed in the event the project is unsuccessful.

•

The owners of closely held construction contractors may establish separate legal entities to acquire
equipment that is then leased to the contractor. Often, such entities are created for estate-planning
purposes.

•

Contractors may also form joint ventures to develop a project. Joint venture partners could include
another party with unique capabilities in some facet of the project. In some circumstances, such as
when the bid documents require that a prime contractor perform more than half of the work, two or
more contractors may form a joint venture to become the prime contractor, to meet the contractual
requirements.

.121 Each of these separate legal entities may meet the criteria in FASB Interpretation No. 46(R) to be a
variable interest entity (VIE), which necessitates a careful consideration of the Interpretation's provisions.
.122 It is common in the construction industry for a contractor to report its interests in a joint venture by
consolidating its proportionate interest in the venture. The AICPA Accounting and Audit Guide Construction
Contractors (the Guide), issued in 1981, provided guidance on how to account for joint ventures. In addition,
EITF Issue No. 00-1, "Investor Balance Sheet and Income Statement Display under the Equity Method for
Investments in Certain Partnerships and Other Ventures," recognized the specialized, longstanding practice
that had developed in the construction industry by permitting companies to continue consolidating their
proportionate interests in investees in the construction industry. However, after the issuance of FASB
Interpretation No. 46(R), companies can no longer take it for granted that pro-rata consolidation is appro
priate.
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Variable Interest Entities
.123 FASB Interpretation No. 46(R) introduced a number of new concepts into the literature. FASB
Interpretation No. 46(R) does not define a VIE, but it does describe the characteristics of one. As described
by FASB Interpretation No. 46(R), a VIE is an entity for which a controlling financial interest is provided
through ownership of interests other than voting stock. Rather, a controlling financial interest arises out of
the economics—a holder of variable interests that is either exposed to a majority of the VIE's expected losses
or is entitled to a majority of its expected residual rewards is the party with a controlling financial interest,
even if none of the interests is in voting common stock.
.124 FASB Interpretation No. 46(R) is complex. Judgment is called for in analyzing entities with which a
company has business arrangements to determine if those entities are VIEs and, if so, whether consolidation
is required.
.125 In applying FASB Interpretation No. 46(R), an investor and its related parties (which include the
investor's officers, employees, and directors; parties that have a "close business relationship" with the
investor; and parties that cannot sell, pledge, or exchange their interests in an entity without the investor's
prior approval) must first determine whether they have a variable interest.

.126 Variable interests include, but are not limited to, equity investments; debt instruments; guarantees;
beneficial interests; service contracts; leases, including guarantees or fixed-price purchase options; forward
contracts; and options. In essence, almost any asset, liability, or off-balance-sheet contractual arrangement
between parties could qualify as a variable interest. However, a variable interest is distinguished from other
assets, liabilities, and off-balance-sheet contractual arrangements by virtue of the fact that a variable interest
under FASB Interpretation No. 46(R) is one that absorbs the variability in the entity's return. For example, a
party that guarantees the value of real estate held by a developer (or guarantees the developer's bank
borrowings used to finance the real estate) has a variable interest because, through the guarantee, the
guarantor will absorb any negative variability in returns on the real estate that result in the value of the real
estate declining.
.127 If it is decided that a party has a variable interest and it is not immediately clear that the interest is
so minor it could not possibly result in that party being required to consolidate the entity in which the variable
interest is held, that party must determine whether the entity is a VIE. Paragraph 5 of FASB Interpretation
No. 46(R) indicates that an entity is a VIE if any one of the following criteria is met:
1. The total equity investment at risk is insufficient to permit the entity to finance its activities without
additional subordinated financial support provided by any parties, including equity holders. For this
purpose, the total equity investment at risk:

a.

Includes only equity investments in the entity that participate significantly in profits and losses,
even if those investments do not carry voting rights.

b.

Does not include equity interests that the entity issued in exchange for subordinated interests in
other variable interest entities.

c.

Does not include amounts provided to the equity investor directly or indirectly by the entity or
by other parties involved with the entity (for example, by fees, charitable contributions, or other
payments), unless the provider is a parent, subsidiary, or affiliate of the investor that is required
to be included in the same set of consolidated financial statements as the investor.

d.

Does not include amounts financed for the equity investor (for example, by loans or guarantees
of loans) directly by the entity or by other parties involved with the entity, unless that party is a
parent, subsidiary, or affiliate of the investor that is required to be included in the same set of
consolidated financial statements as the investor.
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2. As a group the holders of the equity investment at risk lack any one of the following three
characteristics of a controlling financial interest:

a.

The direct or indirect ability through voting rights or similar rights to make decisions about an
entity's activities that have a significant effect on the success of the entity. The investors do not
have that ability through voting rights or similar rights if no owners hold voting rights or similar
rights (such as those of a common shareholder in a corporation or a general partner in a
partnership).

b.

The obligation to absorb the expected losses of the entity. The investor or investors do not have
that obligation if they are directly or indirectly protected from the expected losses or are
guaranteed a return by the entity itself or by other parties involved with the entity.

c.

The right to receive the expected residual returns of the entity. The investors do not have that
right if their return is capped by the entity's governing documents or arrangements with other
variable interest holders or the entity.

3. The equity investors as a group also are considered to lack characteristic 2(a) if (a) the voting rights
of some investors are not proportional to their obligations to absorb the expected losses of the entity,
their rights to receive the expected residual returns of the entity, or both and (b) substantially all the
entity's activities (for example, providing financing or buying assets) either involve or are conducted
on behalf of an investor that has disproportionately few voting rights. For purposes of applying this
requirement, enterprises shall consider each party's obligations to absorb expected losses and rights
to receive expected residual returns related to all that party's interests in the entity and not only to
its equity investment at risk.
In some situations, it will be easy to determine if any of these conditions is met. In most circumstances,
however, that will not be the case.

.128 The requirements of FASB Interpretation No. 46 were originally to be applied immediately to all
VIEs created after January 31, 2003, and no later than the beginning of the period beginning after June 15,
2003 (July 1, 2003, for a calendar-year company that issues quarterly financial information that purports to
comply with generally accepted accounting principles), to VIEs created before February 1, 2003. Because of
concerns raised by constituents over the operationality of FASB Interpretation No. 46, the FASB delayed its
effective date in October 2003 for those entities created before February 1, 2003. FASB Interpretation No.
46(R) modified the effective date provisions in FASB Interpretation No. 46 as follows.
.129 For public entities that are small business issuers, FASB Interpretation No. 46(R) must be applied to
all VIEs no later than the end of the first reporting period that ends after December 15,2004 (the year ending
December 31,2004, for calendar-year companies), including those VIEs to which FASB Interpretation No. 46
had already been applied (for example, those created after January, 31, 2003).
.130 For public entities that are not small business issuers, FASB Interpretation No. 46(R) must be applied
to all VIEs no later than the end of the first reporting period that ends after March 15,2004 (the quarter ending
March 31,2004, for calendar-year companies), including those VIEs to which FASB Interpretation No. 46 had
already been applied.

.131 A nonpublic entity is required to apply FASB Interpretation No. 46(R) to all VIEs in which it holds
variable interests by the beginning of the first reporting period beginning after December 2004, (January 1,
2005, for a calendar-year company). A nonpublic entity is required to apply FASB Interpretation No. 46(R)
immediately to VIEs created after December 31, 2003.
.132 In addition, FASB Interpretation No. 46(R) required public companies to apply either FASB Inter
pretation No. 46 or FASB Interpretation No. 46(R) to entities that would have previously been evaluated
under the accounting literature as SPEs by the end of the first reporting period ending after December 15,
2003.
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.133 FASB Interpretation No. 46(R) expanded the consolidation requirements by requiring existing
unconsolidated VIEs to be consolidated with their primary beneficiaries if the entities do not effectively
disperse risk among the investing parties. As such, VIEs that effectively disperse risks will not be consolidated
unless a single party holds an interest or combination of interests that effectively recombines risks that were
previously dispersed.

Expected Losses
.134 If an entity is a VIE, the primary beneficiary entity and its related parties need to determine if
they—or another investor—are exposed to a majority of the entity's "expected losses." If so, the party exposed
to a majority of expected losses is required to consolidate the VIE. That party is referred to in FASB
Interpretation No. 46(R) as the VIE's "primary beneficiary."
.135 If no investor is exposed to a majority of "expected losses," the enterprise and its related parties
would need to determine if they are entitled to a majority of the entity's residual rewards. If so, the entity
entitled to major rewards would be required to consolidate the entity.
.136 If the enterprise is not required to consolidate the VIE, it would account for its investment in the
entity using whatever method is appropriate under other accounting literature. (For equity investments,
appropriate accounting methods may include using the equity or cost method, or recording at fair value if
the investment has a readily determinable fair value and the enterprise and its related parties do not exercise
significant influence over the entity's activities. If the variable interest is based on guarantees or other
contractual arrangements, disclosure is required.)
.137 Where significant investments do not result in consolidation, disclosure should include the nature
of the investment, the exposure to losses, the purpose and size of the investment, and activities with the VIE.

.138 In determining whether an entity's equity is sufficient to cover "expected losses," it is important to
understand that "expected losses" do not only arise in situations where an investor loses its stated invested
principal.
.139 As used in FASB Interpretation No. 46(R), "expected losses" can arise when an investment under
performs expectations. For example, if the property held by a real estate limited partnership is expected to
appreciate by 10 percent per year for the five-year life of the partnership, the partnership would incur
"expected losses" for any possible scenario where appreciation could be less than 10 percent per year.
.140 So, if it were possible that the property could appreciate by 6 percent annually, the entity would
need to have sufficient equity to "absorb" the opportunity cost related to the 4 percent difference between
the expected return and the possible return.

Control of Entities' Activities
.141 Fees paid to any of the investors, for any reason, must be deducted from the equity invested when
considering whether the equity is sufficient to absorb losses and whether the equity investors, as a group,
control the activities of an entity.
.142 For example, if a developer is the general partner in a limited partnership and receives a fee at
inception in excess of its investment, the limited partnership entity would be deemed to be a VIE. This is
because FASB Interpretation No. 46(R) requires investors with equity in the entity to be able to control its
activities to not be considered a VIE.
.143 In this example, the general partner—who is the only party with the right to control the ongoing
activities of the partnership, the other partners being passive investors—does not have equity in the entity
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since the fees it received at inception exceeded its investment. That conclusion could require a limited partner
to consolidate if the limited partner owns more than 50 percent of the limited partnership interests even
though that limited partner's risks are limited to its accumulated and undistributed investment.

Conclusion
.144 As a result of FASB Interpretation No. 46, you should review your company's participations in VIEs
to evaluate whether these entities should be consolidated. In many cases, real estate partnerships, LLCs, and
other entities guaranteed by the operating entity (for example, the contractor) or its owner will have to be
consolidated. To ensure compliance, review the full provisions of FASB Interpretation No. 46 when account
ing for your company's partnerships and alliances.
.145 FASB Staff Positions. The FASB has issued and proposed several FASB Staff Positions (FSPs)
related to Interpretation No. 46 that may be of interest to construction contractors. FSPs are available on the
FASB Web site at www.fasb.org.

Asset Retirement Obligations
.146 Many construction contractors have mining operations or asphalt/concrete plants that have signifi
cant dismantling and restoration costs associated with retirement of the assets. FASB Statement No. 143,
Accounting for Asset Retirement Obligations, addresses financial accounting and reporting for obligations
associated with the retirement of tangible long-lived assets and the associated asset retirement costs. It applies
to legal obligations associated with the retirement of long-lived assets that result from the acquisition,
construction, development, and/or the normal operation of a long-lived asset, except for certain obligations
of lessees. As used in FASB Statement No. 143, a legal obligation is an obligation that a party is required to
settle as a result of an existing or enacted law, statute, ordinance, or written or oral contract or by legal
construction of a contract under the doctrine of a promissory estoppel. FASB Statement No. 143 requires that
the fair value of a liability for an asset retirement obligation be recognized in the period in which it is incurred
if a reasonable estimate of fair value can be made. If a reasonable estimate of fair value cannot be made in
the period the asset retirement obligation is incurred, the liability shall be recognized when a reasonable
estimate of fair value can be made. Upon initial recognition of a liability for an asset retirement obligation,
an entity should capitalize an asset retirement cost by increasing the carrying amount of the related long-lived
asset by the same amount as the liability. An entity should subsequently allocate that asset retirement cost
to expense using a systematic and rational method over its useful life.

Recent Interpretation
.147 In March 2005, the FASB issued FASB Interpretation No. 47, Accounting for Conditional Asset
Retirement Obligations—an interpretation of FASB Statement No. 143. This Interpretation clarifies that the term
conditional asset retirement obligation as used in FASB Statement No. 143 refers to a legal obligation to perform
an asset retirement activity in which the timing and/or method of settlement are conditional on a future
event that may or may not be within the control of the entity. The obligation to perform the asset retirement
activity is unconditional even though uncertainty exists about the timing and/or method of settlement. Thus,
the timing and/or method of settlement may be conditional on a future event. Accordingly, an entity is
required to recognize a liability for the fair value of a conditional asset retirement obligation if the fair value
of the liability can be reasonably estimated. The fair value of a liability for the conditional asset retirement
obligation should be recognized when incurred—generally upon acquisition, construction, or development
and/or through the normal operation of the asset. Uncertainty about the timing and/or method of settlement
of a conditional asset retirement obligation should be factored into the measurement of the liability when
sufficient information exists. FASB Statement No. 143 acknowledges that in some cases, sufficient informa
tion may not be available to reasonably estimate the fair value of an asset retirement obligation. This
Interpretation also clarifies when an entity would have sufficient information to reasonably estimate the fair
value of an asset retirement obligation.
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.148 Diverse accounting practices have developed with respect to the timing of liability recognition for
legal obligations associated with the retirement of a tangible long-lived asset when the timing and/or method
of settlement of the obligation are conditional on a future event. For example, some entities recognize the
fair value of the obligation before the retirement of the asset with the uncertainty about the timing and/or
method of settlement incorporated into the liability's fair value. Other entities recognize the fair value of the
obligation only when it is probable the asset will be retired as of a specified date using a specified method
or when the asset is actually retired. This Interpretation clarifies that an entity is required to recognize a
liability for the fair value of a conditional asset retirement obligation when incurred if the liability's fair value
can be reasonably estimated. Questions also arose about when sufficient information may not be available
to make a reasonable estimate of the fair value of an asset retirement obligation. This Interpretation clarifies
when an entity would have sufficient information to reasonably estimate the fair value of an asset retirement
obligation.
.149 This Interpretation is effective no later than the end of fiscal years ending after December 15, 2005
(December 31, 2005, for calendar-year enterprises). Retrospective application for interim financial informa
tion is permitted but is not required. Early adoption of this Interpretation is encouraged.

Accounting for Weather Derivatives
.150 Weather derivative contracts (that is, contracts indexed to climatic or geological variables) are
relatively new; however, their market presence is rapidly growing. The construction industry is one of the
market areas where the potential use of weather derivatives would likely expand. EITF Issue No. 99-2,
"Accounting for Weather Derivatives," prescribes the accounting treatment for weather derivatives. The
increased use of weather derivative contracts raises questions about whether such contracts should be
accounted for under accrual accounting, under settlement accounting, under insurance accounting, marked
to fair value through earnings at each reporting date, or under some other method. Most weather derivative
contracts contain a terminal settlement provision based on a cumulative index (including the example
degree-day swap and option contracts described in this Issue). Another issue to consider is whether the
accounting for weather derivatives should vary based on the type of contract. Practice is diverse.
.151 In accordance with FASB Statement No. 133, Accounting for Derivative Instruments and Hedging
Activities, contracts that are not exchange traded are not subject to the requirements of that Statement if
settlement is based on a climatic or geological variable or on some other physical variable. Any derivative
based on a physical variable that eventually becomes exchange traded will automatically become subject to
the requirements of FASB Statement No. 133. EITF Issue No. 99-2 does not apply to contracts written by
insurance companies that entitle the holder to be compensated only if, as a result of an insurable event, the
holder incurs a liability or there is an adverse change in the value of a specific asset or liability for which the
holder is at risk.
.152 This EITF addresses the following issues.

Issue 1. How should an entity account for a non-exchange-traded swap-based (or two-directional
risk) weather derivative?
Issue 2. How should an entity account for a purchased non-exchange-traded option-based (or
one-directional risk) weather derivative?
Issue 3. How should an entity account for a written non-exchange-traded option-based weather
derivative?
.153 EITF Issue No. 99-2 explains that an entity that enters into a non-exchange-traded forward-based
weather derivative in connection with nontrading activities should account for the contract by applying an
"intrinsic value method." The intrinsic value method computes an amount based on the difference between
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the expected results from an up-front allocation of the cumulative strike and the actual results during a
period, multiplied by the contract price (for example, dollars per heating degree day). The intrinsic value
method first requires that the reporting entity allocate the cumulative strike amount to individual periods
within the contract term. That allocation should reflect reasonable expectations at the beginning of the
contract term of normal or expected experience under the contract. That allocation should be based on data
from external statistical sources, such as the National Weather Service. The "intrinsic value," or "intrinsic
value measure," of the contract at interim dates would then be calculated based on cumulative differences
between actual experience and the allocation through that date. The initial allocation of the cumulative strike
amount should not be adjusted over the term of the contract to reflect actual results.

.154 EITF Issue No. 99-2 further states that an entity that purchases a non-exchange-traded option-based
weather derivative in connection with nontrading activities should amortize to expense the premium paid
(or due) and apply the intrinsic value method described above to measure the contract at each interim balance
sheet date. The premium asset should be amortized in a rational and systematic manner.
.155 Finally, EITF Issue No. 99-2 explains that all entities that sell or write a non-exchange-traded
option-based weather derivative should initially recognize the premium as a liability and recognize any
subsequent changes in fair value currently in earnings (the premium would not be amortized).

Exchanges of Nonmonetary Assets
.156 In December 2004, the FASB issued FASB Statement No. 153, Exchanges of Nonmonetary Assets—an
amendment of APB Opinion No. 29. The guidance in APB Opinion No. 29, Accounting for Nonmonetary
Transactions, was based on the principle that exchanges of nonmonetary assets should be measured based
on the fair value of the assets exchanged. The guidance in that Opinion, however, included certain exceptions
to that principle. Opinion No. 29 provided an exception to the basic measurement principle (fair value) for
exchanges of similar productive assets. That exception required that some nonmonetary exchanges, although
commercially substantive, be recorded on a carryover basis.

.157 FASB Statement No. 153 amends Opinion No. 29 to eliminate the exception for nonmonetary
exchanges of similar productive assets and replaces it with a general exception for exchanges of nonmonetary
assets that do not have commercial substance. According to FASB Statement No. 153, a nonmonetary
exchange has commercial substance if the future cash flows of the entity are expected to change significantly
as a result of the exchange.

Impact on Contractors
.158 Because of the change in the accounting for exchanges of non-monetary assets, construction
contractors are likely to see an increase in the historical cost of equipment over time. This increase in historical
cost of equipment will result in higher depreciation expense, which may reduce margins on contracts.
Likewise, higher depreciation may justify higher revenue on reimbursable cost type contracts. In addition,
contractors must consider the immediate income effect for gain or loss recognition on any equipment
transactions.

.159 FASB Statement No. 153 is effective for nonmonetary exchanges occurring in fiscal periods begin
ning after June 15, 2005.

Recent Accounting Pronouncements and Related Guidance
.160 Presented below is a list of recently issued accounting pronouncements and other guidance issued
since last fall. For information on accounting standards issued subsequent to the publication of this Alert,
please refer to the AICPA Web site at www.aicpa.org and the FASB Web site at www.fasb.org. You may also
look for announcements of newly issued standards in the CPA Letter and the Journal of Accountancy.
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Accounting for Real Estate Time-Sharing Transactions—an amendment of FASB
Statements No. 66 and 67

(December 2004)
This FASB Statement amends FASB Statement No. 66, Accounting for Sales of
Real Estate, to reference the financial accounting and reporting guidance for
real estate time-sharing transactions that is provided in AICPA SOP 04-2,
Accounting for Real Estate Time-Sharing Transactions. This Statement also
amends FASB Statement No. 67, Accounting for Costs and Initial Rental
Operations of Real Estate Projects, to state that the guidance for (a) incidental
operations and (b) costs incurred to sell real estate projects does not apply
to real estate time-sharing transactions. The accounting for those operations
and costs is subject to the guidance in SOP 04-2.
FASB Statement No. 153

Exchanges of Nonmonetary Assets—an amendment of APB Opinion No. 29

(December 2004)

This Statement amends APB Opinion 29, Accounting for Nonmonetary
Transactions, to eliminate the exception for nonmonetary exchanges of
similar productive assets, and replaces it with a general exception for
exchanges of nonmonetary assets that do not have commercial substance. A
nonmonetary exchange has commercial substance if the future cash flows of
the entity are expected to change significantly as a result of the exchange.
Please refer to the "Exchanges of Nonmonetary Assets" section of this Alert
for a brief description of this Statement.

FASB Statement
No. 123(R)

(December 2004)

FASB Statement No. 154

Share-Based Payment
This Statement is a revision of FASB Statement No. 123, Accounting for
Stock-Based Compensation; it supersedes APB Opinion No. 25, Accounting for
Stock Issued to Employees, and its related implementation guidance. This
Statement focuses primarily on accounting for transactions in which an
entity obtains employee services in share-based payment transactions. It
establishes standards for the accounting for transactions in which an entity
exchanges its equity instruments for goods or services. It also addresses
transactions in which an entity incurs liabilities in exchange for goods or
services that are based on the fair value of the entity's equity instruments or
that may be settled by the issuance of those equity instruments.

Accounting Changes and Error Corrections—a replacement of APB Opinion No.
20 and FASB Statement No. 3

(May 2005)
This Statement replaces APB Opinion No. 20, Accounting Changes, and
FASB Statement No. 3, Reporting Accounting Changes in Interim Financial
Statements, and changes the requirements for the accounting for and
reporting of a change in accounting principle. This Statement applies to all
voluntary changes in accounting principle. It also applies to changes
required by an accounting pronouncement in the unusual instance that the
pronouncement does not include specific transition provisions.
FASB Interpretation
No. 47

Accounting for Conditional Asset Retirement Obligations—an interpretation of
FASB Statement No. 143

(March 2005)

This Interpretation clarifies that conditional asset retirement obligations
describes a legal obligation to perform an asset retirement activity in which
the timing and/or method of settlement are conditional on a future event
that may not be under the entity's control.

Please refer to the "Asset Retirement Obligations" section of this Alert for a
brief description of this Interpretation.
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Go to www.fasb.org/eitf/ for a complete list of EITF Issues.

(Various dates)

(Various dates)

Go to www.fasb.org/fasb_staff_positions/ for a complete list of FSPs. Some
of the recently issued FSPs address issues relating to FASB Statements No.
143 and No. 150, among others; and FASB Interpretation No. 46(R).

AICPA TPA section
1200.06-15

"Accounting by Noninsurance Enterprises for Property and Casualty
Insurance Arrangements That Limit Insurance Risk"

FASB Staff Positions

(February 2005)
(Nonauthoritative)

AICPA TPA section
5400.05

"Accounting and Disclosures Guidance for Losses from Natural Disasters—
Nongovernmental Entities"

(September 2005)

Please refer to the "Guidance Related to Natural Disasters" section of this
Alert for a brief description of this TPA.

(Nonauthoritative)

AICPA TPA section
6930.09

"Accounting and Disclosure Requirements for Single-Employer Employee
Benefit Plans Related to the Medicare Prescription Drug, Improvement and
Modernization Act of 2003"

(August 2005)
(Nonauthoritative)

AICPA TPA section
6930.10

"Accounting and Disclosure Requirements for Multiemployer Employee
Benefit Plans Related to the Medicare Prescription Drug, Improvement and
Modernization Act of 2003"

(August 2005)

(Nonauthoritative)

.161 The summaries provided above are for informational purposes only and should not be relied upon
as a substitute for a complete reading of the applicable standards and other guidance. You should visit the
applicable Web site for complete information. You can obtain copies of AICPA standards and other guidance
by contacting the Service Operations Center at (888) 777-7077 or online at www.cpa2biz.com.
.162 Some of the pronouncements listed above are already discussed in more detail in this Alert. Below
is a brief discussion of two recently issued FSPs that that may have an impact on construction contractors.

FSP No. SOP 78-9-1, Interaction of AICPA Statement of Position 78-9 and EITF
Issue No. 04-5
.163 This FASB Staff Position, issued in July 2005, amends SOP 78-9, Accounting for Investments in Real
Estate Ventures.
.164 At the June 15-16,2005, meeting, the EITF reached a consensus on EITF Issue No. 04-5, "Determining
Whether a General Partner, or the General Partners as a Group, Controls a Limited Partnership or Similar
Entity When the Limited Partners Have Certain Rights." The consensus provides a framework for addressing
when a general partner, or general partners as a group, controls a limited partnership or similar entity. The
EITF acknowledged that the consensus in Issue No. 04-5 conflicts with certain aspects of SOP 78-9. The EITF
agreed that the assessment of whether a general partner, or the general partners as a group, controls a limited
partnership should be consistent for all limited partnerships, irrespective of the industry within which the
limited partnership operates. Accordingly, the EITF requested and the FASB agreed to amend the guidance
in SOP 78-9 to be consistent with the consensus in Issue No. 04-5.
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.165 This FSP eliminates the concept of "important rights" in paragraph .09 of SOP 78-9 and replaces it
with the concepts of "kick-out rights" and "substantive participating rights" as defined in EITF Issue No.
04-5. This FSP also amends paragraph .07 of SOP 78-9 to be consistent with revised paragraph .09. The FASB
believes that the effect of the rights held by minority partners on the assessment of control, and therefore
consolidation, of a general partnership should be the same as the evaluation of limited partners' rights in a
limited partnership.
.166 For general partners of all new partnerships formed and for existing partnerships for which the
partnership agreements are modified, the guidance in this FSP is effective after June 29, 2005. For general
partners in all other partnerships, the guidance in this FSP is effective no later than the beginning of first
reporting period in fiscal years beginning after December 15, 2005, and the application of either Transition
Method A or Transition Method B, described in this FSP, is permitted.

FSP No. FAS 13-1, Accounting for Rental Costs Incurred during a
Construction Period
.167 This FSP, issued in October 2005, addresses the accounting for rental costs associated with operating
leases that are incurred during a construction period. This FSP does not address rental costs other than those
associated with building and ground operating leases. This FSP also does not address whether a lessee that
accounts for the sale or rental of real estate projects under FASB Statement No. 67, Accounting for Costs and
Initial Rental Operations of Real Estate Projects, should capitalize rental costs associated with ground and
building operating leases.

.168 This FSP provides that rental costs associated with ground or building operating leases that are
incurred during a construction period shall be recognized as rental expense. The rental costs shall be included
in income from continuing operations. A lessee shall follow the guidance in FASB Statement No. 13,
Accounting for Leases, and FASB Technical Bulletin No. 85-3, Accounting for Operating Leases with Scheduled
Rent Increases, in determining how to allocate rental costs over the lease term. This guidance does not change
application of the maximum guarantee test in EITF Issue No. 97-10, "The Effect of Lessee Involvement in
Asset Construction."

.169 The guidance in this FSP shall be applied to the first reporting period beginning after December 15,
2005. Early adoption is permitted for financial statements or interim financial statements that have not yet
been issued. A lessee shall cease capitalizing rental costs as of the effective date of this FSP for operating lease
arrangements entered into before the effective date of this FSP. Retrospective application in accordance with
FASB Statement No. 154, Accounting Changes and Error Corrections, is permitted but not required.

On the Horizon
.170 You should keep abreast of accounting developments and upcoming guidance that may affect your
company. You should check the appropriate standard-setting Web sites (listed below) for a complete picture
of all accounting projects in progress. Presented below is brief information about certain projects that are
expected to result in final standards in the near future. Remember that exposure drafts are nonauthoritative
and cannot be used as a basis for changing generally accepted accounting principles (GAAP).

.171 The following table lists the various standard-setting bodies' Web sites, where information may be
obtained on outstanding exposure drafts, including downloading a copy of the exposure draft. These Web
sites contain much more in-depth information about proposed standards and other projects in the pipeline.
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Web Site

Standard-Setting Body
AICPA Accounting Standards Executive
Committee (AcSEC)

www.aicpa.org/members/div/acctstd/edo/
index.htm

Financial Accounting Standards
Board (FASB)

www.fasb.org

Governmental Accounting Standards
Board (GASB)

www.gasb.org

Help Desk—The AICPA's standard-setting committees publish exposure drafts of pro
posed professional standards exclusively on the AICPA Web site. The AICPA will notify
interested parties by e-mail about new exposure drafts. To be added to the notification list
for all AICPA exposure drafts, send your e-mail address to memsat@aicpa.org. Indicate
"exposure draft e-mail list" in the subject header field to help process your submission more
efficiently. Include your full name, mailing address and, if known, your membership and
subscriber number in the message.
Project on Revenue Recognition

.172 Revenue usually is the largest single item in financial statements, and issues involving revenue
recognition are among the most important and difficult that standard setters and accountants face. Because
no comprehensive standard on revenue recognition exists, there is a significant gap between the broad
conceptual guidance in the FASB's Concepts Statements and the detailed guidance in the authoritative
literature. Most of the authoritative literature provides industry or transaction-specific implementation
guidance, and it has been developed largely on an ad hoc basis and issued in numerous pronouncements
with differing degrees of authority. Those pronouncements include APB Opinions, FASB Statements, AICPA
Audit and Accounting Guides, AICPA SOPs, FASB Interpretations, EITF Issues, SEC Staff Accounting
Bulletins (SABs), and the like. Each focuses on a specific practice problem and has a narrow scope, and the
guidance is not always consistent across pronouncements.

.173 The SEC sought to fill the gap in the accounting literature with SAB No. 101, Revenue Recognition in
Financial Statements, which was issued in December 1999, and the companion document, Revenue Recognition
in Financial Statements—Frequently Asked Questions and Answers, which was issued in October 2000. SAB No.
101 was superseded by SAB No. 104, Revenue Recognition, in December 2003. SAB No. 104 states that if a
transaction falls within the scope of specific authoritative literature on revenue recognition, that guidance
should be followed; in the absence of such guidance, the revenue recognition criteria in Concepts Statement
No. 5 (namely, that revenue should not be recognized until it is (a) realized or realizable and (b) earned), should
be followed. However, SAB No. 104 is more specific, stating additional requirements for meeting those
criteria, and reflects the SEC staff's view that the four basic criteria for revenue recognition in AICPA SOP
97-2, Software Revenue Recognition, should be a foundation for all basic revenue recognition principles. Those
criteria are:
•

Persuasive evidence of an arrangement exists.

•

Delivery has occurred.

•

The vendor's fee is fixed or determinable.

•

Collectibility is probable.

.174 Some criticized SAB No. 101 on the basis that the criteria in SOP 97-2 were developed for a particular
industry and that broader application of those criteria was neither contemplated nor intended. They asserted
that that guidance may not be appropriate for certain recognition issues, including some that the EITF has
considered. Others noted that a SAB is designed to provide the SEC staff's interpretive responses and not to
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change GAAP. For that reason, SABs are issued without an invitation for comment. Critics argued that SAB
No. 101 had in fact changed GAAP by promulgating changes in industry practice without the full due process
and deliberation that characterize the FASB's decision-making process. Even though the SEC guidance for
revenue recognition applies only to SEC registrants, the work done in developing and implementing SAB
No. 101 has focused attention on revenue recognition issues and will be very useful in this project.

.175 In response to these issues, the FASB has undertaken a project to develop a comprehensive statement
on revenue recognition that is conceptually based and framed in terms of principles. The FASB is partnering
with the International Accounting Standards Board (IASB) on this project.
.176 The planned comprehensive revenue recognition Statement will (a) eliminate the inconsistencies in
the existing authoritative literature and accepted practices, (b) fill the voids that have emerged in revenue
recognition guidance in recent years, and (c) provide a conceptual basis for addressing issues that arise in
the future.

Proposed FASB Statements, Interpretations, and Other Guidance
Proposed FASB Statement The Hierarchy of Generally Accepted Accounting Principles
.177 This proposed Statement would identify the sources of accounting principles and the framework
for selecting the principles to be used in the preparation of financial statements of nongovernmental
companies that are presented in conformity with U.S. GAAP (or the GAAP hierarchy). The GAAP hierarchy
is currently presented in AICPA AU section 411, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles (AICPA, Professional Standards, vol. 1). However, the FASB believes that the
GAAP hierarchy should be directed specifically to companies because it is the company, not the auditor, that is
responsible for selecting its accounting principles for financial statements. Accordingly, the FASB con
cluded that the GAAP hierarchy should reside in the accounting literature established by the FASB. The FASB
decided to carry forward the GAAP hierarchy as set forth in AU section 411, subject to certain modifications. The
proposed Statement would be effective for fiscal periods beginning after September 15,2005. Readers should be
alert for the issuance of a final Statement, which is expected in the third quarter of 2005.

Proposed FASB Statements Business Combinations, and Consolidated Financial
Statements, Including Accounting and Reporting of Noncontrolling Interests in Subsidiaries
.178 In these proposed Statements, the FASB plans to revise the existing guidance on the application of
the purchase method. The following are among the main proposals:

1.

That all acquisitions of businesses be measured at the fair value of the business acquired.

2. That substantially all of the assets acquired and liabilities assumed of the acquired business be
recognized and measured at their fair values at the acquisition date.
3. That entities that follow U.S. GAAP and international standards apply substantially the same
accounting requirements for their business combinations.

.179 Issuance of the exposure drafts on business combinations, purchase method procedures, and
noncontrolling interests are expected. The FASB's goal is to issue the two final Standards in the third quarter
of 2006. The target effective date for the two proposed Statements is for fiscal years beginning on or after
December 15, 2006.

Proposed FASB Statements Accounting for Transfers of Financial Assets, Accounting for
Servicing of Financial Assets, and Accounting for Certain Hybrid Financial Instruments
.180 The exposure draft, Accounting for Transfers of Financial Assets, is a revision of a June 2003 exposure
draft, Qualifying Special-Purpose Entities and Isolation of Transferred Assets, and would amend FASB Statement
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No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities. The proposed
Statement seeks to (a) clearly specify the circumstances that require the use of a qualifying SPE in order to
derecognize all or a portion of financial assets, (b) provide additional guidance on permitted activities of
qualifying SPEs, (c) eliminate the prohibition on a qualifying SPE's ability to hold passive derivative financial
instruments that pertain to beneficial interests held by a transferor, and (d) revise the initial measurement of
interests related to transferred financial assets held by a transferor. The effective dates associated with this
proposed Statement vary; refer to the exposure draft for further information.
.181 The exposure draft, Accounting for Servicing of Financial Assets, would also amend Statement No. 140.
The proposed Statement would (a) require all separately recognized servicing rights to be initially measured
at fair value, if practicable; (b) permit an entity to choose between two measurement methods for each class
of separately recognized servicing assets and liabilities; and (c) require additional disclosures for all
separately recognized servicing rights. The proposed Statement would be effective for transactions occurring
in the earlier of the first fiscal year beginning after December 15, 2005, or fiscal years that begin during the
fiscal quarter in which the Statement is issued.

.182 The proposed Statement, Accounting for Certain Hybrid Financial Instruments, would amend FASB
Statement No. 140 and FASB Statement No. 133, Accounting for Derivative Instruments and Hedging Activities.
Specifically, the proposed Statement would (a) permit fair value remeasurement for any hybrid financial
instrument that contains an embedded derivative that otherwise would require bifurcation, (b) clarify which
interest-only strips and principal-only strips are not subject to the requirements of Statement 133, (c) establish
a requirement to evaluate beneficial interests in securitized financial assets to identify interests that are
freestanding derivatives or that are hybrid financial instruments that contain an embedded derivative
requiring bifurcation, (d) clarify that concentrations of credit risk in the form of subordination are not
embedded derivatives, and (e) eliminate restrictions on a qualifying SPE's ability to hold passive derivative
financial instruments that pertain to beneficial interests that are themselves or that contain a derivative
financial instrument. The proposed Statement would be effective after the earlier of fiscal years beginning
after December 15, 2005, or fiscal years that begin during the fiscal quarter in which the Statement is issued.
.183 Readers should be alert for the issuance of final Statements, which is expected in the first quarter of
2006. See the FASB Web site at www.fasb.org for complete information.

Proposed FASB Statement Fair Value Measurements
.184 In June 2004, the FASB published an exposure draft of a proposed Statement, Fair Value Measure
ments, which seeks to establish a framework for measuring fair value that would apply broadly to financial
and nonfinancial assets and liabilities, improving the consistency, comparability, and reliability of the
measurements. The fair value framework would clarify the fair value measurement objective and its
application under authoritative pronouncements that require fair value measurements. The exposure draft
would replace any current guidance for measuring fair value in those pronouncements and would expand
current disclosures. Readers should be alert for the issuance of a final Statement, which is expected in the
first quarter of 2006. Refer to the FASB Web site at www.fasb.org for complete information.

Proposed FASB Statement Earnings per Share—an amendment of FASB Statement No. 128
.185 This proposed Statement would amend the computations guidance in FASB Statement No. 128,
Earnings per Share, for calculating the number of incremental shares included in diluted shares when applying
the Treasury stock method. Also, this proposed Statement would eliminate the provisions of FASB Statement
No. 128 that allow an entity to rebut the presumption that contracts with the option of settling in either cash
or stock will be settled in stock. In addition, this proposed Statement would require that shares that will be
issued upon conversion of a mandatorily convertible security be included in the weighted-average number
of ordinary shares outstanding used in computing basic earnings per share from the date when conversion
becomes mandatory. Readers should be alert for the issuance of a final Statement, which is expected to be
released in the third quarter of 2005.
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Proposed FASB Interpretation Accounting for Uncertain Tax Positions
.186 In July 2005, the FASB published an exposure draft of a proposed Interpretation, Accounting for
Uncertain Tax Positions, which seeks to reduce the significant diversity in practice associated with recognition
and measurement in the accounting for income taxes. It would apply to all tax positions accounted for in
accordance with FASB Statement No. 109, Accounting for Income Taxes. Specifically, the exposure draft
requires that a tax position meet a "probable recognition threshold" for the benefit of the uncertain tax
position to be recognized in the financial statements.
.187 This threshold is to be met assuming that the tax authorities will examine the uncertain tax position.
The exposure draft also contains guidance with respect to the measurement of the benefit that is recognized
for an uncertain tax position, when that benefit should be derecognized, and other matters. The effective date
of the proposed Interpretation would be as of the end of the first fiscal year ending after December 15, 2005.
A final Interpretation is expected to be released in the fourth quarter of 2005.

Proposed FASB EITF Issues
.188 Numerous open issues are under deliberation by the EITF. Readers should visit the FASB Web site
at www.fasb.org/eitf/agenda.shtml for complete information.

Proposed FASB Staff Positions
.189 A number of proposed FASB Staff Positions are in progress addressing issues related to FASB
Statements No. 13, No. 123(R), and No. 140, and FASB Interpretation No. 45. Readers should visit the FASB
Web site at www.fasb.org/fasb_staff_positions/proposed_fsp.shtml for complete information.

AICPA Resource Central
.190 The following publications deliver valuable guidance and practical assistance.
•

Audit and Accounting Guide Construction Contractors (product no. 012585kk). The Audit and Ac
counting Guide as of May 1,2005, summarizes applicable practices and delivers "how-to" advice for
handling almost every type of financial statement. It describes relevant matters, conditions, and
procedures unique to the construction industry, and illustrates treatments of financial statements and
reports to caution auditors and accountants about unusual problems. This Audit and Accounting
Guide is available now as a CD-ROM or Online subscription.

•

Checklist Supplement and Illustrative Financial Statements Construction Contractors (product no.
008925kk). Developed by AICPA's Accounting and Auditing Publications staff as a supplement to
Corporations Checklists and Illustrative Financial Statements (product no. 008935kk), this practice aid is
invaluable to anyone who prepares financial statements and reports for construction contractors.

•

CPA's Guide to Accounting, Auditing and Tax for Construction Contractors (2004 Paperback) (product
no. 091014kk). Here's the definitive resource—complete with information on the specialized require
ments that affect contractors—that is perfect for CPAs in public practice and in the construction
industry. Based on the AICPA's best-selling CPE self-study course, this newly revised guide covers
everything from GAAP accounting methods to auditing and review services performed by outside
CPAs and important tax rules for contractors.

•

Accounting Trends and Techniques—2005 (product no. 009897kk). It is the must-have resource for any
CPA who frequently creates or uses financial reports. Filled with current reporting techniques and
methods used by the nation's top organizations, this 650-page AICPA bestseller will provide
guidance you need to improve your accounting preparation and procedures.
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Practice Aid Preparing and Reporting on Cash-and Tax-Basis Financial Statements (product no. 006701kk).
Authoritative guidance on cash- and tax-basis financial statements is rather vague and leaves a great
deal to professional judgment. Section One of this publication provides nonauthoritative, practical
guidance on preparing and reporting on cash- and tax-basis financial statements. Section Two
includes example financial statements, disclosures, and other engagement practice aids. The Appen
dix provides an example checklist to be used for cash- and tax-basis financial statements.

AICPA reSOURCE: Online Accounting and Auditing Literature
.191 AICPA has created your core accounting and auditing library online. AICPA reSOURCE is now
customizable to suit your preferences or your firm's needs. Or, if you prefer to have access to the entire
library—that's available too! Get access—anytime, anywhere—to the AICPA's latest Professional Standards,
Technical Practice Aids, Audit and Accounting Guides (more than 20!), Audit Risk Alerts (more than 15!), and
Accounting Trends and Techniques. To subscribe to this essential online service for accounting professionals,
go to cpa2biz.com.

Educational Courses
.192 The AICPA has developed a number of continuing professional education (CPE) courses that are
valuable to CPAs working in the construction industry. Those courses include:
•

Construction Contractors: Accounting, Auditing and Tax (product no. 736429kk). Master the fundamen
tals of the construction industry with this highly effective course. An outstanding value, it provides
a thorough industry overview and includes AICPA authoritative publications. Content is tailored to
the needs of both practitioners and industry financial professionals.

•

Construction Contractors Advanced Issues (product no. 731991kk). Delve beyond the basics of many
issues the construction industry brings to the accounting profession. Get hands-on advice on the
accounting, audit, and tax issues that make the construction industry a high-risk client. Address
difficult issues such as look-back calculations, measuring progress of construction contracts, and
overhead allocations. Enhance your skills today to reduce the risk of your next construction engage
ment.

•

Construction Contractors Strategic Briefing (CD-ROM of Webcast originally presented on November 4,
2004) (product no. 780034kk). This course provides a strategic look at what's important in the area
of construction contractors. The program addresses the current economic and industry environment,
the regulatory environment, current accounting developments, current auditing developments, and
what's on the horizon that could affect this industry segment.

•

Real Estate Accounting and Auditing (product no. 730604kk). This course provides an in-depth study
of the unique requirements that apply at each stage of the real estate life cycle. It gives practical,
how-to-do-it coverage of accounting considerations related to the development, ownership, and
operation of real estate assets.

.193 Accountants in the construction industry, as well as in other industries, may also find the following
courses helpful:
•

FASB Review for Industry (2005-2006 edition) (product no. 730562kk). Comprehensive coverage of
recent FASB, AcSEC, IASB, and EITF pronouncements is provided in this course geared to the specific
interests of the CPA in corporate management.

•

Accounting Update: A Review of Recent Activities (2005 Edition) (product no. 732761kk). This course
keeps you current and shows you how to apply the most recent financial accounting and reporting
standards. Highlights include FASB Interpretation No. 46 on variable interest entities, fair value
concepts and measurements, and the revised FASB Statement No. 123 on share-based payment.
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•

AICPA's Annual Accounting and Auditing Update Workshop (2005 edition) (product no. 736181kk, text;
also available in video and DVD formats with a manual). Whether you are in industry or public
practice, this course keeps you current and informed and shows you how to apply the most recent
standards.

•

Accounting for Income Taxes: Applying SFAS No. 109 (product no. 732790kk). No other area in
accounting is as far reaching, and requires knowledge of a vast number of topics in financial and tax
accounting, as accounting for deferred taxes. This course addresses the application of this
complex standard to many common differences between financial accounting and tax compli
ance. You will gain a sound knowledge of the theory of deferred taxes and how this theory can
be applied to practical situations. Many practical examples are included to illustrate the theory,
and the information is presented so you will be able to apply this theory to any other situation
that you may encounter.

•

The AICPA's Guide to Business Consolidations, Goodwill and Other Consolidation Issues (product no.
735129kk). Learn how FASB Statements No. 141 and No. 142 have changed the rules for business
combinations and goodwill accounting. Develop standards for applying purchase accounting and
how to allocate the acquired entity now that it's the only game in town under FASB Statement No.
141. Identify variable interest entities' impact under FASB Interpretation No. 46(R). Learn how FASB
Statement No. 142 deals with goodwill from initial recognition to the annual impairment review
requirements.

.194 For a listing of additional courses available please download the Fall/Winter 2005 AICPA CPE Catalog
at http:11media.cpa2biz.com/Publication/05_fall_winter_FINAL.pdf. You can also check at www.cpa2biz.
com/CPE/default.htm for availability of a more recent catalog.

Online CPE
.195 AICPA InfoBytes, offered exclusively through CPA2Biz.com, is the AICPA's flagship online learning
product. Selected as one of Accounting Today's top 100 products for 2003, AICPA InfoBytes now offers a free
trial subscription to the entire product for up to 30 days. AICPA members pay $149 ($369 nonmembers) for
a new subscription and $119 ($319 nonmembers) for the annual renewal. Divided into one- and two-credit
courses that are available 24/7, AICPA InfoBytes offers hundreds of hours of learning in a wide variety of
topics. To register or learn more, visit www.cpa2biz.com/infobytes.

Webcasts
.196 Stay plugged in to what's happening and earn CPE credit right from your desktop. AICPA Webcasts
are high-quality two-hour CPE programs that bring you the latest topics from the profession's leading
experts. Broadcast live, they allow you to interact with the presenters and join in on the discussion. If you
can't make the live event, each Webcast is archived and available on CD-ROM.

CFO Quarterly Roundtable Series
.197 The CFO Roundtable Webcast Series—brought to you each calendar quarter—is designed to cover
a broad array of "hot topics" that successful organizations employ and subjects that are important to the
CFO's personal success. From financial reporting and budgeting and forecasting, to asset management and
operations, the roundtable helps CFOs, treasurers, controllers, and other financial executives excel in their
demanding roles.

SEC Quarterly Update Series
.198 The SEC Quarterly Update Webcast Series—brought to you each calendar quarter—showcases the
profession's leading experts on what's "hot" at the SEC. From corporate accounting reform legislation and
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new regulatory initiatives to accounting and reporting requirements and CorpFin activities, these hard-hit
ting sessions will keep you "plugged-in" to what's important. A must for both preparers in public companies
and practitioners who have public company clients, this is the place to be when it comes to knowing about
the areas of current interest at the SEC.

Member Satisfaction Center
.199 To order AICPA products, receive information about AICPA activities, and find help on your
membership questions, call the AICPA Service Operations Center at (888) 777-7077.

Technical Hotline and Ethics Hotline
.200 Do you have a complex technical question about GAAP, other comprehensive bases of accounting
(OCBOA), or other technical matters? If so, use the AICPA's Accounting and Auditing Technical Hotline.
AICPA staff will research your question and call you back with their answer. You can reach the Technical
Hotline at (888) 777-7077.

.201 In addition to the Technical Hotline, the AICPA also offers an Ethics Hotline. Members of the
AICPA's Professional Ethics Team answer inquiries concerning independence and other behavioral issues
related to the application of the AICPA Code of Professional Conduct. You can reach the Ethics Hotline at
(888) 777-7077.

Conferences
.202 Among the many interesting conferences the AICPA offers, there is one that might interest you. Held
late each fall, the AICPA National Construction Industry Conference presents a comprehensive program
revealing latest trends and developments in the construction industry. The conference offers a national
perspective and addresses the newest trends in conducting business, among other topics.

.203 For additional information, contact CPA2Biz at its Web site, www.cpa2biz.com.

Web Sites1

AICPA Online and CPA2Biz
.204 Here is a unique opportunity to stay abreast of matters relevant to the CPA profession! AICPA
Online, at www.aicpa.org, informs you of developments in the accounting and auditing world as well as
developments in congressional and political affairs affecting CPAs. In addition, www.cpa2biz.com offers
you all the latest AICPA products, including more than 15 Audit Risk Alerts, more than 20 Audit and
Accounting Guides, the professional standards, and CPE courses.

.205 Construction Contractors Industry Developments will be published annually. As you encounter ac
counting or industry issues that you believe warrant discussion in next year's Alert, please feel free to share
them with us. Any other comments that you have about the Alert would also be appreciated. You may e-mail
these comments to ymishkevich@aicpa.org or write to:
Yelena Mishkevich
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
1 Additional helpful Web sites are presented in the Appendix.
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Appendix

Helpful Web Sites
Here are some useful Web sites that may provide valuable information. In addition to these Web sites,
be sure to review those listed in the "On the Horizon" section of this Alert.

General Web Sites of Interest
Name of Site

Content

Internet Address

American Institute of CPAs

Summaries of recent auditing and other
professional standards as well as other
AICPA activities

www.aicpa.org

Financial Accounting
Standards Board

Summaries of recent accounting
pronouncements and other FASB
activities

www.fasb.org

AuditNet

Electronic communications among audit
professionals

www.auditnet.org

CPAnet

Links to other Web sites of interest to
CPAs

www.cpalinks.com/

Accountant's Home Page

Resources for accountants and financial
and business professionals

www.computercpa.com/

U.S. Tax Code Online

A complete text of the U.S. Tax Code

www.fourmilab.ch/ustax/
ustax.html

Cybersolve

Online financial calculators, such as
ratio and breakeven analysis

www.cybersolve.com/
toolsl.html

FedWorld.gov

U.S. Department of Commercesponsored site providing access to
government publications

www.fedworld.gov

Hoovers Online

Online information on various
companies and industries

www.hoovers.com

Ask Jeeves

Search engine that uses a user-friendly
question format and provides
simultaneous search results from other
search engines (e.g., Excite, Yahoo,
AltaVista)

www.askjeeves.com

Governmental Accounting
Standards Board

Summaries of recent accounting
pronouncements and other GASB
activities

www.gasb.org

Society of Industrial and
Office Realtors

Industrial and office real estate
information

www.sior.com

Engineering News Record

Source of important information for
owners, contractors, and design and
engineering professionals

www.enr.com

(continued)
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Name of Site

Content

Internet Address

Construction.com

A McGraw-Hill company that unifies
the resources of Dodge, Sweets,
Architectural Record, ENR, and Regional
Publications and includes market
analysis and forecasting, industry
trends, and insights

www.construction.com

Associated Builders and
Contractors

A national association representing all
specialties within the construction
industry and primarily comprising firms
that perform work in the industrial and
commercial sectors of the industry

www.abc.org

Associated General
Contractors of America

An organization of qualified
construction contractors and industryrelated companies

www.agc.org

Construction Financial
Management Association

The only nonprofit organization
dedicated to serving the construction
financial professional

www.cfma.org

Construction Industry
Compliance Assistance
Center

The source for plain language
explanations of environmental rules for
the construction industry

www.cicacenter.org

Construction Owners
Association of America

A focal point and voice for the interests
of owners in the construction industry

www.coaa.org

Contractor's License
Reference Site

Information about state license
requirements, with search functions to
find out if a contractor is licensed in a
particular state

www.contractors-license.org /
index.html

Home Builders Institute

Dedicated to the advancement and
enrichment of education and training
programs serving the needs of the
housing industry

www.hbi.org

National Association of
Home Builders

A trade association that helps promote
the policies that make housing a
national priority

www.nahb.org

National Association of the
Remodeling Industry

Focusing on educating both trade
professionals and remodeling-ready
homeowners through a variety of
formats including education, training,
publications, and programs

www.nari.org

Disaster Contractors
Network

Facilitating information sharing and
resource matching among government,
the construction community, and home
and business owners before, during, and
after disasters strike

www.dcnonline.org

[The next page is 8311.]
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AAM Section 8100
Investment Companies Industry
Developments—2005/06
STRENGTHENING AUDIT INTEGRITY

SAFEGUARDING FINANCIAL REPORTING

NOTICE TO READERS
INVESTMENT COMPANIES INDUSTRY DEVELOPMENTS—2005/06
This Audit Risk Alert, prepared by the AICPA staff, is intended to provide auditors of financial
statements of investment companies with an overview of recent economic, industry, regulatory, and
professional developments that may affect the audits they perform.
This publication is an Other Auditing Publication as defined in AU section 150, Generally Accepted
Auditing Standards (AICPA, Professional Standards, vol. 1). Other Auditing Publications have no
authoritative status; however, they may help the auditor understand and apply Statements on
Auditing Standards (SASs).
If an auditor applies the auditing guidance included in an Other Auditing Publication, he or she
should be satisfied that, in his or her judgment, it is both appropriate and relevant to the circumstances
of his or her audit. The auditing guidance in this document has been reviewed by the AICPA Audit
and Attest Standards staff and published by the AICPA and is presumed to be appropriate. This
document has not been approved, disapproved, or otherwise acted on by a senior technical committee
of the AICPA.
Maryann Kasica, CPA
Technical Manager
Accounting and Auditing Publications

Acknowledgments
The AICPA staff wishes to thank Rajan Chari, Brian Gallagher, Joe Grainger, and Dale Thompson for their
assistance and contributions in the review of this Audit Risk Alert.

How This Alert Helps You
.01 This Audit Risk Alert helps you plan and perform your investment companies industry audits. The
knowledge delivered by this Alert assists you in achieving a more robust understanding of the business and
economic environment in which your clients operate. This Alert is an important tool in helping you identify
the significant risks that may result in the material misstatement of your client's financial statements.
Moreover, this Alert delivers information about emerging practice issues, and information about current
accounting, auditing, and regulatory developments.
.02 If you understand what is happening in the investment companies industry, and you can interpret
and add value to that information, you will be able to offer valuable service and advice to your clients. This
Alert assists you in making considerable strides in gaining that industry knowledge and understanding it.
.03 This Alert is intended to be used in conjunction with the AICPA general Audit Risk Alert—2005106
(product no. 022336kk). You should refer to the full text of the accounting and auditing pronouncements as
well as the full text of any rules or publications that are discussed in this Alert.
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.04 When referring to the professional standards, this Alert cites the applicable sections of the codification
anti not the numbered statements, as appropriate. For example, Statement on Auditing Standards (SAS) No.
54, Illegal Acts by Clients, is referred to as AU section 317 of the AICPA Professional Standards.
Help Desk—See the AICPA Audit Risk Alert SEC and PCAOB Alert—2005j06 (product no.
022496kk) for a thorough discussion of recent Securities and Exchange Commission (SEC)
and Public Company Accounting Oversight Board (PCAOB) developments.

Help Desk—AICPA Audit Risk Alerts can be obtained by calling the AICPA at (888)
777-7077 or going online at www.cpa2biz.com.
Help Desk—References in this Alert to the Audit and Accounting Guide Investment Compa
nies are to the May 1, 2004 edition of that Guide.

Economic and Industry Developments
.05 AU section 311 (AICPA, Professional Standards, vol. 1; and for audits conducted in accordance with
PCAOB standards: AICPA, PCAOB Standards and Related Rules), among other matters, provides guidance for
auditors regarding the specific procedures that should be considered in planning an audit. AU section 311
states that the auditor should obtain a knowledge of matters that relate to the nature of the entity's business,
its organization, and its operating characteristics, and consider matters affecting the industry in which the
entity operates, including, among other matters, economic conditions as they relate to the specific audit. Also,
paragraph 2.140 in the Audit and Accounting Guide Investment Companies states that economic conditions
in the jurisdictions in which funds invest may affect the auditor's assessment of inherent risk for assertions
in investment companies' financial statements. Factors that auditors should consider include local rates of
inflation, government stability, and local tax rules. Discussed below are recent developments for you to
consider as you plan and perform your audits.

.06 Interest rates provided investors in bond funds and other interest rate sensitive fund products with
challenges in 2005. Federal funds rate increases by the Federal Reserve Board (FRB) continued, reaching 4.25
percent in December 2005. Long-term treasury interest rates did not rise as sharply as short-term rates, and
the treasury yield curve narrowed bringing the possibility of an inverted yield curve. On the corporate debt
side, debt rating downgrades in the auto industry were among the year's notable events. Looking to 2006,
there will be changes at the FRB with the appointment of a new chairman.
.07 Short-term rate increases have provided some positive opportunities for money market fund invest
ments. Yields on those funds have risen. In recent years, when short-term rates were low, a number of
investment advisers or sponsors of money market funds waived fees or assumed fund expenses to maintain
a positive yield for investors. Auditors of money market funds may note that, in 2005, their clients are again
charging those fees.

.08 The investment strategies used by funds, particularly hedge funds, to provide investors with the
returns they seek may be very complex and involve significant use of derivative instruments, many of which
are based on interest rates. Credit default swaps, for example, may be used by some funds as protection from
debt default, to speculate on changes in entities' creditworthiness, or as part of sophisticated arbitrage and
hedging strategies. Auditors should determine that the method specified by generally accepted accounting
principles (GAAP) for valuing the investment or derivative is being followed.
.09 Buyouts and takeovers are hot again. This time, it's hedge funds and buyout funds (also known as
private equity funds) that are leading the charge. The hedge fund industry now has assets nearing $1 trillion.
As hedge funds and buyout funds participate in these takeovers, massive amounts of debt are normally
needed to finance the deals. This debt involves bank debt and high-yield bonds. Auditors are reminded that
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rising interest rates and an economic downturn can create great risk for certain hedge funds and buyout
funds, as well as the entities involved with them. Auditors should pay special attention to possible risks in
this area and address them accordingly.
.10 "Fund of funds" structures that present opportunities for smaller investors by permitting lower
minimum investment than is usually needed to invest directly in a hedge fund are increasing in number. See
the related discussion, "Investment Strategies Achieved by Funds Investing in Other Funds," in the "Audit
Issues and Developments" section of this Alert.
.11 Auditors should continue to be alert for changes to investment advisory contracts and the computa
tion of performance-based advisory fees. Fund management and boards of directors may have intensified
their scrutiny of the procedures used by registered investment companies to compute performance-based
advisory fees for conformity with related laws and regulations, following an SEC staff announcement in
September 2004 of the settlement of a regulatory action against an adviser to a registered investment company
complex for the computation of performance-based advisory fees in a manner contrary to the requirements
of the Investment Advisers Act of 1940 (the Advisers Act). Auditors should consider whether the current
economic and business environment increases the risk for misstatement of reported investment results in
order to achieve performance expectations, exceed benchmarks, earn performance-based fees, and/or gain
competitive advantage.
.12 The SEC has adopted or proposed new rules and rule amendments for investment companies and
advisers since the writing of last year's Alert that address a variety of issues, including mutual fund
redemption fees, adviser registration, and voluntary extensible Business Reporting Language (XBRL)
reporting, among other matters. This year's Alert discusses a number of recent regulatory developments.
Auditors should be alert for changes to their clients' operating, accounting, and reporting procedures to
comply with new regulations or to respond to enforcement actions by federal and state regulators.
.13 The AICPA general Audit Risk Alert—2005/06 (product no. 022336kk) discusses the current business
and economic developments listed below, along with risks and issues, and some of the audit considerations
associated with those developments:
•

Rising interest rates, rising energy costs, rising debt levels, and a softening housing boom

•

Risks to developing economies

•

Hurricanes Katrina and Rita—accounting and auditing considerations

•

Layoffs and possible risks

•

Outsourcing

•

Raising capital through the equity and credit markets

•

Underfunded pension plans and aggressive assumptions in pension plan accounting

•

Mergers and acquisitions heating up

•

Attacks on company information systems and internal control

•

Hedge funds and buyout funds risk (previously discussed in this section)

•

Recent accounting frauds and errors

•

New bankruptcy law's effect on small businesses

That Alert generally discusses developments of broad interest to auditors. You will need to identify those
developments that could have implications for your investment company client audits.
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New Pronouncements and Other Guidance
Recent Auditing and Attestation Pronouncements and Related Guidance
.14 Presented below is a list of auditing, attestation, and related guidance issued since the writing of last
year's Alert.1 The AICPA general Audit Risk Alert—2005/06 (product no. 022336kk) presents brief information
about selected guidance listed. For information on auditing and attestation standards, quality control
standards, and related guidance that may have been issued subsequent to the writing of this Alert, please
refer to the AICPA Web site at www.aicpa.org/members/div/auditstd/technic.htm and the PCAOB Web
site at www.pcaobus.org (applicable to audits conducted in accordance with PCAOB Standards).

.15 You may also look for announcements of newly issued standards in The CPA Letter, Journal of
Accountancy, and the quarterly electronic newsletter, In Our Opinion, issued by the AICPA's Audit and Attest
Standards Team and available at www.aicpa.org/members/div/auditstd/opinion/index.htm.
.16 As necessary, auditors should obtain and understand the complete text of the applicable standards
and other guidance. You should visit the applicable Web site for complete information.

AICPA Auditing Interpretation
No. 1 of AU section 328,
Auditing Fair Value
Measurements and Disclosures

"Auditing Interests in Trusts Held by a Third-Party
Trustee and Reported at Fair Value"

AICPA Auditing Interpretation
No. 1 of AU section 332,
Auditing Derivative Instruments,
Hedging Activities, and
Investments in Securities

"Auditing Investments in Securities Where a Readily
Determinable Fair Value Does Not Exist"

AICPA Auditing Interpretation
No. 1 of AU section 625, Reports
on the Application of Accounting
Principles

"Requirement to Consult With the Continuing
Accountant"

AICPA Auditing Interpretation
No. 12 of AU section 623,
Special Reports

"Evaluation of the Appropriateness of Informative
Disclosures in Insurance Enterprises' Financial Statements
Prepared on a Statutory Basis"

(amended)

(Applicable to audits conducted in accordance with GAAS)

AICPA Auditing Interpretation
No. 14 of AU section 623

"Evaluating the Adequacy of Disclosure and Presentation
in Financial Statements Prepared in Conformity With an
Other Comprehensive Basis of Accounting (OCBOA)"

(Applicable to audits conducted in accordance with
generally accepted auditing standards (GAAS))

(Applicable to audits conducted in accordance with GAAS)

(Applicable to audits conducted in accordance with GAAS)

(amended)
(Applicable to audits conducted in accordance with GAAS)

AICPA Auditing Interpretation
No. 15 of AU section 623

"Auditor Reports on Regulatory Accounting or
Presentation When the Regulated Entity Distributes the
Financial Statements to Parties Other Than the Regulatory
Agency Either Voluntarily or Upon Specific Request"
(Applicable to audits conducted in accordance with GAAS)

This list of standards and other guidance in this section of the Alert includes guidance that may not apply to investment companies.
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AICPA Attest Interpretation
No. 6 of AT section 101,
Attest Engagements

“Reporting on Attestation Engagements Performed in
Accordance With Government Auditing Standards”

(Applicable to audits conducted in accordance with GAAS)
AICPA Technical Practice Aid
(TPA) section 9070.05

(nonauthoritative)

AICPA Technical Practice Aid
section 8345.01

“Consideration of Impact of Losses From Natural Disasters
Occurring After Completion of Audit Field Work and
Signing of the Auditor's Report But Before Issuance of the
Auditor's Report and Related Financial Statements"

(nonauthoritative)

“Audit Considerations When Client Evidence and
Corroborating Evidence in Support of the Financial
Statements Has Been Destroyed by Fire, Flood, or Natural
Disaster"

AICPA Technical Practice Aid
section 8345.02

“Considerations When Audit Documentation Has Been
Destroyed by Fire, Flood, or Natural Disaster"

(nonauthoritative)
AICPA Practice Alert
No. 05-01

Auditing Procedures With Respect to Variable Interest Entities

(nonauthoritative)

PCAOB Staff Questions and
Answers

Auditing Internal Control over Financial Reporting

(The PCAOB has issued two sets of questions and answers
in 2005 relating to the issuance of PCAOB No. 2, An Audit of
Internal Control Over Financial Reporting Performed in
Conjunction With an Audit of Financial Statements: question
37 and questions 38 through 55.)
(Applicable to audits conducted in accordance with PCAOB
Standards)

PCAOB Staff Questions and
Answers

Attest Engagements Regarding XBRL Financial Information
Furnished Under the XBRL Voluntary Financial Reporting
Program on the Edgar System
(Applicable to audits conducted in accordance with PCAOB
Standards)

AICPA Audit and Accounting
Practice Aid

The Auditor's Guide to Understanding PCAOB Auditing
Standard No. 2

(nonauthoritative)
AICPA Audit and Accounting
Practice Aid

SAS No. 70 Reports and Employee Benefit Plans

(nonauthoritative)

AICPA Audit and Accounting
Practice Aid

Illustrative Disclosures on Derivative Loan Commitments

(nonauthoritative)

(continued)
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Auditing Recipients of Federal Awards: Practical Guidance for
Applying OMB Circular A-133 (third edition)

(nonauthoritative)
Accounting Trends and
Techniques

Employee Benefit Plans

(nonauthoritative)

Accounting Trends and
Techniques

Not-for-Profit Organizations

(nonauthoritative)

Guidance on Management
Override of Internal Controls

Management Override of Internal Controls: The Achilles' Heel of
Fraud Prevention—The Audit Committee and Oversight of
Financial Reporting

(nonauthoritative)
AICPA Toolkit

The AICPA Audit Committee Toolkit: Not-for-Profit
Organizations

(nonauthoritative)
AICPA Toolkit

The AICPA Audit Committee Toolkit: Government Organizations

(nonauthoritative)
Statutory Framework

A Statutory Framework for Reporting Significant Deficiencies in
Internal Control to Insurance Regulators

(nonauthoritative)

.17 Since the writing of the general Audit Risk Alert—2005/06, the AICPA Auditing Standards Board (ASB)
issued two SASs applicable to audits of nonissuers and a Statement on Standards for Attestation Engage
ments (SSAE) applicable to attestation engagements performed for nonissuers. Brief descriptions of those
pronouncements follow:
•

SAS No. 102, Defining Professional Requirements in Statements on Auditing Standards (AICPA, Profes
sional Standards, vol. 1, AU sec. 120), and SSAE No. 13, Defining Professional Requirements in Statements
on Standards for Attestation Engagements (AICPA, Professional Standards, vol. 1, AT sec. 20), define the
terminology the ASB will use to describe the degrees of responsibility that the professional require
ments impose on the auditor or the practitioner. SAS No. 102 and SSAE No. 13 apply to existing SASs
and SSAEs, and are not intended to apply to interpretive guidance issued by the ASB. SAS No. 102
and SSAE No. 13 define two categories of professional requirements, unconditional requirements and
presumptively mandatory requirements. Unconditional requirements are indicated by the words must
or is required. Presumptively mandatory requirements are indicated by the word should.
SAS No. 102 also amends AU section 150, Generally Accepted Auditing Standards (AICPA, Professional
Standards, vol. 1), to require working paper documentation of auditor justification for a departure
from a presumptively mandatory requirement. SAS No. 102 and SSAE No. 13 are effective upon
issuance (December 2005).

•

SAS No. 103, Audit Documentation (AICPA, Professional Standards, vol. 1, AU sec. 339), establishes
standards and provides guidance for audit documentation. Among other matters, SAS No. 103
requires the auditor to prepare audit documentation in sufficient detail to provide an experienced
auditor with no previous connection to the audit with a clear understanding of the work performed,
audit evidence obtained and its source, and conclusions reached. SAS No. 103 specifies a minimum
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file retention period of five years from the report release date. SAS No. 103 amends AU section 530,
Dating of the Independent Auditor's Report (AICPA, Professional Standards, vol. 1), to require that the
auditor's report not be dated earlier than the date on which the auditor obtained sufficient and
appropriate evidence to support the financial statement opinion. SAS No. 103 supersedes SAS No.
96, Audit Documentation, and is effective for periods ending on or after December 15,2006, with early
application permitted.

Auditing Standards Available on AICPA and PCAOB Web Sites
.18 The standards and interpretations promulgated by the ASB are available free of charge by visiting
the AICPA Audit and Attest Standards Team's page on the AICPA Web site at www.aicpa.org. Members
and nonmembers alike can download the auditing, attestation, and quality control standards by either
choosing a section of the codification or an individual statement number. You can also obtain copies of AICPA
standards and other guidance by contacting the AICPA at (888) 777-7077 or online at www.cpa2biz.com.
Help Desk—See the AICPA publication Professional Standards (product no. 005105kk) for
AICPA professional standards applicable to nonpublic companies. PCAOB Standards and
Related Rules (product no. 057199kk), developed by the AICPA, offers a comprehensive
source of PCAOB standards.

.19 The PCAOB has published its interim standards for audits conducted in accordance with PCAOB
Standards on its Web site (www.pcaobus.org).

Help Desk—See the AICPA Audit Risk Alert SEC and PCAOB Alert—2005/06 (product no.
022496kk) for a thorough discussion of recent PCAOB developments including an update
on new PCAOB pronouncements and other issuances.

Recent Independence and Ethics Pronouncements
.20 Auditors should be aware of independence and ethics matters that affect their practice. See the AICPA
Independence and Ethics Alert—2005/06 (product no. 022476kk) for a thorough discussion of recent develop
ments and key issues in the area of independence and ethics including an update on new independence and
ethics pronouncements. Since the writing of that Alert, the AICPA Professional Ethics Executive Committee
adopted two new ethics rulings:
•

Ethics Ruling No. 113, "Acceptance or Offering of Gifts or Entertainment," under Rule 102, Integrity
and Objectivity (AICPA, Professional Standards, vol. 2, ET sec. 191.226-.227)

•

Ethics Ruling No. 114, "Acceptance or Offering of Gifts and Entertainment to or From an Attest
Client," under Rule 101, Independence (AICPA, Professional Standards, vol. 2, ET sec. 191.228-.229)

.21 The Professional Ethics Executive Committee also deleted Ethics Ruling No. 1, "Acceptance of a Gift,"
under Rule 101 (AICPA, Professional Standards, vol. 2, ET sec. 191.001-.002). Those new and deleted ethics rulings
can be found on the AICPA Web site at www.aicpa.org/download/ethics/Gifts_and_Entertainment_Rulings.
pdf. They were published in the January 2006 Journal of Accountancy, which would make them effective
January 31, 2006.

.22 In November 2005, the PCAOB adopted amendments to ethics and independence rules adopted July
26, 2005, concerning independence, tax services, and contingent fees. The rules as amended are subject to
SEC approval. For updated information and to obtain the amendments, visit the PCAOB Web site at www.
pcaobus.org.
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Recent Accounting Pronouncements and Related Guidance
.23 Presented below is a list of accounting pronouncements and other guidance issued since the writing
of last year's Alert.2 The AICPA general Audit Risk Alert—2005/06 (product no. 022336kk) presents brief
information about selected guidance listed. For information on accounting standards issued subsequent to
the writing of this Alert, please refer to the AICPA Web site at www.aicpa.org, and the Financial Accounting
Standards Board (FASB) Web site at www.fasb.org. You may also look for announcements of newly issued
standards in The CPA Letter and Journal of Accountancy.
FASB Statement of
Financial Accounting
Standards No. 152

Accounting for Real Estate Time-Sharing Transactions—an
amendment of FASB Statements No. 66 and 67

FASB Statement No. 153

Exchanges of Nonmonetary Assets—an amendment of APB Opinion
No. 29

FASB Statement No. 123
(revised 2004)

Share-Based Payment

FASB Statement No. 154

Accounting Changes and Error Corrections—a replacement of APB
Opinion No. 20 and FASB Statement No. 3

FASB Interpretation No. 47

Accounting for Conditional Asset Retirement Obligations—an
interpretation of FASB Statement No. 143

FASB Emerging Issues
Task Force (EITF) Issues

Go to www.fasb.org/eitf/ for a complete list of EITF Issues.

FASB FASB Staff Positions
(FSPs)

Go to www.fasb.org/fasb_staff_positions/ for a complete list
of FSPs.

AICPA Statement of
Position (SOP) 05-1

Accounting by Insurance Enterprises for Deferred Acquisition Costs
in Connection With Modifications or Exchanges of Insurance
Contracts

AICPA TPA
section 1200.06-.15

"Accounting by Noninsurance Enterprises for Property and
Casualty Insurance Arrangements That Limit Insurance Risk"

(nonauthoritative)

AICPA TPA
section 5400.05

"Accounting and Disclosures Guidance for Losses from Natural
Disasters—Nongovernmental Entities"

(nonauthoritative)

AICPA TPA
section 6930.09

"Accounting and Disclosure Requirements for Single-Employer
Employee Benefit Plans Related to the Medicare Prescription
Drug, Improvement and Modernization Act of 2003"

(nonauthoritative)

AICPA TPA
section 6930.10

"Accounting and Disclosure Requirements for Multiemployer
Employee Benefit Plans Related to the Medicare Prescription
Drug, Improvement and Modernization Act of 2003"

(nonauthoritative)

2 The list of pronouncements and other guidance in this section of the Alert includes guidance that may not apply to investment
companies.

AAM §8100.23

Copyright © 2006, American Institute of Certified Public Accountants, Inc.

71

6-06

8319

Investment Companies Industry Developments—2005/06

.24 Since the writing of the general Audit Risk Alert—2005/06, the AICPA issued the following nonauthori
tative TPAs:3
TPA section 6910.16

"Presentation of Boxed Investment Positions in the Condensed
Schedule of Investments of Nonregistered Investment
Partnerships"

TPA section 6910.17

"Disclosure of Long and Short Positions—Nonregistered
Investment Partnerships"

TPA section 6910.18

"Disclosure of an Investment in an Issuer When One or More
Securities and/or One or More Derivative Contracts are Held—
Nonregistered Investment Partnerships"

TPA section 6910.19

"Information Required to Be Disclosed in Financial Statements
When Comparative Financial Statements of Nonregistered
Investment Partnerships Are Presented"

TPA section 6910.20

"Presentation of Purchases and Sales/Maturities of Investments
in the Statement of Cash Flows—Nonregistered Investment
Partnerships"

TPA section 2130.09

"Scope Part I: Application of SOP 03-3, Accounting for Certain
Loans or Debt Securities Acquired in a Transfer, to Debt Securities"

TPA section 2130.10

"Scope Part II: Instruments Accounted for as Debt Securities
Under SOP 03-3"

TPA section 2130.11

"Determining Evidence of Significant Delays and Shortfalls
Relative to SOP 03-3, Accounting for Certain Loans or Debt
Securities Acquired in a Transfer”

TPA section 2130.12

"Determining Evidence of Deterioration of Credit Quality and
Probability of Contractual Payment Deficiency in Accordance
With SOP 03-3, Accounting for Certain Loans or Debt Securities
Acquired in a Transfer”

TPA section 2130.13

"Non-Accrual Loans Part I: Acquired Non-Accrual Loans
Under SOP 03-3, Accounting for Certain Loans or Debt Securities
Acquired in a Transfer”

TPA section 2130.14

"Non-Accrual Loans Part II: Consumer Loans on Non-Accrual
Status Under SOP 03-3, Accounting for Certain Loans or Debt
Securities Acquired in a Transfer”

TPA section 2130.15

"Loans Held for Sale in Accordance With SOP 03-3, Accounting
for Certain Loans or Debt Securities Acquired in a Transfer”

TPA section 2130.16

"Treatment of Commercial Revolving Loans Under SOP 03-3,
Accounting for Certain Loans or Debt Securities Acquired in a
Transfer”

TPA section 2130.17

"Application of SOP 03-3, Accounting for Certain Loans or Debt
Securities Acquired in a Transfer, to Retained Interests"

(continued)
3 TIS section 6910 in the "Technical Questions and Answers" section of Technical Practice Aids includes questions and answers
(Q&As), commonly referred to as TPAs, specifically pertaining to investment companies. As of the writing of this Alert, the Q&As
discussed in this section of the Alert are available on the AICPA Web site at www.aicpa.org/members/div/acctstd/general/recent_
tpas.asp.
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TPA section 2130.18

"Loans Reacquired Under Recourse Under SOP 03-3,
Accounting for Certain Loans or Debt Securities Acquired in a
Transfer”

TPA section 2130.19

"Acquired Loans Where Purchase Price Is Greater Than Fair
Value Under SOP 03-3, Accounting for Certain Loans or Debt
Securities Acquired in a Transfer”

TPA section 2130.20

"Acquired Loans Where Purchase Price is Less Than Fair Value
Under SOP 03-3, Accounting for Certain Loans or Debt Securities
Acquired in a Transfer”

TPA section 2130.21

"Accounting for Loans With Cash Flow Shortfalls That are
Insignificant Under SOP 03-3, Accounting for Certain Loans or
Debt Securities Acquired in a Transfer”

TPA section 2130.22

"Carrying Over the Allowance for Loan and Lease Losses
(ALLL) Under SOP 03-3, Accounting for Certain Loans or Debt
Securities Acquired in a Transfer (Part I)"

TPA section 2130.23

"Carrying Over the Allowance for Loan and Lease Losses
(ALLL) Under SOP 03-3, Accounting for Certain Loans or Debt
Securities Acquired in a Transfer (Part II)"

TPA section 2130.24

"Carrying Over the Allowance for Loan and Lease Losses
(ALLL) Under SOP 03-3, Accounting for Certain Loans or Debt
Securities Acquired in a Transfer (Part III)"

TPA section 2130.25

"Income Recognition for Non-Accrual Loans Acquired Under
SOP 03-3, Accounting for Certain Loans or Debt Securities Acquired
in a Transfer (Part I)"

_____
TPA section 2130.26

71

"Income Recognition for Non-Accrual Loans Acquired Under
SOP 03-3, Accounting for Certain Loans or Debt Securities Acquired
in a Transfer (Part II)"

TPA section 2130.27

"Income Recognition for Non-Accrual Loans Acquired Under
SOP 03-3, Accounting for Certain Loans or Debt Securities Acquired
in a Transfer (Part III)"

TPA section 2130.28

"Estimating Cash Flows Under SOP 03-3, Accounting for Certain
Loans or Debt Securities Acquired in a Transfer”

TPA section 2130.29

"EITF 01-7 Implications With a Restructured or Refinanced
Loan Under SOP 03-3, Accounting for Certain Loans or Debt
Securities Acquired in a Transfer (Part I)"

TPA section 2130.30

"EITF 01-7 Implications With a Restructured or Refinanced
Loan Under SOP 03-3, Accounting for Certain Loans or Debt
Securities Acquired in a Transfer (Part II)"

TPA section 2130.31

"Variable Rate Loans and Changes in Cash Flows and SOP 03-3,
Accounting for Certain Loans or Debt Securities Acquired in a
T ransfer”

TPA section 2130.32

"Pool Accounting under SOP 03-3, Accounting for Certain Loans
or Debt Securities Acquired in a Transfer (Part I)"

TPA section 2130.33

"Pool Accounting Under SOP 03-3, Accounting for Certain Loans
or Debt Securities Acquired in a Transfer (Part II)"
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TPA section 2130.34

"Application to Fees Expected to Be Collected Under SOP 03-3,
Accounting for Certain Loans or Debt Securities Acquired in a
Transfer"

TPA section 2130.35

"Application to Cash Flows From Collateral and Other Sources
Under SOP 03-3, Accounting for Certain Loans or Debt Securities
Acquired in a Transfer"

TPA section 5600.07

"Determining a Lease Term for Accounting Purposes"

TPA section 5600.08

"Lease Term for Accounting Purposes Differs From Term
Stated in Lease (Part 1)"

TPA section 5600.09

"Lease Term for Accounting Purposes Differs From Term
Stated in Lease (Part 2)"

TPA section 5600.10

"Rent Expense and Rent Revenue in an Operating Lease—
General"

TPA section 5600.11

"Rent Expense and Rent Revenue in an Operating Lease—
Scheduled Increase in Rental Space"

TPA section 5600.12

"Rent Expense and Rent Revenue in an Operating Lease—Rent
Holiday"

TPA section 5600.13

"Rent Expense and Rent Revenue in an Operating Lease—
Scheduled Rent Increases"

TPA section 5600.14

"Amortization/Depreciation of Leasehold Improvements in an
Operating Lease (Part 1)"

TPA section 5600.15

"Leasehold Improvements and Lease Term in an Operating
Lease (Part 2)

TPA section 5600.16

"Landlord Incentive Allowance in an Operating Lease"

TPA section 5600.17

"Cash Flows Statement Presentation of Landlord Incentive
Allowance in an Operating Lease"

.25 The FASB is very active in issuing EITF Issues and FSPs. Auditors should visit the FASB Web site to
stay abreast of these many issues and understand those accounting requirements that may pertain to their
client's financial statements. In the AICPA general Audit Risk Alert—1005/06 (product no. 022336kk), you
will find a list of selected EITF Issues and FSPs that have been issued recently and may have a broad interest.
Three recently issued FSPs and the consensuses in an EITF Issue that are of particular interest for the
investment companies industry are discussed in this section of the Alert.

Guidance for Evaluating Control of a Limited Partnership
.26 EITF Issue No. 04-5. The consensus in EITF Issue No. 04-5, "Determining Whether a General Partner,
or the General Partners as a Group, Controls a Limited Partnership or Similar Entity When the Limited
Partners Have Certain Rights," provides a framework to determine whether the general partners in a limited
partnership control a limited partnership. EITF Issue No. 04-5 does not apply to a general partner that carries
its investment in the limited partnership at fair value with changes in fair value reported in the statement of
operations in accordance with generally accepted accounting principles (GAAP).

.27 Control of a limited partnership is presumed regardless of the extent of the general partners'
ownership interest. Assessment of whether the rights of limited partners overcome the presumption of
control is a matter of judgment that depends on facts and circumstances. The general partners do not control
a limited partnership if the limited partners have either (1) substantive ability to dissolve (liquidate) the limited
partnership or otherwise remove the general partner(s) without cause, or (2) substantive participating rights.
AICPA Audit and Accounting Manual
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.28 FSP No. SOP 78-9-1. FSP No. 78-9-1, Interaction of AICPA Statement of Position 78-9 and EITF Issue No.
04-5, was issued to amend Statement of Position (SOP) 78-9, Accounting for Investments in Real Estate Ventures,
so that guidance for assessing whether a general partner or the general partners as a group controls a limited
partnership is consistent, irrespective of the industry within which the limited partnership operates.
.29 EITF Issue No. 04-5 and FSP No. 78-9-1 are effective (1) after June 29, 2005, for general partners of all
new limited partnerships formed and for existing limited partnerships for which the partnership agreements
are modified; and (2) no later than the beginning of the first reporting period in fiscal years beginning after
December 15, 2005, for general partners in all other limited partnerships.

Guidance to Account for Cash Received From Third Parties for Rights to Future Cash Flows
From Distribution Fees
.30 Distributors of mutual funds that do not have front-end sales charges may receive fees over a specified
future period to compensate them for the distribution of fund shares (12b-l fees). Some distributors are paid
a contingent deferred sales charge (CDSC) if an investor redeems its investment in the fund before expiration
of the 12b-l plan period.
.31 Distributors may receive lump-sum cash payments from third parties for the rights to future cash
flows from distribution fees. How does a distributor account for cash received from the third party?
Accounting guidance is provided in FSP No. EITF 85-24-1, Application of EITF Issue No. 85-24, Distribution
Fees by Distributors of Mutual Funds That Do Not Have a Front-End Sales Charge, When Cash for the Right
to Future Distribution Fees for Shares Previously Sold Is Received from Third Parties.

.32 The 12b-l fee and CDSC are referred to collectively as Rights in FSP No. EITF 85-24-1. The FASB staff
states in FSP No. EITF 85-24-1 that revenue recognition is appropriate when cash is received from a third
party for the Rights if the distributor has neither continuing involvement with the Rights nor recourse. The
condition of “neither continuing involvement nor recourse" is met when neither the distributor nor any
member of the consolidated group that includes the distributor (1) retains any disproportionate risks or
rewards in the cash flows of the Rights that are sold; (2) guarantees or assures in any way the purchaser's
rate of return or return on investment related to the Rights that are sold; or (3) contractually restricts the
ability of the consolidated group or the mutual fund independent board to remove, replace, or subcontract
any of the service providers of the fund. Deferred costs for the shares sold to which the Rights pertain should
be expensed concurrent with the recognition of revenue consistent with the consensus in EITF Issue No.
85-24, Distribution Fees by Distributors of Mutual Funds That Do Not Have a Front-End Sales Charge. FSP
No. EITF 85-24-1 also requires certain disclosures.
.33 FSP No. EITF 85-24-1 does not address accounting for the Rights by a mutual fund. The FSP states
mutual funds should continue to follow the guidance in SOP 95-3, Accounting for Certain Distribution Costs of
Investment Companies.4

.34 FSP No. EITF 85-24-1 is effective for reporting periods beginning after March 11, 2005. The guidance
should not be analogized to other transactions.

FASB Staff Position on Reporting of Fully Benefit-Responsive Investment Contracts by
Certain Investment Companies
.35 FSP Nos. AAG INV-1 and SOP 94-4-1, Reporting of Fully Benefit-Responsive Investment Contracts Held
by Certain Investment Companies Subject to the AICPA Investment Company Guide and Defined-Contribution Health
and Welfare and Pension Plans:
4 Statement of Position (SOP) 95-3, Accounting for Certain Distribution Costs of Investment Companies, is incorporated into the Audit and
Accounting Guide Investment Companies.
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•

Describes the limited circumstances in which the net assets of an investment company shall reflect
the contract value. Contract value is the relevant measurement attribute for that portion of the net
assets of an investment company attributable to fully benefit-responsive investment contracts,
provided that the investment company is established under a trust whereby the trust itself is adopted
as part of one or more qualified employer-sponsored defined-contribution plans.

•

Provides a definition of a fully benefit-responsive investment contract. For purposes of FSP Nos. AAG
INV-1 and SOP 94-4-1, the term investment contract refers to (1) a traditional or separate account
guaranteed investment contract (GIC) contract, (2) a bank investment contract (BIC) contract, (3) a
synthetic GIC contract composed of a wrapper contract and the underlying wrapped portfolio of
individual investments, or (4) a contract with similar characteristics.

. 36 Paragraphs 8 through 11 of the FSP provide financial statement presentation and disclosure guidance,
including reporting in the statement of assets and liabilities of:
•

Separate line items for (1) investments (including traditional GIC contracts) and (2) wrapper con
tracts, with parenthetical reference that those amounts are reported at fair value.

•

Total assets, total liabilities, net assets reflecting all investments at fair value, and net assets. The net
assets amount represents the amount at which participants can transact with the investment company
and should be used for purposes of preparing per-share disclosures required by paragraphs 7.68
through 7.73 of the Audit and Accounting Guide Investment Companies. The difference between net
assets reflecting all investments at fair value and net assets should be presented as a single amount
on the face of the statement of assets and liabilities, calculated as the sum of the amounts necessary
to adjust the portion of net assets attributable to each fully benefit-responsive investment contract
from fair value to contract value.

.37 In Appendix A of the FSP, you will find an example illustrating the presentation and disclosure guidance.
.38 Effective date and transition guidance is provided in paragraphs 12 and 13 of FSP Nos. AAG INV-1
and SOP 94-4-1. To be considered within the scope of the FSP as of the effective date (financial statements
for annual periods ending after December 15,2006) and thereafter, any portion of the investment company's
net assets attributable to a particular plan investee that is not held in trust for the benefit of participants in a
qualified employer-sponsored defined-contribution plan is not permitted to increase after January 15, 2006,
except for reinvestment of income earned.

Audit Issues and Developments5
Auditing and Accounting for Investments
Significance to the Overall Audit
.39 An investment company's securities portfolio typically comprises substantially all its net assets.
Accordingly, the audit of an investment company's investment accounts is a significant portion of the overall
audit because of the relative significance of those accounts and of the related income accounts.

.40 Auditors may identify changes to the operations and procedures for investment valuation. In
particular, investment companies may have implemented operational and procedural changes for valuing
investments in foreign securities following the focus in recent years by the SEC and by investors on market
timing in funds investing overseas. Further, in December 2003, the SEC adopted policy and procedure
requirements in Rule 38a-l under the 1940 Act and in Rule 206(4)-7 under the Advisers Act. The adopting
5 Refer to the full text of the auditing standards and other guidance discussed in this section of the Alert and be alert for updates,
amendments, or other changes.
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release stated that Rule 38a-l requires funds to adopt policies and procedures that require fund monitoring
for circumstances that may necessitate using fair value prices, establish criteria for determining when market
quotations are no longer reliable for a particular portfolio security, provide a methodology or methodologies
by which the fund determines the current fair value of the portfolio security, and regularly review the
appropriateness and accuracy of the valuation method used and make necessary adjustments.
.41 In the tables that follow, you will find brief summaries of selected auditing and accounting guidance
that you should consider when auditing investment accounts.

Guidance for Auditing Investments
Paragraphs 2.99 through
2.181 of the Audit and
Accounting Guide Investment
Companies
(as of May 1, 2004)

Guidance on auditing procedures for investment accounts.
Among the matters discussed are the principal objectives in
auditing the investment accounts, consideration of internal
control, and examination of transactions and detail records,
including portfolio transactions with affiliates and the
valuation of investments.

The auditing procedures in paragraph 2.142 note that the
auditor should review such relevant investment company
documents as the latest prospectus, statement of additional
information, certificate of incorporation, bylaws, and
minutes of the board of directors' and shareholders'
meetings to gain an understanding of the investment
company's investment objectives and restrictions, and
consider whether management has a program to prevent,
deter, or detect noncompliance with the investment
company's investment restrictions. The auditor should also
consider whether the program has identified noncompliance
with the stated investment restrictions and test the operation
of the program to the extent considered necessary. An
investment company's failure to comply with its stated
investment restrictions may be considered a possible illegal
act that may have an indirect effect on the financial
statements of the fund.
See paragraphs 2.128 and 2.142 regarding the SEC
requirement in Rule 38a-l for appointment of a chief
compliance officer responsible for administering and for
reviewing annually an investment company's policies and
procedures designed to prevent violation of federal securities
laws. Chief compliance officers are required in 2006 to
provide the first reports on the operation of the policies and
procedures to fund boards (within 60 calendar days of
completion of the annual review).
AU section 336, Using the
Work of a Specialist (AICPA,
Professional Standards, vol. 1;
and for audits conducted in
accordance with PCAOB
standards: AICPA, PCAOB
Standards and Related Rides')
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Auditors should also consider the need for using the work of
a specialist for auditing valuations of complex financial
instruments or restricted securities. AU section 336 provides
guidance for auditors using the work of a specialist.
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AU section 317, Illegal Acts by
Clients (AICPA, Professional
Standards, vol. 1; and for
audits conducted in
accordance with PCAOB
standards: AICPA, PCAOB
Standards and Related Rules)

Should an auditor become aware of the possibility of an
illegal act, the procedures in AU section 317 should be
applied. Auditors may also be required, under certain
circumstances, pursuant to the Private Securities Litigation
Reform Act of 1995 [codified in Section 10A(b)l of the
Securities Exchange Act of 1934 (the 1934 Act)], to make a
report to the SEC relating to an illegal act that has a material
effect on the financial statements.

AU section 332, Auditing
Derivative Instruments,
Hedging Activities, and
Investments in Securities
(AICPA, Professional
Standards, vol. 1; and for
audits conducted in
accordance with PCAOB
standards: AICPA, PCAOB
Standards and Related Rules);
AICPA Auditing
Interpretation No. 1 of
AU section 332; and the
companion Audit Guide
Auditing Derivative
Instruments, Hedging
Activities, and Investments
in Securities

Guidance for auditing investments in debt and equity
securities, investments accounted for under APB Opinion
No. 18, The Equity Method of Accounting for Investments in
Common Stock, and derivative instruments and hedging
activities is provided in AU section 332 and the companion
Audit Guide.

AU section 328, Auditing Fair
Value Measurements and
Disclosures (AICPA,
Professional Standards, vol. 1;
and for audits conducted in
accordance with PCAOB
standards: AICPA, PCAOB
Standards and Related Rules)

Auditing Interpretation No. 1 of AU section 332 (AICPA,
Professional Standards, vol. 1, AU sec. 9332.01-.04), provides
guidance for auditors of nonissuers regarding the adequacy
of audit evidence, with respect to the existence and valuation
assertions in AU section 332, in confirmations received from
third parties where a readily determinable fair value does
not exist, and the auditor determines auditing procedures
should include verifying the existence and testing the
measurement of the investments. For example, an entity may
have an investment in a hedge fund that is reported at fair
value, but for which a readily determinable fair value does
not exist. Further, the hedge fund may own interests in
investments in limited partnership interests or other private
equity securities for which a readily determinable fair value
does not exist. As part of the auditor's procedures in
accordance with AU section 332, an auditor typically would
satisfy the existence assertion through either confirmation
with the hedge fund, examination of legal documents, or
other means. In confirming existence, the auditor may request
the hedge fund to indicate or confirm the fair value of the
entity's investment in the hedge fund, including the fair
value of investments held by the hedge fund. In some
circumstances, the hedge fund will not provide detailed
information about the basis and method for measuring the
entity's investment in the hedge fund, nor will they provide
information about specific investments held by the hedge
fund. The Auditing Interpretation illustrates examples of
information auditors may receive in a third party confirmation
(in the aggregate or on a security-by-security basis), and
provides interpretative guidance for auditors about the
adequacy of audit evidence provided in those examples.

Expanded guidance on the audit procedures for fair value
measurements and disclosures. Under AU section 328, the
auditor's substantive tests of fair value measurements
involve (1) testing management's significant assumptions,
the valuation model, and the underlying data; (2) developing
independent fair value estimates for corroborative purposes;
or (3) reviewing subsequent events and transactions.

(continued)
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AU section 329, Analytical
Procedures (AICPA,
Professional Standards, vol. 1;
and for audits conducted in
accordance with PCAOB
standards: AICPA, PCAOB
Standards and Related Rides)

In planning the audit, the auditor also should perform
analytical procedures with the objective of identifying
unusual or unexpected relationships.

AICPA Auditing
Interpretation No. 16 of
AU section 508, Effect on
Auditor's Report of Omission of
Schedule of Investments by
Investment Partnerships That
Are Exempt From Securities
and Exchange Commission
Registration Under the
Investment Company Act
of 1940

If financial statements of an investment partnership that is
exempt from. SEC registration do not include the required
Schedule of Investments disclosures and it is practicable for
the auditor to determine them or any portion thereof, the
auditor should include the information in his or her report
expressing the qualified or adverse opinion.
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Accounting for Investments
Paragraphs 2.19 through 2.98
and paragraph 2.177 in the
Audit and Accounting Guide
Investment Companies
(as of May 1,2004)

Paragraph 1.32 in the Guide

Paragraphs 7.11 through 7.15
in the Guide
SEC Codification of Financial
Reporting Policies
Section 404.02, Accounting for
Interest Collected on Defaulted
Bonds

Accounting guidance including methods of valuing
investments, defaulted debt securities, and expenditures in
support of defaulted debt securities, lending of portfolio
securities, and accounting for foreign investments.
As discussed in paragraph 2.177, for items valued using a
valuation model, the auditor should determine whether the
investment company client has made appropriate disclosures
about the method(s) and significant assumptions used to
estimate the fair values of such investments.
The fair value of an investment is the amount at which the
investment could be exchanged in a current transaction
between willing parties, other than in a forced or liquidation
sale. The best evidence of fair value is the quoted market
price in an active market. In the absence of a quoted market
price, amounts representing estimates of fair values using
methods applied consistently and determined in good faith
by the board of directors should be used.
Guidance for reporting the Schedule of Investments.
See sections 404.03 and 404.04 for guidance on accounting,
valuation, and disclosure of investment securities and on
restricted securities, including the factors to be considered in,
and the responsibilities for and methods used for, the
valuation of securities for which market quotations are not
readily available.

Section 404.03, Accounting,
Valuation, and Disclosure of
Investment Securities

Section 404.04,
Restricted Securities
Section 404.05,
Money Market Funds
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Regulation S-X, Article 6 and
Article 12

Rules 6.03, 6.04, 6.05,12-12,12-12A, 12-12B, 12-12C, 12-13,
and 12-14 apply to registered investment companies. Small
Business Investment Companies (SBICs) are covered in
Article 5. Part 107 of the Small Business Administration
(SBA) rules and regulations includes guidance on proper
techniques and standards for valuing portfolios for purposes
of regulatory reporting to the SBA.

SEC Division of Investment
Management staff
interpretive letters:6

The 1999 Letter clarified that market quotations for portfolio
securities are not readily available when the exchanges or
markets on which those securities trade do not open for an
entire day, and that funds accordingly must price those
securities based on a determination of fair value; provided
additional guidance regarding the process of fair value
pricing; described certain factors that funds should consider
when pricing portfolio securities at fair value; and discussed
the obligations of fund boards of directors for pricing
portfolio securities at fair value and measures that boards
may take when discharging those responsibilities. The 1999
Letter reaffirmed that SEC Accounting Series Releases No.
113 and 118 continue to represent the views of the SEC on
securities valuation.

— Letter from Douglas
Scheidt, associate director
and chief counsel, SEC
Division of Investment
Management, to Craig S.
Tyle, Investment Company
Institute, December 8,1999
(1999 Letter).
— Letter from Douglas
Scheidt, associate director
and chief counsel, SEC
Division of Investment
Management, to Craig S.
Tyle, Investment Company
Institute, April 30, 2001
(2001 Letter).

SEC Release No. IC-26418,
Disclosure Regarding Market
Timing and Selective Disclosure
of Portfolio Holdings

The 2001 Letter stated the SEC staff's views on the
obligations of funds and their directors under the 1940 Act to
determine in good faith the fair value of the funds' portfolio
securities when market quotations are not readily available,
as well as other topics, such as the valuation of securities
traded on foreign exchanges and the inappropriate use of fair
value pricing for securities for which market quotations are
readily available.
Requires investment companies offering their shares on
Forms N-1A and N-3 to provide a brief explanation in their
prospectuses of the circumstances under which they will use
fair value prices and the effects of using fair value pricing.

Audit and Accounting Guide Investment Companies
.42 The Audit and Accounting Guide Investment Companies is updated periodically with conforming
changes to reflect the issuance of new authoritative pronouncements and regulatory developments, includ
ing the release of final and proposed SEC rules. The most recent update of the Guide was prepared to reflect
conforming changes as of May 1, 2004. Certain conforming changes made to the 2004 edition of the Guide
are discussed below.
.43 A number of the illustrative reports in Chapter 11, "Independent Auditor's Reports and Client
Representations" were modified to reflect the issuance of authoritative pronouncements and interpretive
guidance from the PCAOB and the AICPA, and to reflect regulatory developments. Two new illustrative
report examples were added to the chapter:
1.

"Auditors' Report on Financial Statements of a Registered Investment Company—Stand Alone
Fund—Presenting a Condensed Schedule of Investments and Referring to the Supplemental Detailed
Schedule of Investments Included in the Form N-CSR Filing"

6 You can obtain these documents on the SEC Web site at www.sec.gov.
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2. "Registered Investment Company—Stand Alone Fund—Separate Opinion on the Supplemental
Detailed Schedule of Investments Included in the Form N-CSR Filing"

.44 Chapter 7, "Financial Statements of Investment Companies," has been updated to reflect the guidance
in SOP 03-4, Reporting Financial Highlights and Schedule of Investments by Nonregistered Investment Partnerships:
An Amendment to the Audit and Accounting Guide Audits of Investment Companies and AICPA Statement of
Position 95-2, Financial Reporting by Nonpublic Investment Partnerships. Chapter 10, "Variable Contracts—
Insurance Companies" has been updated to reflect the guidance in SOP 03-5, Financial Highlights of Separate
Accounts: An Amendment to the Audit and Accounting Guide Audits of Investment Companies. Also, new
footnote 1 was added to Chapter 7 to note that although SEC amendments adopted in 2004 (see SEC Release
No. IC-26372) allow a money market fund to exclude its portfolio of investments from its shareholder reports,
provided that this information is filed with the SEC on Form N-CSR semiannually and provided free of
charge to shareholders upon request, the GAAP requirement in the Guide that a money market fund present,
at a minimum, a condensed schedule of investments for each statement of assets and liabilities was not
modified.

Revised Illustrative Report on Internal Control
.45 The AICPA Investment Companies Expert Panel has developed for immediate use a revised illustra
tion to replace the "Report on Internal Control Required by The SEC Under Form N-SAR" found in paragraph
11.17 of the Audit and Accounting Guide Investment Companies. The revised illustrative report incorporates
the definitional change to "material weakness" as described in PCAOB Auditing Standard No. 2, An Audit
of Internal Control Over Financial Reporting Performed in Conjunction With an Audit of Financial Statements. For the
revised illustrative report, visit the AICPA Web site at www.aicpa.org/members/div/acctstd/expertpanel
investco.asp.

Investment Strategies Achieved by Funds Investing in Other Funds
.46 A recent development in the investment companies industry is the increase in the number of
registered funds that invest in another fund as regulations evolve to permit such investment activity. Funds
might achieve their investment strategy by investing most of their investable assets in another fund or other
funds, commonly referred to as a fund of funds structure. Fund of funds structures may provide for
consolidation and greater efficiency in investment of a certain asset class.
.47 Accounting and auditing guidance for funds of funds is found in Chapter 5, "Complex Capital
Structures" in the Audit and Accounting Guide Investment Companies. Auditors should consider whether
recent industry developments regarding the use of fund of funds may indicate the existence of auditing issues
in addition to those addressed in that guidance. Some examples of additional audit issues to consider are:
•

To the extent an investor fund invests in a number of nonaffiliated investment companies, what audit
procedures should the auditor perform on investee fund financial information included in the
investor fund financial statements?

•

What procedures should an auditor of a fund of registered funds perform in auditing the valuation
of the underlying funds that are managed by an affiliated entity, especially if the year-ends differ or
the affiliated funds are audited by another firm?

— How are audit procedures for auditors of nonissuers affected by the recently issued Auditing
Interpretation, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities, of
AU section 332?
— Can the audited financial statements of the investee funds be utilized as audit evidence to the
extent the fiscal years of the investee funds and the investor fund correspond?
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•

Are there concerns for a principal auditor if most of the assets of the investor fund are invested in
investee funds that are audited by other audit firms?

•

For a registered fund of funds in which the investee fund shares are held by a transfer agent, should
the wording of the audit opinion that refers to the confirmation process be modified? What are the
audit considerations if the transfer agent and the investee funds are affiliated with the investor fund?

.48 See the discussions "CFTC Staff 'Dear CPO' Letter" and "SEC Proposed Rules" in this Alert for more
information about recent developments for fund of funds.

Performance Standards
.49 The CFA Institute (formerly known as the Association of Investment Management and Research
(AIMR®)) developed the AIMR Performance Presentation Standards (AIMR-PPS® standards) and the Global
Investment Performance Standards (GIPS® standards)7 (collectively, "the performance standards"). As of
January 1, 2006, the AIMR-PPS standards converged with the GIPS standards. For more information, visit
the CFA Institute Web site at www.cfainstitute.org.

.50 The ASB's Investment Performance Statistics Task Force is revising SOP 01-4, Reporting Pursuant to
the Association for Investment Management and Research Performance Presentation Standards, in light of the recent
convergence of the AIMR-PPS with the GIPS standards. Visit the AICPA Web site at www.aicpa.org/
members/div/auditstd/asbprojecttimetable.htm for a project timetable for that project and other ASB
current projects.

Regulatory Developments
.51 AU section 311, Planning and Supervision (AICPA, Professional Standards, vol. 1; and for audits
conducted in accordance with PCAOB standards: AICPA, PCAOB Standards and Related Rules), states that in
planning the audit, the auditor should consider matters affecting the industry in which the entity operates
as they relate to the audit, including, among other matters, government regulations. For investment
companies, this would generally include an understanding of the Investment Company Act of 1940 (the 1940
Act) and the Advisers Act, among other SEC regulations. In this section of the Alert, we briefly summarize
SEC final rules issued and selected other SEC developments since the writing of last year's Alert that have
particular interest for auditors and their clients in the investment companies industry.
.52 Investment partnerships that are commodity pools subject to the regulation of the Commodity
Exchange Act of 1974 should comply with the financial reporting requirements of Part 4 of the Commodity
Futures Trading Commission (CFTC) Regulations.8 A CFTC staff letter of particular interest to commodity
pool operators (CPOs) and their auditors is discussed below.
.53 You should be alert for updates, amendments, or other changes to the rules discussed in this Alert
and for other developments related to regulatory activities. Also consider the activities of other regulatory
bodies that may relate to your audits. See the "Information Sources" table at the end of this Alert for a list of
some Web sites that can provide additional information on regulatory developments.
.54 The brief summaries provided in this section of the Alert are for informational purposes only. Refer
to the full text of the regulations and other documents that are discussed.
7 The phrase "Association for Investment Management and Research Performance Presentation Standards" is abbreviated in this
Alert as the AIMR-PPS standards. The phrase "Global Investment Performance Standards" is abbreviated in this Alert as the GIPS
standards. For information on the appropriate use of the AIMR-PPS and/or GIPS registered trademark, see the CFA Institute Web site
www.cfainstitute.org.

8 Rule 4.13 and Rule 4.5 under the Commodity Exchange Act of 1974 provide for exemptions from registration under the Commodity
Exchange Act of 1974.
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SEC Regulations and Developments
.55 The complete text of SEC final rules discussed in this section of the Alert, rules adopted subsequent
to the writing of this Alert, and other SEC information, can be obtained from the SEC Web site at www.sec.gov.

Final Rules
.56

•

XBRL Voluntary Financial Reporting Program on the EDGAR System (Releases No. IC-26747, No.
33-8529, and No. 34-51129). The SEC added new Rules 401 and 402 to Regulation S-T and adopted
rule amendments enabling voluntary submission by registrants of supplemental tagged financial
information using the XBRL format as exhibits to Electronic Data Gathering, Analysis, and Retrieval
System (EDGAR) filings under the 1934 Act and 1940 Act. XBRL-Related documents are submitted
under a voluntary program to test and evaluate tagging technology and do not replace the official
EDGAR filing of the financial information in the required EITML or ASCII format. XBRL-Related
documents must comply with Rule 401 content and format requirements. Rule 401 also requires that
the filing with which XBRL-Related documents are submitted describe the XBRL-Related documents
as "unaudited" or "unreviewed" and disclose cautionary language for investors about the purpose
of XBRL data. New Rule 402 provides voluntary filers of XBRL documents with certain relief from
liability. Effective date: March 16, 2005.
Help Desk—The PCAOB has released Staff Question and Answers: Attest Engagements
Regarding XBRE Financial Information Furnished Under the XBRE Voluntary Financial Reporting
Program on the Edgar System. You can obtain these questions and answers on the PCAOB
Web site at www.pcaobus.org.

•

Adjustments to Civil Monetary Penalty Amounts (Releases No. IC-26748, No. IA-2348, No. 33-8530, and
No. 34-51136). The SEC adopted a final rule adjusting for inflation the maximum amount of civil
monetary penalties under statutes administered by the SEC and certain penalties under the SarbanesOxley Act of 2002. Effective date: February 14, 2005.

•

Mutual Fund Redemption Fees (Release No. IC-26782). New Rule 22c-2 under the 1940 Act permits fund
directors (including a majority of independent directors), to approve a redemption fee of up to two
percent of the value of shares redeemed on shares redeemed within seven or more calendar days
after the shares were purchased. The fund would retain the fee. Funds are further required to enter
into written agreements with their financial intermediaries requiring the intermediaries to provide
funds with access to information about certain shareholder identity and transaction information,
regardless of whether the fund imposes a redemption fee. Each fund determines when it should
receive that information. The agreements must also require that intermediaries execute fund instruc
tions restricting or prohibiting purchases or exchanges by shareholders identified by a fund as having
engaged in trading that violates the fund's market timing policies.9 SEC staff no-action positions
concerning redemption fees are terminated as a result of adoption of Rule 22c-2. The SEC also released
a request for additional comment to obtain further views on whether the SEC should adopt uniform
standards for redemption fees charged under Rule 22c-2. Effective date: May 23, 2005. Compliance
date: October 16, 2006.10

•

Amendment to Rule 4-01(a) of Regulation S-X Regarding the Compliance Date for Statement of Financial
Accounting Standards No. 123 (Revised 2004), Share-Based Payment (Releases No. IC-26833, No. 33-8568,

9 The requirements of Rule 22c-2 do not apply to (1) money market funds; (2) funds that issue securities that are listed on a national
securities exchange; and (3) funds that affirmatively permit short-term trading and prominently disclose in the prospectus that
short-term trading of fund shares is permitted and may result in additional costs to the fund, unless those funds elect to impose a
redemption fee. See Rule 22c-2(b).
10 The SEC proposed rule Mandatory Redemption Fees for Redeemable Fund Securities (Release No. IC-26375A) would have required
imposition of a mandatory redemption fee.
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and No. 34-51558). The SEC amended the compliance dates for implementing FASB Statement No.
123(R). The amendments to Regulation S-X allow registrants to implement FASB Statement No.
123(R) at the beginning of the fiscal year. Effective date: April 21, 2005.

•

Rulemaking for EDGAR System (Releases No. IC-26990, No. 33-8590, and No. 34-52052). The SEC
adopted a final rule that requires certain open-end management investment companies and insurance
company separate accounts to obtain identifiers for their series and classes (or contracts for separate
accounts) and to keep that information current. Specified EDGAR submissions are required to
electronically identify for which series and classes (or contracts) the filing is made. Identifying
information for series and classes (or contracts) was previously provided in the text of filings. The
final rule also requires electronic submission of fidelity bonds under Section 17(g) and sales literature
under Section 24(b) of the 1940 Act. Effective date: See the Release for effective date information.

•

Securities Offering Reform (Releases No. IC-26993, No. 33-8591, and No. 34-52056). The SEC revised
registration and other procedures in the offering and capital formation processes; communications
related to registered securities offerings; and the delivery of information to investors. New rules were
adopted and existing rules and forms were amended or eliminated under the Securities Act of 1933
(the 1933 Act), the 1934 Act, and the 1940 Act. A number of the rules or amendments (as examples,
new communications Rules 168 and 169 under the 1933 Act providing for the use of two new safe
harbors for factual business and forward-looking information; Rule 163A under the 1933 Act
providing for exemption from section 5(c) of the 1933 Act for certain communications made by or on
behalf of issuers more than 30 days before a registration statement is filed; and new Rule 172 for
delivery of prospectuses) are noted as not applicable to investment companies registered under the
1940 Act and to business development companies. The Release notes a new category of issuer—a
"well-known seasoned issuer"—will be permitted to benefit to the greatest degree from the modifi
cations; however, registered investment companies and business development companies are explic
itly excluded from the definition of well-known seasoned issuer. Effective date: December 1,2005.

•

Ownership Reports and Trading by Officers, Directors and Principal Security Holders (Releases No.
IC-27025, No. 33-8600, and No. 34-52202). The SEC adopted rule amendments that clarify the
exemptive scope of Rules 16b-3 and 16b-7 under the 1934 Act. Transactions that satisfy the exemptive
conditions in those rules are not subject to Section 16(b) short-swing profit recovery. Also, item 405,
which requires disclosure of Section 16 reporting delinquencies in Form N-SAR, was amended to
delete the three-day calendar timeliness presumption. Effective date: See the Release for effective date
and availability date information.

•

Certain Broker-Dealers Deemed Not To Be Investment Advisers. The SEC adopted temporary and final
rules under the Advisers Act to address application of the Advisers Act to broker-dealers.

— In January, the SEC released a reproposal of 1999 proposed Rule 202(a)(l1)-l under the Advisers
Act (Release No. IA-2340). The SEC concurrently adopted temporary Rule 202(a)(11)T (Releases
No. IA-2339 and 34-50979), effective from January 6,2005, through April 15,2005. Broker-dealers
had relied on an SEC staff no-action position announced in 1999 to offer fee-based and discount
brokerage programs without triggering regulation under the Advisers Act. Temporary Rule
202(a)(ll)T allowed broker-dealers satisfying certain conditions to temporarily continue to
maintain such programs without triggering Advisers Act regulation.
— In April, the SEC adopted new Rule 202(a)(ll)-l under the Advisers Act (Releases No. IA-2376
and No. 34-51523). A broker-dealer providing advice solely incidental to its brokerage services
is excepted from the Advisers Act if the broker-dealer charges an asset-based or fixed fee and
makes certain disclosures. Broker-dealers are not subject to the Advisers Act solely because they
offer full-service brokerage and discount brokerage services for reduced commission rates.
Exercising investment discretion is not "solely incidental to" the business of a broker-dealer
within the meaning of the Advisers Act or to brokerage services within the meaning of Rule
202(a)(U). Effective date for Rule 202(a)(l 1)-1 is April 15, 2005, except Rule 202(a)(ll)-l(a)(l)(ii)
is effective May 23, 2005. In September 2005, the SEC extended the compliance date for Rules
202(a)(11)-l(b)(2) and (b)(3) to January 31, 2006.
AICPA Audit and Accounting Manual
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.57 In addition to these final rules, the SEC adopted final rules in 2005 to revise the EDGAR filer manual,
including revisions to support the voluntary submission of XBRL documents.
.58 Also, as a reminder, the SEC adopted a new rule and rule amendments in 2004 under the Advisers
Act requiring advisers to certain private investment pools (hedge funds) to register with the SEC. (See Release
No. IA-2333. Also, see the SEC no-action letter to ABA Subcommittee on Private Investment Entities (December
8, 2005), available on the SEC Web site at www.sec.gov/divisions/investment/noaction/abal20805.htm.)
Advisers that are required to register under the new rule and rule amendments must do so by February 1,
2006, unless they meet the requirements for exemption as a small adviser by not exceeding the limit of
fourteen clients. Hedge funds may be extending lock-up periods so that an investor in a hedge fund is
prohibited from redeeming interests within two years after purchase and therefore would not be counted as
a client of the adviser.

Report of Management on Internal Control Over Financial Reporting
.59 As discussed in last year's Alert, Section 405 of the Sarbanes Oxley Act of 2002 generally exempts
registered investment companies from the provisions of Section 404 that require a report of management on
internal control over financial reporting. Business development companies, however, do not fall within the
requirements of Section 405 and are required to include a report of management on the company's internal
control over financial reporting.11 The SEC issued final rules in 2005 amending compliance dates for rules
and forms implementing Section 404. See the SEC Web site at www.sec.gov/rules/final/33-8545.htm and
at www.sec.gov/rules/final/33-8618.pdf to obtain the final rules.

Investment Company Governance
.60 In 2004, the SEC amended the ten Exemptive Rules under the 1940 Act (see Release No. IC-26520) to
require that investment companies relying on those Exemptive Rules satisfy certain governance standards.
The amendments require that funds relying on the Exemptive Rules have boards of directors with (1) no less
than 75 percent independent directors and (2) an independent chair. The compliance date is January 16,2006.
Some SEC developments in 2005 as of the writing of this Alert that followed the release of the amendments
are discussed below.
.61 In April 2005, the SEC staff issued a report "Exemptive Rule Amendments of 2004: The Independent
Chair Condition" as required by Section 2, Division B, Title V of the Consolidated Appropriations Act, 2005.
That Act required the SEC to submit a report to the Committee on Appropriations of the U.S. Senate that:
• Provides a justification for the final rules adopted in 2004 requiring that fund boards of directors have
an independent chair.
• Analyzes whether mutual funds chaired by independent directors perform better, have lower
expenses, or have better compliance records than funds chaired by interested directors.

.

62 You can obtain a copy of the report on the SEC Web site at www.sec.gov.

. 63 The Chamber of Commerce of the United States of America challenged the two requirements in the
SEC rulemaking for investment company governance. In response to a remand order by the United States
Court of Appeals for the District of Columbia Circuit in Chamber of Commerce of the United States of America
v. Securities and Exchange Commission, the SEC considered further two deficiencies in the rulemaking that the
Court identified:
11 See the highlights of the June 16, 2004, meeting of the AICPA Investment Companies Expert Panel, available on the AICPA Web site
at www.aicpa.org/download/acctstd/2004 0616__IEPHilites_investco.pdf.
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•

Inadequate consideration to costs associated with the 75-percent independent board and inde
pendent chairman conditions

•

Inadequate consideration to an alternative discussed by dissenting SEC commissioners

.64 On June 29, 2005, by a 3-2 vote, the SEC readopted the two corporate governance requirements. See
Release No. IC-26985 for the SEC response to the remand and for further information about the reconsidera
tion of the amendments. The Chamber of Commerce of the United States of America responded with another
request to stay implementation of the requirements, which was granted by the U.S. Court of Appeals for the
District of Columbia Circuit in August 2005. A final ruling on the requirements has not been made as of the
writing of this Alert.

.65 You should be alert for updates or other changes related to the corporate governance rulemaking
discussed in this section of the Alert.

SEC Order—Regulatory Relief to Hurricane Katrina Victims
.66 On September 15,2005, the SEC issued an order conditionally granting to companies located in areas
affected by Hurricane Katrina exemption from certain 1934 Act and 1940 Act regulatory requirements.
Included in the order was conditional exemption from Regulation S-X auditor independence requirements
as they relate to auditors performing bookkeeping services or other services related to accounting records of
audit clients. See Releases No. 34-52444 and No. IC-27067.

Frequently Asked Questions About the Amended Custody Rule
.67 The Division of Investment Management staff responses to questions about amended Rule 206(4)-2
under the Advisers Act has been updated as of January 10,2005. The updated staff responses can be obtained
on the SEC Web site at www.sec.gov/divisions/investment/custody_faq.htm.

Anti-Money Laundering Programs
.68 You can obtain information about anti-money laundering rulemaking on the SEC Web site at www.
sec.gov. Also, visit the Financial Crimes Enforcement Network (FinCEN) Web site at www.fincen.gov for
information about Bank Secrecy Act (BSA) regulations.

Self-Regulatory Organization Rulemaking
.69 You can refer to the SEC Web site at www.sec.gov to obtain information about self-regulatory
organization (SRO) rules approved by the SEC.

SEC Staff Reviews of Financial Statements
.70 Disclaimer: Below is a summary of financial statement review comments issued by the SEC Staff (the
"Staff") to investment company registrants. These comments were compiled by the AICPA Investment
Companies Expert Panel and have not been approved or endorsed by the SEC or its Staff.

.71 The Sarbanes-Oxley Act of 2002 mandates that the Staff review the financial statements of public
companies at least once every three years. In June 2004, the Staff announced that comment letters and
registrants' responses to Staff comments relating to disclosure filings made with the SEC on or after August
1, 2004, that were selected for review will become publicly available.12 Auditors should inquire with their
registered investment company ("Fund") clients as to whether the Fund's financial statements have been
subject to the Staff's review during the year and, if so, obtain an understanding of the substance of the Staff's
comments as well as management's responses to those comments.
12 See the announcement on the SEC Web site at www.sec.gov/news/press/2004-89.htm.
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.72 Additionally, the Staff has given public speeches summarizing financial statement comments issued
to Funds during the past year. Described below are frequently issued Staff comments given to Funds, and
is not intended to be an all-inclusive list. Auditors should determine whether their Fund clients have an
established system in place, such as checklists or memoranda to ensure that adequate disclosures are made
in accordance with Regulation S-X, instructions to SEC filing documents, and the AICPA Audit and
Accounting Guide Investment Companies:

•

Dividends on short sales and interest on borrowings. Disclosures have been made in the Statement of
Operations classifying dividends on short sales and interest on borrowings as negative income
components, thereby excluding these amounts from expenses. Several Funds have also excluded
these amounts from the expense ratio included in Financial Highlights, while others have included,
in a footnote to the Financial Highlights, the impact of such amounts on the expense ratio. These
amounts should be presented as expenses in the Statement of Operations and included in the expense
ratio contained in the Financial Highlights table. These expenses also should be included in the
expense calculations reflected in the expense table included in the shareholder report.

•

Performance fees. Performance fees are advisory fees that are calculated and paid based on the Fund's
performance relative to a predetermined benchmark. Performance fee arrangements are generally
considered related party transactions and, therefore, Regulation S-X and GAAP require detailed
disclosure in the notes to the financial statements describing the terms of these arrangements. These
disclosures should include, but are not limited to, a description of the benchmark, the length of the
performance measurement period (for example, 12 months, 24 months, 36 months, etc.), as well as a
brief explanation of the Fund's performance relative to its benchmark as of the reporting date. In
cases where the Fund has a multi-class structure, identify which class is being used to compute
fund performance, or include details of the composite used, if applicable. Other items for disclosure
include the range of performance fees in basis points and the timing of cash payments to the adviser
(for example, monthly, quarterly, annually, etc.), as well as a discussion of the null zone (range of
fund performance for which no performance fee adjustment is payable). Special considerations
should be given regarding the accounting treatment of advisory fees when transitioning to or from
a performance-based advisory fee.

•

Dividends and distributions in interim financial statements. If Funds anticipate that a portion of their
dividends or distributions will be from capital, GAAP requires disclosure in the Fund's interim
financial statements. Funds should provide a reasonable estimate of the tax characteristics of
dividends and distributions in their interim financial statements.

•

Expenses. It was noted that some Funds are not reporting advisory fees on the Statement of Operations
gross of any waivers or reimbursements. Expense offset arrangements also require a gross up
presentation in the Statement of Operations. The Fund's primary expense ratio included in the
Financial Highlights should exclude the impact of expense offset arrangements. Many of the expense
waivers and/or reimbursements are related party transactions, and Funds should disclose in the
notes to the financial statements the terms of any agreement by a service provider to waive fees or
subsidize expenses in sufficient detail. Funds should indicate whether the amounts waived or
reimbursed are voluntary or contractual and the period of expiration, as well as if any of the waived
fees or subsidized expenses may be recaptured by the service provider.

•

Affiliates. Investment in affiliated entities and amounts due from or to affiliated entities should be
presented as separate line items in the Statement of Assets and Liabilities. Such amounts should not
be netted unless an arrangement has been made to provide for the right of offset. The materiality of
the amounts should not be a consideration in disclosing related party amounts. Income earned on
affiliated investments should be presented as a separate line item in the Statement of Operations.
Funds also should specifically identify investments in affiliates in the Schedule of Investments.

•

Schedule of Investments. Investments should be presented in the Schedule of Investments by security
type and industry (as applicable). For fixed-income Funds in particular, interest rates and maturity
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date information should be included. Paragraph 37 of SOP 93-1, Financial Accounting and Reporting
for High-Yield Debt Securities by Investment Companies, states that an investment company's portfolio
should indicate all high-yield and restricted debt securities whose values have been estimated by its
directors. The Staff also recommends as a best practice some indication of the amount of all Fund
assets that were fair valued as of the reporting date.
•

Securities lending. Funds should include in the Schedule of Investments cash collateral received as
part of a securities lending program if the Fund has control of the collateral and has invested it in an
investment normally reported within the Schedule of Investments. For example, if the Fund invests
the cash collateral in short-term securities, then those securities should be presented in the Schedule
of Investments. The Fund is also required to identify securities on loan as of the reporting date in the
Schedule of Investments.

•

Valuation policy in the notes to financial statements. Comments have been given by the Staff on the
sufficiency of the valuation policy footnote in many investment company shareholder reports.
Foreign currency valuations and the effects of a "significant event" have not always been described
in a sufficient level of detail. With regards to fair valuation in general, Funds should ensure their
disclosures include significant factors the Fund's board of directors considers when determining the
fair value of investments.

•

Organization Costs in Seed Financial Statements. The initial filing of Form N-2 for a closed-end Fund
that is not a series of a larger trust generally requires an audited "seed capital" Statement of Assets
and Liabilities with accompanying notes and in certain cases, an audited Statement of Operations.
To the extent a closed-end Fund incurs organization costs that are not paid for and assumed by the
fund sponsor or another party, the Fund must present a Statement of Operations for the period from
the organization date through the end of the reporting period. Such Statement of Operations should
recognize all organization costs and any other applicable line items incurred by the Fund.13 Under
certain arrangements, the sponsor or another party agrees to pay for and assume only those
organization and offering costs incurred by the Fund which exceed a specified ceiling expressed as
a per share amount. For example, an arrangement might state that the adviser will reimburse the
Fund for organization expenses and offering costs in excess of $0.03 per share. Although the actual
amount of the organization costs that will be borne by the Fund will not be known until the initial
offering has been completed, SOP 98-5, Reporting on the Costs of Start-Up Activities, requires organi
zation expenses to be expensed as incurred. As a result, the sponsor can either contribute additional
capital to ensure the net assets do not fall below $100,000 after the Fund records the organization
expenses or the sponsor can waive the organization expenses and reimburse the Fund at a future
date.
Help Desk—See the AICPA Audit Risk Alert SEC and PCAOB Alert—2005/06 (product no.
022496kk) for a thorough discussion of recent SEC developments including an update on
new SEC final rules and other issuances. See the "On the Horizon" section of this Alert for
information about selected proposed SEC rules that may be especially relevant to the
investment companies industry.

Commodity Futures Trading Commission Developments

.73 You can find the CFTC annual letter to CPOs, the complete text of recent CFTC final and proposed
rules, and information about recent CFTC developments on the CFTC Web site at www.cftc.gov. You can
obtain the Division of Clearing and Intermediary Oversight (DCIO) September 22, 2005, advisory for
registrants unable to comply with regulatory requirements due to Hurricane Katrina damage and related
events, at www.cftc.gov/tm/tmadvisorykatrina9-22-05.htm.
13 See letter from Kenneth V. Domingues, Chief Accountant, Division of Investment Management, SEC, to Chief Financial Officer
(December 30,1998) discussing “Organization Costs For Open-end Investment Companies."

AICPA Audit and Accounting Manual

AAM §8100.73

8336

Alerts

71

6-06

CFTC Staff "Dear CPO" Letter
.74 On January 24, 2005, CFTC staff issued an annual letter to CPOs outlining key reporting issues and
common reporting deficiencies found in annual financial reports for commodity pools. Major concerns
addressed in the letter include:
•

Applicability of GAAP to commodity pools' annual financial statements

•

Non-U.S. GAAP reporting

•

Reporting of investments in futures contracts in the condensed schedule of investments14

•

Fund of funds disclosures15

•

Master-feeder structures

•

New pools-initial annual reports

•

Final annual reports

•

Pool annual financial reports and registration of CPOs

•

Common deficiencies observed in prior year's annual reports

Help Desk—See the AICPA Audit Risk Alert Securities Industry Developments—2005/06
(product no. 022386kk) for more information about CFTC regulations and the CFTC staff
"Dear CPO" letter, and for a discussion about the commodities industry.

On the Horizon
. 75 Auditors should keep abreast of auditing and accounting developments and upcoming guidance that
may affect their engagements. You should check the appropriate standard-setting Web sites (listed below)
for a complete picture of all of the accounting and auditing projects in progress. The AICPA general Audit
Risk Alert—2005/06 (product no. 022336kk) presents brief information about selected projects that may have
a broad interest and are expected to result in final standards in the near future. One of those projects related
to the risk assessment process is also presented in this Alert, along with brief information about projects that
are especially relevant to the investment companies industry.
. 76 Remember that exposure drafts are nonauthoritative and cannot be used as a basis for changing
GAAP or GAAS.
Help Desk—See the AICPA Audit Risk Alert SEC and PCAOB Alert—2005/06 (product no.
022496kk) for further information about proposed SEC rules and PCAOB auditing stand
ards on the horizon.

.77 The following table lists the various standard-setting bodies' Web sites, where information may be
obtained on outstanding exposure drafts, including downloading a copy of the exposure draft. These Web
sites contain much more in-depth information about proposed standards and other projects in the pipeline.
14 AICPA pronouncements issued in recent years provide guidance for reporting by investment partnerships that are commodity
pools subject to the regulation of the Commodity Exchange Act of 1974. These partnerships are included in the scope of SOP 95-2,
Financial Reporting by Nonpublic Investment Partnerships, following the issuance of SOP 01-1, Amendment to Scope of Statement of Position
95-2, Financial Reporting by Nonpublic Investment Partnerships, to Include Commodity Pools. More recently, as discussed in last year's
Alert, SOP 03-4, Reporting Financial Highlights and Schedule of Investments by Nonregistered Investment Partnerships: An Amendment to the
Audit and Accounting Guide Audits of Investment Companies and AICPA Statement of Position 95-2, Financial Reporting by Nonpublic
Investment Partnerships, was issued to provide guidance for nonregistered investment partnership reporting of a Schedule of
Investments.
15 SOP 03-4 requires disclosure about the investment objective and restrictions on redemption for each investment in another
nonregistered investment partnership whose fair value constitutes more than 5 percent of net assets.
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Web Site

Standard-Setting Body
AICPA Auditing Standards Board (Note
that for audits of public companies, the
Public Company Accounting Oversight
Board sets auditing standards.)

www.aicpa.org/members/div/auditstd/
drafts.htm

Public Company Accounting Oversight
Board

www.pcaobus.org

AICPA Accounting Standards Executive
Committee

www.aicpa.org/members/div/acctstd/
edo/index.htm

Financial Accounting Standards Board

www.fasb.org

Professional Ethics Executive Committee

www.aicpa.org/members/div/ethics/
index.htm

Auditing Pipeline—Nonpublic Companies

Eight SASs Related to Audit Risk
.78 In March 2006, the AICPA's ASB will issue eight SASs related to risk assessment. The ASB believes
that the requirements and guidance provided in the SASs would result in a substantial change in audit
practice and in more effective audits. The primary objective of the SASs is to enhance auditors' application
of the audit risk model in practice by requiring:
•

More in-depth understanding of the entity and its environment, including its internal control, to
identify the risks of material misstatement in the financial statements and what the entity is doing to
mitigate them.

•

More rigorous assessment of the risks of material misstatement of the financial statements based on
that understanding.

•

Improved linkage between the assessed risks and the nature, timing, and extent of audit procedures
performed in response to those risks.

.79 The eight SASs consist of:
•

SAS No. 104, Amendment to Statement on Auditing Standards No. 1, Codification of Auditing Standards
and Procedures ("Due Professional Care in the Performance of Work")

•

SAS No. 105, Amendment to Statement on Auditing Standards No. 95, Generally Accepted Auditing
Standards

•

SAS No. 106, Audit Evidence

•

SAS No. 107, Audit Risk and Materiality in Conducting an Audit

•

SAS No. 108, Planning and Supervision

•

SAS No. 109, Understanding the Entity and Its Environment and Assessing the Risks of Material Misstate
ment

•

SAS No. 110, Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit Evidence
Obtained

•

SAS No. Ill, Amendment to Statement on Auditing Standards No. 39, Audit Sampling
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.80 The SASs establish standards and provide guidance concerning the auditor's assessment of the risks
of material misstatement in a financial statement audit, and the design and performance of audit procedures
whose nature, timing, and extent are responsive to the assessed risks. Additionally, the SASs establish
standards and provide guidance on planning and supervision, the nature of audit evidence, and evaluating
whether the audit evidence obtained affords a reasonable basis for an opinion regarding the financial
statements under audit.

Accounting Pipeline
AcSEC Exposure Draft, Clarification of the Scope of the Audit and Accounting Guide Audits
of Investment Companies and Accounting by Parent Companies and Equity Method
Investors for Investments in Investment Companies
.81 AcSEC has undertaken a project to address concerns expressed by the FASB regarding the clarity of
the scope of the Audit and Accounting Guide Investment Companies. (See the "Notice to Readers" and footnote
4 to paragraph 1.05 in the Guide). An exposure draft of a proposed SOP to clarify the scope was released in
December 2002 and has subsequently been revised.

.82 Among other matters, the proposed SOP provides specific conditions for determining whether an
entity is within the scope of the Guide. Entities that met those conditions would be required to apply the
provisions of the Guide in presenting their financial statements. Entities that did not meet those conditions
would be prohibited from applying the provisions of the Guide.
.83 Some tentative conclusions reached by AcSEC in discussion after the release of the exposure draft
follow:
•

The SOP should include an overarching definition of an investment company focusing on purpose.

•

The SOP should include factors to consider that would help entities weigh all existing evidence in
order to determine if the overarching definition of investment company is met.

•

Two categories of investment companies should exist: (1) regulated; and (2) all other investment
companies.

•

The SOP should illustrate application of SOP guidance to various fact patterns.

•

The SOP should not include separate guidance for direct interests in real estate. The SOP should
include illustrations of behavior pertaining to investments of direct interests in real estate and
application of SOP guidance to those fact patterns.

.84 The Guide includes "standstill" provisions on current accounting practice. Until the project to clarify
the scope of the Guide is finalized, an entity should consistently follow its current accounting policies for
determining whether the provisions of the Guide apply to investees of the entity or to subsidiaries that are
controlled by the entity.
.85 Further, the FASB has expressed its view that an investment company (other than a separate account
of an insurance company as defined in the 1940 Act) must be a separate legal entity to be within the scope
of the Guide. (See the FASB Action Alert No. 02-14, April 3, 2002). Accordingly, the specialized accounting
principles in the Guide should be applied to an investment made after March 27,2002, only if the investment
is held by an investment company that is a separate legal entity. Investments acquired prior to March 28,
2002, or those acquired after March 27, 2002, pursuant to an irrevocable binding commitment that existed
prior to March 28, 2002, should continue to be accounted for in accordance with the entity's existing policy
for such investments. For further discussion of this matter, see the FASB staff announcement in the EITF
Topic D-74, Issues Concerning the Scope of the AICPA Audit Guide on Investment Companies.

AAM §8100.80

Copyright © 2006, American Institute of Certified Public Accountants, Inc.

71

6-06

Investment Companies Industry Developments—2005/06

8339

.86 As a reminder, while AcSEC finalizes this proposed SOP, the effective date of FASB Interpretation
No. 46 (revised December 2003), Consolidation of Variable Interest Entities, an interpretation of Accounting
Research Bulletin (ARB) No. 51, Consolidated Financial Statements, and FASB Interpretation No. 46, Consolida
tion of Variable Interest Entities, are delayed for investment companies that are not subject to SEC Regulation
S-X, Rule 6-03(c)(l) but currently account for their investments according to the specialized industry guidance
in the Guide. See paragraph 36 of FASB Interpretation No. 46(R). The deferral does not extend to investments
made after March 27,2002, that are held by an investment company that is not a separate legal entity, unless
those investments were acquired pursuant to an irrevocable binding commitment that existed prior to March
28, 2002.
.87 Readers should be alert for the issuance of a final SOP, expected in the first quarter of 2006. Visit
AICPA Online at www.aicpa.org to obtain updated information about the status of the exposure draft.

Proposed FASB Statement for Fair Value Measurements
.88 The FASB posted a working draft of the final standards section of the FASB Statement Fair Value
Measurements on the FASB Web site for a 30-day period ending November 21,2005. Selected guidance in the
working draft is briefly discussed in this Alert.
.89 Fair value is defined in paragraph 5 as the price that would be received for an asset or paid to transfer
a liability in a current transaction between marketplace participants in the reference market for the asset or
liability. The principal market for the asset or liability is presumed to represent the most advantageous
market, and therefore the reference market, if there are multiple markets with different prices, as discussed
in paragraph 9.

.90 The fair value hierarchy would give highest priority (Level 1) to market inputs reflecting quoted prices
for identical assets or liabilities in active markets. Market inputs that reflect quoted prices for identical assets
or liabilities in active markets (Level 1 inputs) may include prices quoted as bid and asked prices. Paragraph
27 would provide guidance for prices in active markets quoted as bid and asked prices that permits, but does
not require, use of bid prices for long positions (assets) and asked prices for short positions (liabilities). As
discussed in paragraph C71, bid-asked spread pricing methods appropriate under ASR No. 118 would also
be appropriate under the Fair Value Measurements Statement.

.91 Paragraph 28 provides guidance for blocks. If an entity holds a block, a large position of a financial
instrument with a quoted price in an active market, the guidance would prohibit the adjustment of a quoted
price by a blockage factor (a discount or premium), based on the size of the position relative to trading
volume, to estimate fair value. Adjustment would be prohibited even if a market's normal trading volume
for one day is not sufficient to absorb the quantity held and the quoted price might be affected by orders
placed to sell the position in a single transaction. The guidance would apply to blocks held by investment
companies within the scope of the Audit and Accounting Guide Investment Companies.
.92 "Standstill" provisions on current accounting practice permitted under the Audit and Accounting
Guide Investment Companies for measurement of blocks for certain investment companies are discussed in
the "Notice to Readers" section and in footnote 20 to Chapter 2, "Investment Accounts" in the Guide.
.93 For updated information and to check for the issuance of a final Statement, visit the FASB Web site
at www.fasb.org.

Proposed FASB Interpretation for Uncertain Tax Positions
.94 In July 2005, the FASB released an exposure draft, Accounting for Uncertain Tax Positions, a proposed
Interpretation of FASB Statement No. 109, Accounting for Income Taxes. An objective of the FASB project for
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uncertain tax positions, as stated in the project summary, is to clarify what criteria must be met prior to
recognition of the financial statement benefit of a position taken in a tax return. An enterprise would be
required to recognize in its financial statements the best estimate of the impact of a tax position only if the
position was probable of being sustained on audit based solely on the technical merits of the position. The
exposure draft would require that a tax position meet a "probable recognition threshold" for the benefit of
the uncertain tax position to be recognized, with "probable" having the same meaning as in FASB Statement
No. 5, Accounting for Contingencies. This threshold is to be met assuming that the tax authorities will examine
the uncertain tax position. The exposure draft also contains guidance with respect to the measurement of the
benefit that is recognized for an uncertain tax position, when that benefit should be derecognized, and other
matters. Previously recognized benefits from positions that no longer met the probable recognition threshold
would only be derecognized if it was more likely than not that the position would not be sustained.

.95 The comment period for the exposure draft ended on September 12, 2005. Among the comments
raised were questions and concerns about the implications for investment companies of the probable
recognition threshold.
.96 At its November 22,2005 meeting, the FASB tentatively decided to adopt a benefit recognition model
with a two-step approach, a more-likely-than-not recognition criterion, and a best-estimate measurement
attribute. The first step is evaluating the tax position for recognition by determining if the weight of available
evidence indicates it is more likely than not, based solely on the technical merits, that the position will be
sustained on audit, including resolution of related appeals or litigation processes, if any. The second step is
the measurement of the appropriate amount of the benefit to recognize. The tax position would be
derecognized when it is no longer more likely than not of being sustained.

.97 A final Interpretation is expected in the first quarter of 2006. For updated information about this
proposed Interpretation and to check for the issuance of a final Interpretation, visit the FASB Web site at
www.fasb.org.

Real Estate Investment Funds Project
.98 The AICPA has formed a task force to address certain accounting and reporting matters as they relate
to entities within the scope of the Audit and Accounting Guide Investment Companies that hold investments
in real estate. There is currently diversity in practice as to the use of consolidation or equity method
accounting for the investments, the recognition of net investment income, the accounting for notes payable,
and the disclosure of investment information. The task force's objective is to issue guidance to assist with
the application of the Guide and not to conflict with existing guidance. The task force is developing
recommendations for consideration by AcSEC.

SEC Proposed Rules
.99 Among the proposed SEC rules that were released and not final as of the writing of this Alert, and
that may be particularly relevant to the investment companies industry are:

•

Exemption from Shareholder Approval for Certain Subadvisory Contracts (Releases No. 33-8312, No.
34-48683, and No. IC-26230). The proposed rule would, under certain conditions, permit an adviser
to serve as subadviser to an investment company without shareholder approval.

•

Fund of Funds Investments (Releases No. 33-8297 and No. IC-26198). The proposed rule would expand
the conditions under which an investment company could acquire shares of another investment
company without seeking SEC exemptive relief.

•

Amendments to Rules Governing Pricing of Mutual Fund Shares (Release No. IC-26288). The proposed
rule would amend Rule 22c-1 under the 1940 Act to require that all purchase and redemption orders
be received by the registered investment company, a single transfer agent designated by the
registered investment company, or a registered clearing agency, no later than the time at which the
investment company prices its securities.

AAM §8100.95

Copyright © 2006, American Institute of Certified Public Accountants, Inc.

71

8341

Investment Companies Industry Developments—2005/06

6-06

•

Confirmation Requirements and Point of Sale Disclosure Requirements for Transactions in Certain Mutual
Funds and Other Securities, and Other Confirmation Requirement Amendments, and Amendments to the
Registration Form for Mutual Funds (Releases No. IC-26341, No. 33-8358, and No. 34-49148). The
proposed rule would amend Form N-1A to require improved disclosure regarding sales loads and
revenue-sharing payments. The SEC subsequently released Point of Sale Disclosure Requirements and
Confirmation Requirements for Transactions in Mutual Funds, College Savings Plans, and Certain Other
Securities, and Amendments to the Registration Form for Mutual Funds (Releases No. IC-26778, No.
33-8544, and No. 34-51274), requesting comment about whether to adopt modified or additional
disclosure requirements for Form N-1A beyond those originally proposed. The release also asks for
comment about what disclosures, if any, should be added to Forms N-3, N-4, and N-6 with respect
to revenue-sharing payments.

•

Definition of Nationally Recognized Statistical Rating Organization (Releases No. IC-26834, No. 33-8570
and No. 34-51572). The proposed rule would define the term nationally recognized statistical rating
organization (NRSRO) and provide interpretations of that definition for purposes of SEC rulemaking.
Credit rating agencies would be provided with information to better understand whether they qualify
as an NRSRO.

.100 Also, in October 2005, the SEC released a proposed Interpretation, Commission Guidance Regarding
Client Commission Practices Under Section 28(e) of the Securities Exchange Act of 1934, with request for comment,
to provide interpretive guidance on money managers' use of client assets to pay for research and brokerage
services under the safe harbor that is codified as Section 28(e) of the 1934 Act. Conduct not protected by
Section 28(e) may constitute a breach of fiduciary duty as well as a violation of federal securities laws,
including the Advisers Act, and the 1940 Act. The proposed Interpretation would replace Section II and
Section III of the interpretive guidance on Section 28(e) previously issued by the SEC in 1986.
.101 Visit the SEC Web site at www.sec.gov to get the full text of these proposed rules and interpretation
and for information about other proposed SEC rules.

Resource Central
Education courses, Web sites, publications, and other resources available to CPAs

AICPA Products and Publications
.102 In addition to the AICPA publications already discussed in this Alert, the following are some of the
AICPA products and publications that may also be of interest to auditors of investment companies. To order
these and other AICPA products, receive information about AICPA activities, and find help on your
membership questions, call the AICPA Service Center Operations at (888) 777-7077.

Checklist Supplement and Illustrative Financial Statements for Investment Companies
.103 The Checklist Supplement and Illustrative Financial Statements for Investment Companies (December 2004
edition) (product no. 008945kk) is a nonauthoritative financial accounting and reporting practice aid that is
updated annually. This checklist should be used in conjunction with the Checklists and Illustrative Financial
Statements for Corporations (December 2005 edition) (product no. 008936kk). The next update of the Checklist
Supplement and Illustrative Financial Statements for Investment Companies is planned for 2006.

Audit and Accounting Manual
.104 The Audit and Accounting Manual (revised as of June 1, 2005) (product no. 005134kk) is a valuable
nonauthoritative practice tool designed to provide assistance for audit, review, and compilation engage
ments. It contains numerous practice aids, samples, and illustrations, including audit programs; auditors'
reports; checklists; and engagement letters, management representation letters, and confirmation letters.
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AICPA reSOURCE
.105 With AICPA reSOURCE you can access accounting and auditing materials online with the AICPA
Library or the AICPA Library + FASB Library. You can custom-tailor your subscription by choosing titles
you use most often. To subscribe or to learn more about AICPA reSOURCE, go online at www.cpa2biz.com.

Education Courses
.106 The AICPA has developed a number of CPE courses that are valuable to CPAs working in the
investment companies industry, many of them available for both group study and self-study.

Online CPE
.107 AICPA InfoBytes. AICPA InfoBytes, offered exclusively through cpa2biz.com, is the AICPA's flag
ship online learning product. Divided into one- and two-credit courses that are available 24/7, AICPA
InfoBytes offers hundreds of hours of learning in a wide variety of topics. To register or learn more visit
www.cpa2biz.com.

Hotlines

Accounting and Auditing Technical Hotline
.108 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call (888) 777-7077. For more information visit the AICPA Web site at
www.aicpa.org.

Ethics Hotline
.109 Members of the AICPA Professional Ethics Team answer inquiries concerning independence and
other behavioral issues related to the application of the AICPA Code of Professional Conduct. Call (888)
777-7077. Send email inquiries to ethics@aicpa.org.

American Institute of Certified Public Accountants—Web Site
.110 AICPA Online (www.aicpa.org) is the AICPA's Web site on the Internet. The site offers users the
opportunity to stay abreast of developments in accounting, auditing, and professional ethics. AICPA Online
resources include professional news, membership information, state and federal legislative updates, AICPA
press releases, speeches, exposure drafts, and a list of links to other accounting- and finance-related sites.

Other Helpful Web Sites
.111 Further information on matters addressed in this Audit Risk Alert is available through various
publications and services offered by a number of organizations. Some of those organizations are listed in the
"Information Sources" table at the end of this Alert.
.112 This Audit Risk Alert replaces the Investment Companies Industry Developments—2004/05 Audit Risk
Alert. The Investment Companies Industry Developments Audit Risk Alert is published annually. As you
encounter audit or industry issues that you believe warrant discussion in next year's Alert, please feel free
to share them with us. Any other comments that you have about the Alert would also be appreciated. You
may e-mail these comments to mkasica@aicpa.org or write to:

Maryann Kasica, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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Information Sources
Web Site

Organization

American Institute of Certified Public Accountants
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
Telephone: (888) 777-7077 (Service Center Opera
tions)

www.aicpa.org

CFA Institute

www.cfainstitute.org

Commodity Futures Trading Commission

www.cftc.gov

Financial Accounting Standards Board
Order Department:
401 Merritt 7
P.O. Box 5116
Norwalk, CT 06856-5116
Telephone: (800) 748-0659

www.fasb.org

Financial Crimes Enforcement Network (FinCEN)

www.fincen.gov

Investment Company Institute
1401 H Street, NW
Washington, DC 20005

www.ici.org

Public Company Accounting Oversight Board

www.pcaobus.org

U.S. Securities and Exchange Commission
SEC Headquarters:
100 F Street NE
Washington, DC 20549

www.sec.gov

Publications Unit:
Telephone: (202) 551-4040
SEC Public Reference Room:
Telephone: (202) 551-8090
U.S. Small Business Administration

www.sba.gov

[The next page is 8355.]

AICPA Audit and Accounting Manual

AAM §8100.113

70

Securities Industry Developments—2005/06

5-06

8355

AAM Section 8110
Securities Industry Developments—2005/06
STRENGTHENING AUDIT INTEGRITY

SAFEGUARDING FINANCIAL REPORTING

NOTICE TO READERS
SECURITIES INDUSTRY DEVELOPMENTS—2005/06
This Audit Risk Alert is intended to provide auditors of financial statements of broker-dealers in
securities with an overview of recent economic, industry, regulatory, and professional developments
that may affect the audits they perform. Because securities broker-dealers often deal in commodity
futures or function as commodity pool operators, this Audit Risk Alert expands the discussion of
recent developments to include matters that may affect the audits of commodity entities as well.

This publication is an Other Auditing Publication as defined in AU section 150, Generally Accepted
Auditing Standards (AICPA, Professional Standards, vol. 1). Other Auditing Publications have no
authoritative status; however, they may help the auditor understand and apply SASs.
If an auditor applies the auditing guidance included in an Other Auditing Publication, he or she
should be satisfied that, in his or her judgment, it is both appropriate and relevant to the circumstances
of his or her audit. The auditing guidance in this document has been reviewed by the AICPA Audit
and Attest Standards staff and published by the AICPA and is presumed to be appropriate. This
document has not been approved, disapproved, or otherwise acted on by a senior technical committee
of the AICPA.

Yelena Mishkevich, CPA
Technical Manager
Accounting and Auditing Publications
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How This Alert Helps You
.01 This Audit Risk Alert helps you plan and perform the audits of your securities industry clients. The
knowledge delivered by this Alert assists you in achieving a more robust understanding of your client's
business and economic environment. This Alert is an important tool in helping you identify the significant
risks that may result in the material misstatement of your client's financial statements. Moreover, this Alert
delivers information about emerging practice issues and current accounting, auditing, and regulatory
developments.
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.02 If you understand what is happening in the securities industry and can interpret and add value to
that information, you will be able to offer valuable service and advice to your clients. This Alert assists you
in making considerable strides in gaining that industry knowledge and understanding.
.03 This Alert is intended to be used in conjunction with the AICPA general Audit Risk Alert—2005/06
(product no. 022336kk).

.04 References to Professional Standards. When referring to the professional standards, this Alert cites the
applicable sections of the codification and not the numbered statements, as appropriate. For example, SAS
No. 54 is referred to as AU section 317 of the AICPA Professional Standards.

Economic and Industry Developments
Economic Developments
.05 The U.S. economy proved to be extremely resilient and capable of absorbing the impact of the two
major hurricanes that devastated much of the Gulf Coast in August and September of 2005. Despite the
hurricanes, real gross domestic product (GDP) grew 3.8 percent in the third quarter, which was above the
3.3 percent growth registered in the second quarter and in line with the first quarter results. However,
according to the Securities Industry Association (SIA), despite these positive indicators, signs of weakness
have appeared, and 2005 is expected to finish with a real GDP growth of 3.6 percent, which is below last
year's level of 4.2 percent. Further deceleration in 2006 is anticipated, as consumers retrench in lagged
response to steadily rising interest rates; sharp, sustained increases in fuel costs; and the end of the housing
boom. Furthermore, the waning of strong fiscal stimuli and reduced net foreign inflows will further constrain
growth. Even so, growth of the U.S. economy is expected to remain above its long-run average of 2.6 percent.
For more information, please refer to the November 2005 issue of the SIA Research Report, which can be
accessed at www.sia.com/research/pdf/RsrchRprtVol6-10.pdf.
.06 Also, see the AICPA general Audit Risk Alert—2005/06 for an in-depth discussion of the United States
economic and business environment.

The Securities Industry

.07 According to the SIA, for the first half of 2005, profits for all U.S. securities firms doing a public
business fell to $8.36 billion, well below the $10.57 billion earned in the first half of last year and the $10.15
billion recorded in the second half. Net revenues, which surged in the final quarter of 2004, fell 6 percent in
the first quarter of 2005 and 1.8 percent sequentially in the second quarter. The decline in net revenues
reflected the slower growth in revenues and the continued rapid rise in interest expenses due to increases in
borrowing rates. Starting in June 2004, the Federal Reserve has raised the Fed Funds rate 12 consecutive times
by a quarter of a percentage point from a 45-year-low of 1 percent. As of the time of writing this Alert, the
rate stood at 4 percent, but quarter-point increases are expected to continue at the next several Fed meetings.
.08 Net revenue growth resumed in June relative to May and continued to pick up across the third quarter,
as primary markets surged and secondary capital market activity remained relatively strong through the
normally slow summer season, which helped produce strong third quarter results. New York Stock Exchange
(NYSE) share trading volume in the third quarter of 2005 was 15.5 percent above levels in the same
year-earlier period, while Nasdaq volume was up 4.3 percent. As a result, commission and fee income in the
third quarter slipped only slightly relative to the second quarter levels and remained well above revenues
recorded in the third quarter of 2004, as both institutional and retail trading volumes showed surprising
strength. Primary markets, normally dormant in late summer, remained active well into mid-August, led by
equity underwriting, both domestic and international. Also, revenue growth remained exceptionally strong
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in the third quarter in prime brokerage, mergers-and-acquisitions (M&A) advisory operations, and at
commodities and derivatives desks. The value of announced U.S. mergers and acquisitions in the third
quarter was 28.5 percent higher than in the same year-earlier period, while announced global deals jumped
56.9 percent above the third quarter levels of last year. The level of completed deals and the realization of
fees during the third quarter of 2005 are believed to have risen even more sharply relative to the same
year-earlier period.

.09 The SIA estimates that U.S. securities industry profits reached $6.1 billion in the third quarter and
expects even stronger results in the fourth quarter. The forecast for the fourth quarter of 2005 of $6.75 billion
would match results in the fourth quarter of 2004 and raise pretax net income for the second half of the year
to $12.85 billion. This result, if obtained, would more than offset the weak results for the first half 2005. For
the year as a whole, securities industry profits are forecast to reach $21.21 billion, 2.4 percent above the $20.72
billion earned in 2004. Despite the industry's improvements over 2004, 2005's profits will fall 11.8 percent
below 2003's profits of $24.05 billion.
.10 For more information, please refer to the September 2005 issue of the SIA Research Report, which can
be accessed at www.sia.com/research/pdf/RsrchRprtVol6-9.pdf.
The Commodities Industry

.11 Global futures and options contract volume has continued to increase through 2004 and into 2005. In
the first eight months of 2005, volume on U.S. futures exchanges reached 2.25 billion contracts, a 24 percent
increase from the same period in 2004. This increase can be attributed primarily to increases in trading volume
in interest rate, equity, and energy products. Volume of contracts traded on foreign exchanges increased
slightly over 1 percent compared to the first eight months of 2004.

.12 The U.S. futures industry, in addition to the increasing volume, has also experienced other significant
changes through 2004 and into 2005. The trend of exchanges toward public ownership continued with the
October 2005 initial public offering of shares of CBOT Holdings, Inc., the parent corporation of the Chicago
Board of Trade. CBOT Holdings follows the already public parent holding company of the Chicago
Mercantile Exchange. At the time of this writing, shares representing a membership at the New York
Mercantile Exchange were reported to have been sold privately for a record $3 million, amid increasing
speculation of private investment, acquisition, or other capital transactions being considered by its board of
directors.
.13 Competition continued in 2005 between futures exchanges, both domestic and foreign, as exchanges
continued to offer products that directly compete with established contracts on other exchanges. The New
York Mercantile Exchange's opening of an energy trading exchange in the United Kingdom in 2005 is yet
another example of the trend toward more aggressive competition and globalization in the industry.

Refco
.14 On October 17, 2005, Refco Inc.,1 one of the biggest participants in the commodities and financial
futures markets, filed for bankruptcy protection, only 10 weeks after its initial public offering (IPO) and just
one week after the company revealed its accounting problems. In a public statement issued on October 10,
2005, Refco announced that it had discovered through an internal review a receivable owed to Refco by an
entity controlled by the company's then-CEO and chairman of the board in the amount of $430 million, which
was not shown as a related party transaction in the company's financial statements. Refco also stated that its
financial statements for the years 2002 through 2005 should not be relied on.
1 Refco Inc. operated through three main units: Refco LLC, a regulated futures trading unit; Refco Securities, a regulated broker
dealer securities unit; and Refco Capital Markets LTD, an unregulated over-the-counter trading unit. Refco's regulated units were not
part of the bankruptcy filing. The discussion in this section primarily applies to the nonregulated entity and not to either the futures
commissions merchant or the regulated broker-dealer.
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.15 On November 10, 2005, Refco's former CEO was indicted for hiding hundreds of millions of dollars
in bad debts from auditors and investors. According to the indictment, during the 1990s certain Refco
customers to whom Refco had extended credit sustained significant market losses in their Refco accounts.
When the customers were unable to make payments on the credit Refco had extended to them, those losses
were transferred to a company controlled by Refco's former CEO instead of being written off of Refco's books.
The indictment further alleges that this debt, which at one point was as high as $720 million, was hidden
from, among others, auditors at the end of annual and quarterly reporting periods by carrying out a series
of transactions to temporarily pay down the receivable from the company controlled by Refco's former CEO
to unrelated entities. According to the indictment, the fraudulent scheme culminated in Refco's August 2005
IPO in which the public purchased approximately $583 million of Refco stock based on a false and fraudulent
registration statement.
.16 This case raises questions about the extent of work performed by external auditors and investment
bankers. In the August 2005 SEC filing, Refco disclosed that it was notified by its external auditors in February
of deficiencies in its internal controls due to inadequate resources at its finance department, and a "lack of
formalized procedures" for closing its books. There is a view that these "red flags" should have led to more
work performed by auditors. Others argue that an audit is not an investigation and senior management's
involvement in this scheme further reduced the chances of it being uncovered. The fact that this scandal
erupted so soon after Refco's IPO also puts a spotlight on the company's investment bankers that oversaw
its IPO and whether their due diligence procedures were adequate.

.17 As of the time of writing this publication, Refco case was still unfolding and its implications for the
commodities futures industry were not yet clear. Please stay alert to further developments.

Regulatory Issues and Developments2
.18 Chapter 5, "Auditing Considerations," of the AICPA Audit and Accounting Guide Brokers and Dealers
in Securities discusses auditing considerations for an audit of the financial statements of a broker-dealer. The
Guide notes that the regulatory environment of a broker-dealer has a major effect on the audit of a
broker-dealer because of the requirements that auditors report on the adequacy of the broker-dealer's internal
control and on its compliance with the specific rules addressing financial responsibility and recordkeeping.
Accordingly, certain tests of controls are performed even if the auditor would not otherwise choose to do so.
.19 The audit and reporting requirements for securities broker-dealers are regulated by Rule 17a-5 under
the Securities Exchange Act of 1934 (the Exchange Act). Qualifications and reports of independent account
ants of FCMs and IBs are specified by Regulation 1.16 of the Commodity Exchange Act. An alternative
regulatory framework has been created for over-the-counter derivatives dealers that establishes a special
class of broker-dealers who may choose to register with the SEC under a limited regulatory structure. Further,
registered broker-dealers in U.S. government securities are regulated by Section 405.02 of the regulations
pursuant to Section 15C of the Exchange Act.
.20 Before undertaking the audit of a regulated entity, auditors should read the applicable rules and
understand the prescribed scope of the audit and the related reporting requirements.
2 Readers should be alert for updates, amendments, or other changes to the rules discussed in this section and for other recent
developments related to regulatory activities. The brief summaries provided in this section of the Alert are for informational purposes
only. Readers should refer to the full text of the regulations. The complete text of Securities and Exchange Commission (SEC) rules,
including rules adopted subsequent to the publication of this Alert, can be obtained from the SEC Web site at www.sec.gov; Commodity
Futures Trading Commission (CFTC) rules at www.cftc.gov; New York Stock Exchange (NYSE) rules at www.nyse.com; National
Association of Securities Dealers (NASD) rules at www.nasd.com; and National Futures Association (NFA) rules at
www.nfa.futures.org. See the "Information Sources" table at the end of this Alert for a full list of Internet resources.
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.21 Certain regulatory activities and developments relevant to entities operating in the securities industry
are presented in the following sections.

SEC Passes Regulation National Market System
.22 On April 6,2005, the Securities and Exchange Commission (SEC) voted to adopt Regulation National
Market System (NMS), which contains four interrelated proposals designed to modernize the regulatory
structure of the U.S. equity markets.
.23 The substantive topics addressed by Regulation NMS are (1) order protection, (2) intermarket access,
(3) sub-penny pricing, and (4) market data. In addition, Regulation NMS updates the existing Exchange Act
rules governing the national market system, and consolidates them into a single regulation. Finally, two
amendments were made to the joint industry plans for disseminating market information (Plans).

Order Protection Rule
.24

•

Rule 611 requires trading centers to obtain the best price for investors when such price is represented
by automated quotations that are immediately accessible.

•

Specifically, the rule requires trading centers to establish, maintain, and enforce written policies and
procedures that are reasonably designed to prevent trade-throughs, and, if relying on one of the rule's
exceptions, which are reasonably designed to assure compliance with the exception.

•

The rule protects the best bids and offers of each exchange, Nasdaq, and the NASD's Alternative
Display Facility (ADF).

•

The rule does not contain a general "opt-out" exception that would have allowed market participants
to disregard displayed quotations. The elimination of any protection for manual quotations is the
principal reason that this broad exception is not included in the rule.

•

The rule includes a number of exceptions to help ensure that the rule is workable with high-volume
stocks and relate to, among others, intermarket sweep orders, quotations displayed by markets that
fail to meet the response requirements for automated quotations, and flickering quotations with
multiple prices displayed in a single second.

•

The rule does not change a broker-dealer's existing duty to obtain best execution for customer orders.

Intermarket Access
.25
•

Rule 610 establishes a uniform market access rule that will promote nondiscriminatory access to
quotations displayed by self-regulatory organization (SRO) trading centers through a private linkage
approach.

•

Rule 610 also harmonizes the pricing of quotations across different trading centers by limiting the
fees that any trading center could charge for accessing protected quotations or manual quotations
that are at the best bid or offer, to no more than $0,003 per share (or, if the price of a protected quotation
is less than $1.00, to no more than 0.3 percent of the quotation price per share).

•

Finally, the rule requires each SRO to establish and enforce rules that, among other things, prohibit
its members from engaging in a pattern or practice of displaying quotations that lock or cross the
protected quotations of other trading centers.

AICPA Audit and Accounting Manual

AAM §8110.25

8360

Alerts

70

5-06

Sub-Penny Pricing
.26
•

Rule 612 prohibits market participants from displaying, ranking, or accepting quotations in NMS
stocks that are priced in an increment of less than $0.01, unless the price of the quotation is less than
$1.00. If the price of the quotation is less than $1.00, the minimum increment would be $0.0001.

•

This rule is intended to prevent sub-penny pricing from being used to "step ahead" of customer limit
orders for an economically insignificant amount that could, over time, discourage investors from
placing limit orders, an important source of market liquidity.

Market Data
.27

•

Regulation NMS updates the formulas for allocating revenues generated by market data fees to the
various SROs to correct the flaws of the current formulas, which incent distortive behavior such as
wash sales and trade shredding, and to allocate revenues to SROs that contribute to public price
discovery by dividing market data revenues equally between trading and quoting activity.

•

The amendments also require the SRO committees governing the market data consolidation systems
to create advisory committees composed of non-SRO representatives to the joint industry plans. The
advisory committees are intended to improve the transparency and effective operation of the plans
by broadening participation in plan governance.

•

Finally, the rule promotes the wide availability of market data by authorizing markets to distribute
their own data independently (while still providing their best quotations and trades for consolidated
dissemination through the plans) and streamlining requirements for the display of market data to
investors.

.28 As part of the final rules release under Regulation NMS (Release No. 34-51808), the SEC also adopted
two amendments to the joint industry plans for disseminating market information that modify the formulas
for allocating plan revenues and broaden participation in plan governance.
.29 Subsequent to the issuance of the final rules on June 9, 2005, the SEC extended compliance dates for
Rule 612 from August 29, 2005, to January 31, 2006, and for amended Rule 301(b)(5) from August 29, 2005,
to September 28, 2005. Please refer to www.sec.gov/rules/final/34-52196.pdf and www.sec.gov/rules/
final/34-52355.pdf for more information.

.30 The full text of the rules can be accessed at www.sec.gov/rules/final/34-51808.pdf.

SEC Approves Final Rule Regarding Certain Broker-Dealers Deemed Not to Be
Investment Advisers
.31 In April 2005, the SEC adopted a rule addressing the application of the Investment Advisers Act of
1940 to broker-dealers offering certain types of brokerage programs. Under the rule, a broker-dealer
providing advice that is solely incidental to its brokerage services is excepted from the Advisers Act if it
charges an asset-based or fixed fee (rather than a commission, mark-up, or mark-down) for its services,
provided it makes certain disclosures about the nature of its services. The rule states that exercising
investment discretion is not "solely incidental to" (1) the business of a broker or dealer within the meaning
of the Advisers Act or (2) brokerage services within the meaning of the rule. The rule also states that a broker
or dealer provides investment advice that is not solely incidental to the conduct of its business as a broker
or dealer or to its brokerage services if the broker or dealer charges a separate fee or separately contracts for
advisory services. In addition, the rule states that when a broker-dealer provides advice as part of a financial
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plan or in connection with providing planning services, a broker-dealer provides advice that is not solely
incidental if it (1) holds itself out to the public as a financial planner or as providing financial planning
services, (2) delivers to its customer a financial plan, or (3) represents to the customer that the advice is
provided as part of a financial plan or financial planning services. Finally, under the rule, broker-dealers are
not subject to the Advisers Act solely because they offer full-service brokerage and discount brokerage
services (including electronic brokerage) for reduced commission rates.
.32 The rule became effective on April 15, 2005, with certain exceptions. In September 2005, the SEC
extended the compliance date from October 24, 2005, to January 31, 2006, for the rule that identifies
circumstances under which a broker-dealer's advice is not "solely incidental to" its brokerage business or to
brokerage services provided to certain accounts and thus subjects the broker-dealer to the Investment
Advisers Act of 1940. See Releases No. 34-51523 and No. 34-52407 for full text of the complete rule as well
as the compliance and effective date information.

Supervisory Controls and Annual Compliance Certification
.33 Last year NASD and NYSE issued rules and rule amendments addressing supervisory controls and
related compliance certification, some of which became effective in 2005.

NASD Rules
.34 NASD Rule 3012. On September 30,2004, the SEC approved NASD's Supervisory Control Amend
ments in their final form. A fundamental element of the Supervisory Control Amendments is new Rule 3012,
Supervisory Control System. Rule 3012(a)(1) requires a member to designate one or more principals who will
establish, maintain, and enforce a system of supervisory control policies and procedures that tests and verifies
that a member's supervisory procedures are reasonably designed to comply with applicable securities laws
and regulations, and with applicable NASD rules, and to amend those supervisory procedures when the
testing and verification demonstrate a need to do so. The Rule also requires the designated principal or
principals to submit to the member's senior management no less than annually a report detailing each
member's system of supervisory controls, the summary of the test results and significant identified excep
tions, and any additional or amended supervisory procedures created in response to the test results.
.35 Rule 3012 became effective on January 31, 2005, which would require a member's first Rule 3012
report to be submitted by no later than January 31,2006, and at least annually thereafter. However, in October
2005, NASD amended Rule 3012 to extend until April 1,2006, the date by which members must submit their
initial annual report required by that rule. Please refer to NASD Notice to Members 05-75 for more
information.
.36 NASD Rule 3013. On September 10, 2004, the SEC approved new NASD Rule 3013, Annual Certifi
cation of Compliance and Supervisory Processes, and accompanying interpretive material that requires members
to (1) designate a chief compliance officer (CCO) and (2) have the CEO or equivalent officer certify annually
that the member has in place processes to establish, maintain, review, test, and modify written compliance
policies and written supervisory procedures reasonably designed to achieve compliance with applicable
NASD rules, Municipal Securities Rulemaking Board (MSRB) rules, and federal securities laws and regula
tions.

.37 Rule 3013 became effective on December 1, 2004, which would require a member's first certification
to be executed by December 1, 2005 and annually thereafter. However, in October 2005, NASD amended
Rule 3013 to extend until April 1,2006, the date by which members must execute their first annual certification
pursuant to that rule. Please refer to NASD Notice to Members 05-75 for more information.
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NYSE Rules
.38 On June 17, 2004, the SEC approved amendments to NYSE Rule 342, Offices—Approval, Supervision
and Control, to strengthen the supervisory procedures and internal controls of members and member
organizations. These amendments became effective on December 17, 2004. The amended Rule 342 includes
a new requirement that members and member organizations establish procedures to independently verify
and test the supervisory systems over each of their business activities. NYSE Rule 342 closely tracks NASD
Rule 3012.
.39 On August 12, 2005, the NYSE filed with the SEC an amendment to Rule 342.30, Annual Compliance
Reports, which would, among other things, require each member and the CEO of each member organization
to file a yearly statement confirming the adequacy of their compliance processes and procedures. This
requirement closely resembles the certification requirement of NASD Rule 3013. The comment period
expired on September 12, 2005.

Additional Guidance
.40 With the approach of the deadline for the initial NASD Rule 3013 CEO Compliance Certification,
firms are evaluating their readiness to meet the requirements of this rule and related NASD Rule 3012. In
addition, NYSE member firms also have to comply with NYSE Rule 342. Readers may wish to refer to the
following guidance issued by SROs to help their members and member firms comply with the new and
amended rules:
•

NASD Notice to Members 05-75, Amendments Regarding Deadlines for Submission of Initial Annual
Report under Rule 3012 and Execution of the Initial Annual Certification under Rule 3013 and IM-3013

•

NASD Notice to Members 05-29, Guidance Regarding Rule 3012(a)(1) Requirement to Test and Verify a
Member's Supervisory Policies and Procedures

•

NASD Notice to Members 05-08, Guidance Regarding the Application of the Supervisory Control Amend
ments to Members' Securities Activities, Including Members' Institutional Securities Activities

•

NASD Notice to Members 04-79, SEC Approves New Chief Executive Officer Compliance Certification and
Chief Compliance Officer Designation Requirements

•

NASD Notice to Members 04-71, SEC Approves New Rulesand Rule Amendments Concerning Supervision
and Supervisory Controls

•

NYSE Information Memo 04-38, Amendments to Rules 342,401,408 and 410 Relating to Supervision and
Internal Controls

Rulemaking Regarding Responsibility When Outsourcing Activities to
Third-Party Service Providers

NYSE Proposed Rule
.41 On March 16, 2005, the NYSE filed with the SEC a proposed new Rule 340, which would govern
conditions to be satisfied in connection with outsourcing arrangements between members and member
organizations and various service providers.
.42 The concept of outsourcing is not new to the securities industry. NYSE Rule 382 has long permitted
introducing broker-dealers to contractually delegate functions and responsibilities to clearing broker-deal
ers. Typically introducing firms agree to retain responsibility for the opening, approving, and monitoring of
accounts and delegate to clearing firms "back office" functions such as order execution and clearance of
trades. Since Rule 382 allows for the delegation of both functions and responsibilities to a clearing firm, it
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requires that any agreement made pursuant to its provisions be subject to the prior review and approval of
the Exchange, and be limited to registered broker-dealers. Over the past several years, the outsourcing of
services has extended beyond arrangements between registered broker-dealers. It is not uncommon to now
find outsourcing arrangements between broker-dealers and other types of regulated and unregulated
entities. Different outsourcing arrangements have given rise to different types of regulatory concerns.
.43 Proposed Rule 340A prohibits members and member organizations from outsourcing certain func
tions. Specifically, except as otherwise permitted by the Exchange, it would prohibit members and member
organizations from delegating, contracting, or outsourcing to any service provider supervisory or compli
ance responsibilities under Exchange Act Rule 342, as well as activities that require registration and
qualification under the Exchange rules. These proposed restrictions reinforce the long-held concept that
functions can be outsourced but responsibility cannot.

.44 For a full text of the proposal, please refer to www.nyse.com/pdfs/2005-22fil.pdf.

NASD Notice to Members
.45 In July 2005, NASD issued Notice to Members 05-48, Members' Responsibilities When Outsourcing
Activities to Third-Party Service Providers, to remind members that, in general, any parties conducting activities
or functions that require registration under NASD rules will be considered associated persons of the member,
absent the service provider separately being registered as a broker-dealer and such arrangements being
contemplated by NASD rules (such as in the case of clearing arrangements), MSRB rules, or applicable federal
securities laws or regulations. In addition, outsourcing an activity or function to a third party does not relieve
members of their ultimate responsibility for compliance with all applicable federal securities laws and
regulations and NASD and MSRB rules regarding the outsourced activity or function. As such, members
may need to adjust their supervisory structure to ensure that an appropriately qualified person monitors the
arrangement. This includes conducting a due diligence analysis of the third-party service provider.

Additional Guidance
.46 On February 15, 2005, the Bank for International Settlements released a Joint Forum publication,
Outsourcing in Financial Services, regarding principles of outsourcing in financial services. The rapid rate of
IT innovation, along with an increasing reliance on external service providers, have the potential of leading
to systemic problems unless appropriately constrained by a combination of market and regulatory influ
ences.

.47 This paper attempts to spell out these concerns in more detail and develop a set of principles that
gives guidance to firms, and to regulators, to help them better mitigate these concerns without hindering the
efficiency and effectiveness of firms. This paper can be found at www.bis.org/publ/jointl2.htm.

Alternative Net Capital Requirements for Broker-Dealers That Are Part of
Consolidated Supervised Entities
.48 In April 2004, the SEC adopted rule amendments under the Securities Exchange Act of 1934 that
establish a voluntary, alternative method of computing deductions to net capital for certain broker-dealers
that are part of a "consolidated supervised entity." This alternative method permits a broker-dealer to use
mathematical models to calculate net capital requirements for market and derivatives-related credit risk. A
broker-dealer using the alternative method of computing net capital is subject to enhanced net capital, early
warning, recordkeeping, reporting, and certain other requirements, and must implement and document an
internal risk management system. This alternative method is available to broker-dealers that maintain
tentative net capital of at least $1 billion and net capital of at least $500 million. Furthermore, as a condition
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to its use of the alternative method, the broker-dealer's ultimate holding company and affiliates (referred to
collectively as a consolidated supervised entity, or CSE) must consent to group-wide SEC supervision. These
rule amendments became effective on August 20, 2004. See SEC Release No. 34-49830 at www.sec.gov/
rules/final/34-49830.htm for more information.

.49 Broker-dealers that use this alternative method of computing net capital are required to have both
their internal audit function and external auditors perform specific procedures related to their internal risk
management controls in accordance with SEC Rule 15c3-4, Internal Risk Management Control Systems for OTC
Derivatives Dealers, under the Securities Exchange Act of 1934. The amended rules specify that only a registered
public accounting firm (as that term is defined in section 2(a)(12) of the Sarbanes-Oxley Act of 2002 (15 U.S.C.
7201 et seq.)) could act in the capacity of an external auditor for such broker-dealers. The external auditors
would be required to review the internal risk management control system in accordance with procedures
agreed upon by the broker-dealer, the external auditor conducting the review, and the SEC. The agreed-upon
procedures should be performed and the report should be prepared in accordance with the rules promul
gated by the Public Company Accounting Oversight Board (PCAOB). While the specifics have yet to be
finalized, the external auditors' annual agreed upon-procedures can be developed to limit redundancies with
the internal audit function's requirement to review these same controls on a periodic basis.

.50 Also, under this alternative method, firms with strong internal risk management practices may use
mathematical modeling methods already used to manage their own business risk, including value-at-risk
(VaR) models and scenario analysis, for regulatory purposes. SEC Rule 15c3-le(d)(l)(ii) requires that the VaR
model be reviewed both periodically and annually. The periodic review may be conducted by the broker
dealer's internal audit staff, but the annual review must be conducted by the external auditor. External
auditors will need to evaluate these VaR models in rendering their report on the supplemental schedules
required under Rule 15c3-l of the Securities Exchange Act of 1934 that is included in the annual audited
financial statements of the broker dealer.
.51 Furthermore, the consolidated entity must disclose its compliance with the capital requirements at
the consolidated group level (most likely in the notes to the Annual Report), and in turn the external auditor
must review the VaR models used in this separate computation.

.52 The Stockbrokerage Expert Panel of the AICPA is in the process of developing audit guidance to be
included in next year's update to the AICPA Audit and Accounting Guide Brokers and Dealers in Securities to
provide guidance to broker-dealers and public accounting firms in connection with these requirements.

Registration With PCAOB—Extension of Order Regarding Broker-Dealer
Financial Statement Requirements Under Section 17 of the Exchange Act
.53 Although the Sarbanes-Oxley Act of 2002 (Sarbanes-Oxley or the Act) is directed at issuers (as defined
by the Act) and their auditors, nonpublic broker-dealers also come under the scope of certain provisions of
the Act. This is because Section 205(c)(2) of the Act amended Section 17 (15 U.S.C. 78q) of the Exchange Act
to require all broker-dealers (both public and nonpublic) to be audited by a public accounting firm registered
with the PCAOB.
.54 Section 17(e)(1)(A) of the Exchange Act requires that every registered broker-dealer annually file with
the SEC a certified balance sheet and income statement, and Section 17(e)(1)(B) requires that the broker-dealer
annually send to its customers its certified balance sheet. The Sarbanes-Oxley Act established the PCAOB and
amended Section 17(e) to replace the words an independent public accountant with a registered public accounting
firm.

.55 The Act establishes a deadline for registration with the PCAOB of auditors of financial statements of
"issuers." The Act does not provide a deadline for registration of auditors of nonpublic broker-dealers.
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Application of registration requirements and procedures to auditors of nonpublic broker-dealers is still being
considered. The SEC is also considering whether to issue a concept release on the subject.

.56 On December 7,2005, the SEC extended its Order, which provides that nonpublic broker-dealers may
file with the SEC and may send to their customers documents and information required by Section 17(e)
certified by an independent public accountant, instead of by a registered public accounting firm for fiscal
years ending before January 1,2007. The original Order, issued on August 4, 2003, and extended on July 14,
2004, was set to expire on January 1, 2006.
.57 See Release No. 34-52909 at www.sec.gov/rules/other/34-52909.pdf for more information.

Recent Developments in Connection With Breakpoint Refund Liability
.58 In Notice to Members 03-47, Refunds to Customers Who Did Not Receive Appropriate Breakpoint Discounts
in Connection with the Purchase of Class A Shares of Front-End Load Mutual Funds and the Capital Treatment of
Refund Liability, issued in August 2003, NASD ordered broker-dealers to provide refunds to customers who
had not been given appropriate breakpoint discounts on purchases of mutual funds with front-end loads.
Mutual funds sold through broker-dealers may include a sales charge (also called a load), which compensates
the broker-dealer selling the fund's shares. Mutual funds with front-end sales loads often offer investors the
opportunity to obtain a reduction in sales loads as the dollar value of the shares purchased by an investor
or a member of his or her family increases. The levels at which the front-end sales charge is reduced are
determined by the mutual funds and are generally called breakpoints. Although breakpoint discounts are
offered by mutual funds, much of the responsibility for calculating the proper discounts falls on the
participating brokerage firms, pursuant to contractual selling arrangements.
.59 In Notice to Members 03-47, NASD provided guidelines for firms to follow when calculating refunds
to customers and accounting for their anticipated refund liabilities. NASD stressed that firms needed to
consider the requirements of Financial Accounting Standards Board (FASB) Statement of Financial Account
ing Concepts No. 6, Elements of Financial Statements, when accounting for their refund liability. FASB Concept
Statement No. 6 specifically recognizes that the amount of a liability does not need to be certain before it is
recorded. Accordingly, approximations and estimates may be used to record a liability. Thus, firms had to
determine their probable liability based upon information available at the time in accordance with FASB
Concept Statement No. 6. NASD also issued further guidance to members based on a result of a survey, as
to the amount of refund they should be setting aside for customers. Firms were either to record this amount
or justify the appropriateness of selecting an alternative amount.

.60 Further, in a "Frequently Asked Questions" discussion (http://nasd.broaddaylight.com/nasd/
FAQ_56_6133.shtm), NASD indicated that firms need to reflect the balance of the breakpoint refund liability
and fund such balances until they believe that all customers who did not receive applicable breakpoint
discounts have been compensated, or until the time limit for customers to present claims has expired in
accordance with applicable law.
.61 Yet based on their experiences to date, a number of broker-dealers have claimed that they were overly
conservative in estimating the total amount of potential customer restitution. Presumably, many customers
who likely or possibly failed to receive breakpoint discounts have not submitted claims. Accordingly, these
firms believe that due to the passage of time and in light of their efforts to communicate the availability of a
possible refund, it is appropriate to reverse fully or reduce their remaining liability related to such restitution.

.62 Presently, NASD will review and consider any firm's request to reduce or remove any liability related
to a failure to provide breakpoint discounts. Firms will need to provide NASD with a substantive and
well-reasoned explanation and argument about why the recognition of the liability is no longer necessary
and its reversal or reduction would not make the firm's financial statements misleading.
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Asset Services
SEC Examination
.63 The SEC staff recently completed a series of five examinations that were conducted for the purpose
of comprehensively reviewing the asset services activities of various broker-dealer firms. Asset services
include those activities of the broker-dealer related to the timely and accurate disbursement of dividends,
interest, and principal payments; the collection of offsetting amounts from issuers; and the performance of
various corporate reorganization-related services, including, but not limited to, the processing of bond calls,
redemptions, tender offers, and warrant and rights exercises. Asset services also include the procedures
whereby unclaimed assets are escheated to the appropriate governmental authority. The purpose of these
examinations was to determine whether the broker-dealers were carrying out their asset services activities
in an accurate, timely, and efficient manner. The periods reviewed generally included the years 2002 and
2003.

Examination Findings
.64 The examinations disclosed a variety of deficiencies, including a consistent failure to properly
supervise the asset services functions; a lack of adequate written procedures in certain asset services areas,
particularly with respect to escheatment; and a widespread failure to enforce the procedures that the
registrant did have. In addition, there appears to have been a systemic misuse of suspense and other accounts
in connection with the dispositions of abandoned customer assets. Most of the examinations disclosed that
the registrant had been improperly transferring abandoned customer assets at will into, out of, and between
various accounts, including suspense, expense, income and proprietary accounts, resulting in the improper
use of customer assets, as well as inaccurate books and records. Although this was generally limited to
accounts with less substantial holdings, these actions by the broker-dealers were nevertheless frequently
used to increase their income by, for example, the reduction of expenses. Several of the examinations
disclosed that the firm had entirely failed to escheat certain assets, sometimes over a period lasting many
years. Inaccurate books and records, as well as inaccurate net capital computations and FOCUS filings, which
were caused by the improper account entries, were also uncovered.

Audit Response
.65 Auditors should keep in mind the above findings when conducting audits of their broker-dealer
clients. The auditor should review the procedures followed by the broker-dealer for recording material
transactions in accounts for unclaimed customer assets. Also, detailed accounts maintained for unclaimed
items should be compared with control accounts. Charges against unclaimed items can be examined on a
selected basis and compared with claims or correspondence, particularly charges against older items. The
auditor should review and test the broker-dealer's procedures for abandoned property accounts and
compliance with state escheat laws. Auditor should also ensure that procedures for monitoring and resolving
customer complaints are adequate.
.66 The auditor should ensure that the broker-dealer's controls regarding procedures for researching and
resolving items in suspense accounts on a timely basis are sufficient. To achieve this audit objective, the
auditor should consider performing the following tests:
•

Determine the appropriateness of procedures for recording transactions into suspense accounts:
— Test the reconciliation of suspense accounts.

— Test the resolution of selected suspense items.
•

Understand procedures for monitoring and reporting the aging of suspense items.

•

Test procedures for identifying and resolving money balances and positions in invalid accounts.
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.67 From a regulatory standpoint, the auditor needs to consider whether unclaimed assets are appropri
ately reflected in the supporting schedules described in the Exchange Act Rule 17a-5(d)(3) with respect to
the reserve and possession or control requirements of Exchange Act Rule 15c3-3.
Recent Concerns of Regulators

.68 Over the past several years during examinations of broker-dealers, NASD encountered a number of
issues, some of which are discussed in this section.

Soft Dollar and Commission Rebate and Recapture Arrangements
.69 A number of broker-dealers offer some type of soft dollar or commission rebate and recapture
program. While the nature of the benefits to customers involved in such programs vary, the mechanics of
the payments can substantially increase a broker-dealer's net capital requirement pursuant to the Securities
Exchange Act Net Capital Rule, and may subject the broker-dealer to the requirements of the Securities
Exchange Act Customer Protection Rule. NASD has encountered situations in which a broker-dealer will
claim to be offering a soft dollar program—where presumably the broker-dealer arranges for the provision
of a service or product to a customer, independently of the customer—when, in fact, the structure of the
remittance to a third party amounts to a commission rebate. Firms should be aware that the primary guidance
regarding financial requirements relative to the use of commission rebate and recapture arrangements is
found in a February 2002 verbal interpretation from the SEC to the New York Stock Exchange, which is as
follows:

Any introducing broker-dealer that rebates a portion of its commission back to its customer, either as a
cash payment or to a creditor of the customer, is required by SEC Rule 15c3-l(a)(2)(i) to maintain a
minimum net capital requirement of at least $250,000. It is also considered a carrying firm for purposes
of SEC Rule 15c3-3 unless it elects the following method for the handling of the customers' rebates:

(1) The introducing broker deposits money into a separate SEC Rule 15c3-3 bank account similar to those
accounts established under an SEC Rule 15c3-3(k)(2)(i) exemption;
(2) The balance in this separate bank account at all times must equal or exceed the payables to customers;
and
(3) The firm issues checks from this separate bank account to pay the customer or the creditor of the
customer.
.70 NASD plans to issue a Notice to Members that would provide additional guidance relative to the
regulatory financial requirements that could stem from such programs and illustrate the differences between
what is viewed as a soft dollar arrangement as opposed to a commission rebate and recapture program.

Transfers or "Sweeps" of Customer Free Credit Balances to Other Locations and Into Other
Investments
.71 With the increasing popularity of "sweeps" programs for customers' credit balances, the NASD is
concerned with (1) the sufficiency and timeliness of the broker-dealer's communication with its customers
with respect to such arrangements and (2) in some cases, the passage of "swept funds" through a number of
"hands" before being invested. With the current increases in short-term interest rates relative to long-term
rates, NASD anticipates seeing a wider use and a greater variety of "sweep" programs, which may include
participants and investees that are either contractually not accountable or lack the experience, systems, and
controls to appropriately account for customer funds. At this time, NASD recommends that broker-dealers
become thoroughly familiar with the issues addressed in the New York Stock Exchange's Information
Memorandum 05-11, Customer Account Sweeps to Banks, which is discussed in the "Self-Regulatory Organi
zation Regulations" section of this Alert under the "NYSE Rulemaking" heading.
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Appropriate Valuation of and Application of Net Capital Charges With Respect to
Asset-Backed Securities
.72 Occasionally, NASD has come across instances of a broker-dealer that routinely acquires substantial
portions of an outstanding issuance of an asset-backed security, and internally determines the fair value of
the position. In these situations, the broker-dealer will often assert to its clearing firm that this "fair value"
is reasonably accurate and should be used to price the position held at the clearing firm. A clearing firm may
acquiesce to the broker-dealer's view, and include on the client's statement a note indicating that it used a
price that was supplied by the broker-dealer and did not independently verify the reasonableness of the
price.
.73 NASD will question and may disallow for net capital purposes the value of any security that the
broker-dealer priced internally and without collaboration in the marketplace, especially if the firm does not
appear to be a market participant with other broker-dealers for similar securities. Firms and independent
auditors are encouraged to contact NASD with any questions regarding appropriate pricing practices relative
to any security positions that contribute materially to a firm's net capital.

.74 While NASD plans to publish a comprehensive interpretation dealing with the net capital charges
related to collateralized mortgage obligations, broker-dealers should seek guidance in determining the
appropriate net capital charges related to any asset-backed securities by reviewing the following No-Action
Letters (each addressed to the Capital Committee of the Securities Industry Association):
•

Marketability of Asset-Backed Securities Issued by Special Purpose Vehicles, dated July 13, 2001, and as
applicable relative to an additional portfolio charge, Portfolio Concentration Charges for Certain Securi
ties Under Rule 15c3-l of the Securities Exchange Act of 1934, dated July 27, 2000

•

If the issuer of the asset-backed security is an operating entity, Net Capital Treatment of Single Rated
Investment Grade Asset-Backed Debt Securities, dated August 6,1999

.75 As these letters are not readily accessible, readers may call NASD at (202) 728-8397 to obtain a copy.

Application of Appropriate Haircut Charges to All Positions Recorded as Long or Short
Inventory Regardless of Location
.76 Currently, the SEC Division of Market Regulation requires broker-dealers to apply market risk
charges (haircuts) to their recognized securities inventory pursuant to the Net Capital Rule, regardless of the
location of inventory positions. For instance, an acquired inventory position that served as collateral to a
repurchase transaction would be subject to the haircut provisions. In addition, the repurchase transaction
would be subject to credit risk charge provisions pursuant to the Net Capital Rule. Certain broker-dealers
have contended that the market risk element related to the collateral had been transferred to the counter-party
of the repurchase transaction, and consequently, the broker-dealer's risk is related primarily to the receipt
of any marks-to-the-market from the counterparty, that is, what is at issue is credit risk and the broker
dealer's ability to minimize any "unsecured receivable" relative to the collateral. In Securities Release
34-24553, issued June 4, 1987, to amend net capital, recordkeeping, and quarterly securities count rules in
connection with the treatment of repurchase and reverse repurchase agreements, the Division of Market
Regulation considered the issue of applying a market risk and credit risk relative to the same underlying
position. In footnote 13 of the Release, the Division of Market Regulation staff indicated:
The Commission recognizes that when a broker-dealer enters into repurchase agreements using
proprietary securities, the firm may incur a deduction because of a repo deficit and a deduction, or
haircut, related to the securities. The Commission also understands that it is difficult for broker-deal
ers that engage in a significant amount of repurchase transactions to identify the specific securities
that were used in a particular repurchase agreement. For those broker-dealers that believe they have
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a program which can specifically identify those proprietary securities which are used in a particular
repurchase agreement, the Commission will entertain requests for no-action positions that would
allow any repurchase agreement deficit deduction to be reduced by the haircut already incurred with
respect to the repurchase agreement securities.

Inclusion of Customer Funds Held as a Result of Over-the-Counter Derivative Transactions
as Credits in the Reserve Formula
.77 In certain instances, broker-dealers that engage in over-the-counter commodity transactions with
customers, and are not registered as over-the-counter derivative dealers, have questioned whether customer
margin or "transaction performance" deposits need to be included as credits in the Customer Protection
Reserve Formula. Based on a discussion of the Reserve formula components in one of the adoptive releases
to the Customer Protection Rule (Securities Exchange Act Release 34-9922, dated January 2,1973), the SEC
indicated that "net balances due to customers in nonregulated commodity accounts, reduced by any deposits
of cash or securities with any clearing organization or clearing broker in connection with open contracts in
such accounts" are to be included as customer credits in the formula.
.78 NASD has encountered instances in which broker-dealers, which are not registered as over-thecounter derivative dealers, have excluded cash balances related to open commodity derivative transactions,
asserting that the Securities Investor Protection Act does not protect such balances. NASD believes that in
light of the current interpretative guidance and the specific language included in the definition of customer
regarding transactions conducted by registered over-the-counter derivative dealers, customer cash balances
held by broker-dealers which are not registered as over-the-counter derivative dealers related to commodity
transactions must be included as customer credits.

Appropriateness of Amounts Added Back to Owners' Equity in Computing Net Capital
Related to Nonsubstantive or Discretionary Liabilities
.79 Certain firms have concluded that nonsubstantive liabilities—those that will not require a future
transfer of cash or assets, such as deferred tax liabilities related to financial reporting and tax bases differences
of acquired intangible assets—can be added back to owners' equity in computing net capital. These firms
also assert that since the underlying asset is nonallowable, the related liability should not act as a further
reduction in deriving net capital. Based on NASD's discussions with the SEC Division of Market Regulation
staff, any add-back of deferred tax liabilities to owner's equity in computing net capital must result from
those transactions discussed in published interpretations. Currently, such transactions must relate to the
capitalization of internally developed software or deferred advertising costs. The SEC Division of Market
Regulation staff will consider requests for relief relative to specific transactions that result in the recognition
in deferred tax liabilities and do not entail any compensatory increase in revenue.

.80 NASD also encounters the add-back of what are considered discretionary liabilities. Please refer to
the "Discretionary Liabilities" section of this Alert for a discussion of NASD requirements in connection with
this issue.

SEC Regulations
.81 Certain SEC regulations are discussed in the preceding sections of this Alert in detail due to the
significance of their impact on broker-dealers. The following is a summary of some additional rules that the
SEC issued since the writing of last year's Audit Risk Alert that may be of interest to broker-dealers. In
addition to reading about the regulatory matters presented below, see the AICPA general Audit Risk
Alert—2005/06 and the AICPA Independence and Ethics Alert—2005/06 for a discussion of some of the most
important SEC regulations that have been issued recently that affect many industries, including the securities
industry. Also, auditors should visit the SEC Web site at www.sec.gov to inform themselves about recent
SEC rulemaking activities.
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•

Securities Offering Reform. In July 2005, the SEC adopted rules that will modify and advance signifi
cantly the registration, communications, and offering processes under the Securities Act of 1933.
These rules will eliminate unnecessary and outmoded restrictions on offerings. In addition, the rules
will provide more timely investment information to investors without mandating delays in the
offering process that would be inconsistent with the needs of issuers for timely access to capital. The
rules also will continue SEC long-term efforts toward integrating disclosure and processes under the
Securities Act and the Securities Exchange Act of 1934. The rules will further these goals by addressing
communications related to registered securities offerings, delivery of information to investors, and
procedural aspects of the offering and capital formation processes. Effective date: December 1,2005.
See Release No. 33-8591 for more information.

•

Use of Form S-8, Form 8-K, and Form 20-F bi/ Shell Companies. In July 2005, the SEC adopted rules and
rule amendments relating to filings by reporting shell companies. The SEC defined a shell company
as a registrant with no or nominal operations and either no or nominal assets, assets consisting solely
of cash and cash equivalents, or assets consisting of any amount of cash and cash equivalents and
nominal other assets. The rules and rule amendments prohibit the use of Form S-8 under the Securities
Act of 1933 by shell companies. In addition, they require a shell company that is reporting an event
that causes it to cease being a shell company to disclose the same type of information that it would
be required to provide in registering a class of securities under the Securities Exchange Act of 1934.
These provisions are intended to protect investors by deterring fraud and abuse in the securities
markets through the use of reporting shell companies. Effective date: August 22, 2005, with certain
exceptions. See Release No. 33-8587 for more information.

•

Removal from Listing and Registration of Securities Pursuant to Section 12(d) of the Securities Exchange Act
of 1934. In July 2005, the SEC adopted amendments to its rules and Form 25 to streamline the
procedures for removing from listing, and withdrawing from registration, securities under Section
12(b) of the Exchange Act. The final rules require all issuers and national securities exchanges seeking
to delist and / or deregister a security in accordance with the rules of an exchange and the SEC to file
the amended Form 25 in an electronic format with the SEC on the EDGAR database. The final rules
also provide that the Form 25 serves as an exchange's notice to the SEC under Section 19(d) of the
Exchange Act. Finally, the final rules exempt, on a permanent basis, standardized options and
security futures products traded on a national securities exchange from Section 12(d) of the Exchange
Act. The amendments serve to reduce regulatory burdens on the exchanges and issuers, and to make
the delisting and deregistration process more transparent and efficient in the interests of investors
and the public. Effective date: August 22, 2005. See Release No. 34-52029 for more information.

•

Amendments to the Penny Stock Rules. In July 2005, the SEC amended the definition of penny stock as
well as the requirements for providing certain information to penny stock customers. These amend
ments are designed to address market changes, evolving communications technology, and legislative
developments. Effective date: September 12, 2005. See Release No. 34-51983 for more information.

•

Mutual Fund Redemption Fees. In March 2005, the SEC adopted a new rule that allows registered
open-end investment companies (funds) to impose a redemption fee, not to exceed 2 percent of the
amount redeemed, to be retained by the fund. The redemption fee is intended to allow funds to recoup
some of the direct and indirect costs incurred as a result of short-term trading strategies, such as
market timing. The new rule also requires most funds to enter into written agreements with
intermediaries (such as broker-dealers and retirement plan administrators) that hold shares on behalf
of other investors, under which the intermediaries must agree to provide funds with certain share
holder identity and transaction information at the request of the fund and carry out certain instruc
tions from the fund. Effective date: May 23, 2005 with some exceptions. Compliance date: October
16, 2006, with some exceptions. See Release No. IC-26782 for more information.

•

XBRL Voluntary Financial Reporting Program on the EDGAR System. In February 2005, the SEC adopted
rule amendments to enable registrants to submit voluntarily supplemental tagged financial information
using the extensible Business Reporting Language (XBRL) format as exhibits to specified EDGAR
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filings under the Securities Exchange Act of 1934 and the Investment Company Act of 1940.
Registrants choosing to participate in the voluntary program also will continue to file their financial
information in HTML or ASCII format, as currently required. To participate in the program,
volunteers need to submit their XBRL formatted information in accordance with the amendments.
Effective date: March 16, 2005. See Release No. 33-8529 for more information.

•

Asset-Backed Securities. In December 2004, the SEC adopted new and amended rules and forms to
address comprehensively the registration, disclosure, and reporting requirements for asset-backed
securities under the Securities Act of 1933 and the Securities Exchange Act of 1934. The final rules
and forms accomplish the following: update and clarify the Securities Act registration requirements
for asset-backed securities offerings, including expanding the types of asset-backed securities that
may be offered in delayed primary offerings on Form S-3; consolidate and codify existing interpretive
positions that allow modified Exchange Act reporting that is more tailored and relevant to assetbacked securities; provide tailored disclosure guidance and requirements for Securities Act and
Exchange Act filings involving asset-backed securities; and streamline and codify existing interpre
tive positions that permit the use of written communications in a registered offering of asset-backed
securities in addition to the statutory registration statement prospectus. Effective date: March 8,2005.
See Release No. 33-8518 for compliance date and other information.

•

Disposal of Consumer Report Information. In December 2004, the SEC adopted amendments to the rule
under Regulation S-P requiring financial institutions to adopt policies and procedures to safeguard
customer information. The amended rule implements the provision in section 216 of the Fair and
Accurate Credit Transactions Act of 2003 requiring proper disposal of consumer report information
and records. Section 216 directs the SEC and other federal agencies to adopt regulations requiring
that any person who maintains or possesses consumer report information or any compilation of
consumer report information derived from a consumer report for a business purpose must properly
dispose of the information. The amendments also require the policies and procedures adopted under
the safeguard rule to be in writing. Effective date: January 11, 2005. See Release No. 34-50781 for
compliance date and other information.

•

Issuer Restrictions or Prohibitions on Ownership by Securities Intermediaries. In December 2004, the SEC
adopted a new rule under the Securities Exchange Act of 1934 that prohibits registered transfer agents
from effecting any transfer of any equity security registered under Section 12 or any equity security
that subjects an issuer to reporting under Section 15(d) of the Exchange Act if such security is subject
to any restriction or prohibition on transfer to or from a securities intermediary, such as clearing
agencies, banks, or broker-dealers. The primary purpose of the rule is to promote the integrity and
efficiency of the U.S. clearance and settlement system. Effective date: March 7, 2005. See Release No.
34-50758A for more information.

Other Recent SEC Developments
.82 The following is a brief discussion of some other SEC developments that might be of interest to
broker-dealers and their auditors.

SEC Interpretive Releases3
.83 Commission Guidance Regarding Client Commission Practices Under Section 28(e) of the Securities
Exchange Act of 1934. On October 19,2005, the SEC published for comment interpretive guidance on money
managers' use of client commissions to pay for brokerage and research services under Section 28(e) of the
Securities Exchange Act of 1934. Section 28(e) creates a "safe harbor" by providing that a person who exercises
3 The SEC from time to time will provide guidance relating to topics of general interest to the business and investment communities
by issuing an "interpretive release," in which it publishes its views on the subject matter and interprets the federal securities laws and
its own regulations. The SEC Interpretive Releases are available on the SEC Web site at www.sec.gov.

AICPA Audit and Accounting Manual

AAM §8110.83

8372

Alerts

70

5-06

investment discretion with respect to an account shall not be deemed to have acted unlawfully or to have
breached a fiduciary duty under state or federal law solely by reason of having caused an account to pay
more than the lowest available commission if that person determines in good faith that the amount of the
commission is reasonable in relation to the value of the "brokerage and research services" received.

.84 The proposed interpretive guidance interprets the scope of the safe harbor as follows:
•

Eligibility of brokerage and research services for safe harbor protection is governed by the criteria in
Section 28(e)(3), consistent with the Commission's 1986 "lawful and appropriate assistance" stand
ard.

•

Research services are restricted to "advice," "analyses," and "reports" within the meaning of Section
28(e)(3).

•

Physical items, such as computer hardware, which do not reflect the expression of reasoning or
knowledge relating to the subject matter identified in the statute, are outside the safe harbor.

•

Market, financial, economic, and similar data would be eligible for the safe harbor.

•

Brokerage services within the safe harbor are those products and services that relate to the execution
of the trade from the point at which the money manager communicates with the broker-dealer for
the purpose of transmitting an order for execution, through the point at which funds or securities are
delivered or credited to the advised account.

•

Mixed-use items must be reasonably allocated between eligible and ineligible uses, and the allocation
must be documented so as to enable the money manager to make the required good faith determi
nation of the reasonableness of commissions in relation to the value of brokerage and research
services.

.85 This release reiterates the statutory requirement that money managers must make a good faith
determination that commissions paid are reasonable in relation to the value of the products and services
provided by broker-dealers in connection with the managers' responsibilities to the advisory accounts for
which the managers exercise investment discretion.
.86 Finally, the release reiterates that under Section 28(e), broker-dealers must be financially responsible
for the brokerage and research products that they provide to money managers, and they must be involved
in "effecting" the trade.
.87 Comments should be received on or before November 25, 2005. Please see Release No. 34-52635 for
more information.
.88 Commission Guidance Regarding Prohibited Conduct in Connection With IPO Allocations. On
April 7, 2005, the SEC issued an interpretive release to provide guidance regarding prohibited conduct by
underwriters in connection with IPO allocations. Regulation M prohibits underwriters and others from
bidding for, purchasing, or attempting to induce any person from bidding for or purchasing an offered
security during a restricted period as defined in Regulation M. Generally, the restricted period begins one
or five business days before the determination of an offering price and ends upon a person's completion of
participation in the distribution. The guidance serves as a reminder that attempts to induce aftermarket
purchases during a restricted period are prohibited by Regulation M. Attempts to induce aftermarket bids
or purchases undermine the integrity of the market as an independent pricing mechanism and give
prospective IPO purchasers the impression that there is a scarcity of the offered securities and the balance
of their buying interest can only be satisfied in the aftermarket. Moreover, other investors who purchase
shares in the aftermarket would not know that aftermarket demand had been stimulated by the underwriter's
unlawful conduct. The guidance includes references to recent SEC enforcement cases alleging inducements
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in the offering process in violation of Regulation M. The guidance also discusses distinctions between conduct
that violates Regulation M and legitimate book-building. Effective date of interpretation: April 7, 2005. See
Release No. 33-8565 for more information.

SEC Special Studies4
.89 Report and Recommendations Pursuant to Section 401(c) of the Sarbanes-Oxley Act of 2002 on
Arrangements with Off-Balance Sheet Implications, Special Purpose Entities, and Transparency of Filings
by Issuers. On June 15, 2005, the SEC released a staff report on off-balance sheet arrangements, special
purpose entities (SPEs), and related issues that was prepared pursuant to Section 401 (c) of the Sarbanes-Oxley
Act of 2002. The staff report includes an analysis of the filings of issuers as well as an analysis of pertinent
U.S. generally accepted accounting principles and SEC disclosure rules. The report describes the staff's study,
details its findings, and provides recommendations.
.90 The staff took a broad approach to the scope of the report by including a review of a range of topics
with potential off-balance sheet implications, including consolidation issues, transfers of financial assets with
continuing involvement, retirement arrangements, contractual obligations, leases, contingent liabilities and
derivatives, as well as a discussion of SPEs.
.91 The report identifies several goals for those involved in the financial reporting community, including
efforts to:

•

Discourage transactions and transaction structures motivated primarily and largely by accounting
and reporting considerations, rather than economics;

•

Expand the use of objectives-oriented standards;

•

Improve the consistency and relevance of disclosures; and

•

Focus financial reporting on communication with investors, rather than just compliance with rules.

. 92 The report also provides recommendations for certain changes in accounting and reporting require
ments, each of which complement one or more of the goals mentioned above:
•

The accounting guidance for defined-benefit pension plans and other postretirement benefit plans
should be reconsidered. The trusts that administer these plans are currently exempt from consolida
tion by the issuers that sponsor them, effectively resulting in the netting of assets and liabilities in the
balance sheet. In addition, issuers have the option to delay recognition of certain gains and losses
related to the retirement obligations and the assets used to fund these obligations.

•

The accounting guidance for leases should be reconsidered. The current accounting for leases takes
an "all or nothing" approach to recognizing leases on the balance sheet. This results in a clustering
of lease arrangements such that their terms approach, but do not cross, the "bright lines" in the
accounting guidance that would require a liability to be recognized. As a consequence, arrangements
with similar economic outcomes are accounted for very differently.

•

The exploration of the feasibility of reporting all financial instruments at fair value should continue.

•

The FASB should continue its work on the accounting guidance that determines whether an issuer
would consolidate other entities, including SPEs, in which the issuer has an ownership or other
interest.

•

In general, certain disclosures in the filings of issuers could be better organized and integrated.

4 The SEC or SEC staff often undertake special projects to study and report on current trends and issues facing the securities industry.
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.93 The full text of the staff study can be found at www.sec.gov/news/studies/soxoffbalancerpt.pdf.

.94 Staff Report Concerning Examinations of Select Pension Consultants. Released on May 16, 2005,
the report follows an examination sweep into the practices of pension consultants, particularly focused on
any conflicts of interest in their operations, and was initiated as part of the SEC's program to identify and
investigate risks in the securities industry.
.95 During its examination, SEC staff reviewed documents and information from a cross-section of 24
pension consultants who are registered with the SEC as investment advisers. The examinations reviewed (i)
the products and services provided by pension consultants; (ii) the method of payment for such services;
and (iii) the disclosures provided to their clients. The report details the findings, including:
•

More than half of the pension consultants or their affiliates provided products and services to both
pension plan advisory clients and to money managers and mutual funds on an ongoing basis.

•

A majority of the pension consultants have affiliated broker-dealers or relationships with unaffiliated
broker-dealers which may provide a mechanism for money managers to compensate pension
consultants, perhaps as a way to curry favor with the pension consultant.

•

Many pension consultants have affiliates that also provide services to pension plan clients.

•

Many pension consultants do not adequately disclose material conflicts of interest arising from these
practices to their clients.

.96 Although investment advisers owe their clients a fiduciary obligation—including to adequately
disclose all material conflicts of interest—some pension consultants appear to have erroneously concluded
that they are not fiduciaries to their clients. The report contains recommendations to enhance pension
consultants' compliance programs to help ensure that the adviser is fulfilling its fiduciary obligations to its
advisory clients.

.97 The report also raises important issues for plan fiduciaries who often rely on the advice and
recommendations of pension consultants in operating their plans. In this regard, the SEC will be working
with the Department of Labor (DOL) to educate pension fund trustees and other plan fiduciaries about the
issues raised by the findings in the report and will continue to work closely with the DOL on issues of mutual
interest.
.98 The full text of the staff study can be found at www.sec.gov/news/studies/pensionexamstudy.pdf.

SEC Exemptive Orders
.99 Order Extending Temporary Exemption of Banks, Savings Associations, and Savings Banks from the
Definition of "Broker" under Section 3(a)(4) of the Securities Exchange Act of 1934. The Gramm-LeachBliley Act (GLBA) repealed the blanket exception of banks from the definitions of broker and dealer under the
Securities Exchange Act of 1934 and replaced it with functional exceptions incorporated in amended
definitions of broker and dealer. Under the GLBA, banks that engage in securities activities either must conduct
those activities through a registered broker-dealer or ensure that their securities activities fit within the terms
of a functional exception to the amended definitions of broker and dealer.

.100 The GLBA provided that the amended definitions of broker and dealer were to become effective May
12, 2001. On May 11, 2001, the SEC issued interim final rules (Interim Rules) to define certain terms used in,
and grant additional exemptions from, the amended definitions of broker and dealer. Among other things, the
Interim Rules extended the exceptions and exemptions granted to banks under the GLBA and Interim Rules
to savings associations and savings banks. These rules also included a temporary exemption that gave banks
time to come into full compliance with the more narrowly tailored exceptions from broker-dealer registration.
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To further accommodate the banking industry's continuing compliance concerns, the SEC delayed the
effective date of the bank broker and dealer rules through a series of orders that, among other things, ultimately
extended the temporary exemption from the definition of broker to September 30, 2005.
.101 In June 2004, the SEC proposed Regulation B to replace the Interim Rules. Although the comment
period for Regulation B expired on September 1, 2004, the SEC has continued to receive comments. As a
result, in September 2005, the SEC decided to extend the exemption from the definition of broker for banks,
savings associations, and savings banks until September 30,2006, to prevent these financial institutions from
unnecessarily incurring costs to comply with the statutory scheme based on the current Interim Rules and
to give itself more time to consider fully comments received on Regulation B and take any final action on the
proposal as necessary, including consideration of any modification necessary to the proposed compliance
date.

SEC No-Action Letter
.102 financial Recordkeeping and Reporting of Currency and Foreign Transactions/Broker-Dealer Cus
tomer Identification Rule. On April 29, 2003, the Treasury and the SEC jointly issued a final rule to
implement Section 326 of the Patriot Act. The final rule requires that broker-dealers establish, document, and
maintain a written customer identification program (CIP). This program must be appropriate for the firm's
size and business, be part of the firm's antimoney-laundering (AML) compliance program, and, at a
minimum, must contain the following four elements: (1) establishing identity verification procedures, (2)
maintaining records related to CIP, (3) determining whether a customer appears on any designated list of
terrorists or terrorist organizations, and (4) providing customers with notice that information is being
obtained to verify their identities.
.103 Paragraph (b)(6) of the CIP Rule permits broker-dealers to rely on certain other financial institutions
to undertake the required elements with respect to shared customers. The rule permits such reliance if, among
other things, the other financial institution is subject to an AML rule and regulated by a federal functional
regulator.
.104 The interrelationship between broker-dealers and advisers is the type of situation intended to be
covered by the reliance provisions. Because these advisers are registered with the SEC, they meet the
requirement that the relied-on financial institution be regulated by a federal functional regulator. However,
they are not currently subject to an AML rule and, consequently, do not meet this condition of paragraph
(b)(6) of the CIP rule. On April 28,2003, the Financial Crimes Enforcement Network (FinCEN), which is part
of the Department of the Treasury, proposed an AML rule for registered investment advisers. Final rules
have not been adopted.

.105 On February 10,2005, the SEC issued a no-action letter regarding broker-dealers treating registered
investment advisers as if they were subject to AML rules. The prior letter, issued on February 12, 2004, by
the staff of the Division of Market Regulation (Division), in consultation with the FinCEN, stated that it would
not recommend to the SEC that enforcement action be taken if a broker-dealer treated a registered investment
adviser as if it were subject to an AML rule under 31 U.S.C. 5318(h) for the purposes of paragraph (b)(6) of
the broker-dealer customer identification rule, 31 CFR 103.122. In the 2004 no-action letter, the Division
provided that the letter would be withdrawn without further notice on the earlier of (1) the date upon which
an AML program rule for advisers became effective or (2) February 12,2005. The 2005 no-action letter extends
the relief granted in the 2004 no-action letter for 18 more months or until such time as advisers become subject
to an AML rule.

.106 As set forth in the 2004 no-action letter, and following further consultation with the FinCEN, the
Division staff will not recommend enforcement action to the SEC under Rule 17a-8 if a broker-dealer relies
on an investment adviser, before such adviser becoming subject to an AML rule, provided all the other
requirements and conditions in paragraph (b)(6) of the CIP rule are met, namely that (1) such reliance is
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reasonable under the circumstances, (2) the investment adviser is regulated by a federal functional regulator,
and (3) the investment adviser enters into a contract requiring it to certify annually to the broker-dealer that
it has implemented an AML program and that it will perform (or its agent will perform) specified require
ments of the broker-dealer's customer identification program. The relief provided in the 2004 no-action letter
and extended by the 2005 no-action letter will be withdrawn without further action on the earlier of (1) the
date upon which an AML rule for advisers becomes effective or (2) July 12, 2006.

.107 The complete letter can be viewed at www.sec.gov/divisions/marketreg/mr-noaction/antiml021005.
htm.

Commodity Futures Trading Commission Regulations
.108 The following is a summary of some of the rulemaking of the Commodity Futures Trading
Commission (CFTC) in late 2004 and during 2005 and other current issues that may be of interest to
accountants with respect to financial reporting for futures commission merchants (FCMs). The complete text
of these rules, along with other CFTC final rules, including rules adopted and changes made subsequent to
the publication of this Audit Risk Alert, can be downloaded from the CFTC's Web site at www.cftc.gov.

Minimum Net Capital for Forex Dealers Based on Off-Exchange Forex Transactions With
Retail Customers
.109 The National Futures Association (NFA) proposed and adopted rule amendments that were
approved by the CFTC on September 15, 2005, pertaining to the financial requirements for forex dealer
members (FDMs) and the sale of off-exchange retail foreign currency futures and options transactions. These
amendments impose stricter requirements for the calculation of the minimum adjusted net capital require
ment for FDM, and extend certain antifraud and customer protection rules applicable to retail, off-exchange
forex transactions to a greater number of NFA members.
.110 NFA members that solicit retail off-exchange forex transactions but are not FDMs because they are
not themselves counterparties to such transactions are now specifically required to comply with the antifraud
rule provisions formerly applicable only to FDMs. This applies to all NFA members, unless such members
are exempt by virtue of being an enumerated entity subject to alternate regulation (such as financial
institutions, insurance companies and regulated subsidiaries and affiliates thereof, financial holding compa
nies or investment bank holding companies), or exempt as being a fully registered securities broker-dealer
or material affiliate of a registered securities broker-dealer and member of NASD. The amendment ensures
that NFA may take disciplinary action against any nonexempt NFA member (for example, introducing
brokers (IBs), commodity trading advisors (CTAs), or commodity pool operators (CFOs)) for using fraudu
lent promotional material, violating just and equitable principles of trade, or failing to supervise their
employees or agents, in the solicitation of retail off-exchange forex transactions regardless of who the
counterparty is to the retail customer.

.Ill In addition, all such NFA members must now provide retail customers, when they open an account
and at least annually thereafter, with information about NFA's Background Affiliation Status Information
Center (BASIC) system. The information may be provided electronically by e-mail with an explanatory link,
but must be delivered to individual customers, not just accessible to them at a Web site.
.112 The approved amendments also strengthen minimum capital requirements for FDMs. NFA's
Financial Requirements Section 11 adopted in 2003 provides that the minimum capital requirement for FDMs
is equal to the greater of $250,000, 1 percent of the total net aggregate notional value of all open foreign
currency futures and options transactions in customer and noncustomer accounts that are with retail
customers and not entered into on an exchange, or any other amount required under NFA financial
requirements. The newly adopted amendment to Section 11 excludes the following from the definition of
noncustomer: FDMs, their affiliates, their principals, and "any entity that is created or used by an FDM or
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its principals or affiliates for the purpose of lowering the FDM's capital requirements." The exclusions are
intended to prevent an FDM from using offsetting transactions with related parties to artificially reduce the
net aggregate notional value of open forex transactions and, thereby, artificially reduce minimum required
capital.
.113 The approved amendments to NFA Section 11 also add an additional financial requirement with
respect to FDM transactions with unregistered counterparties or affiliates if the positions exceed certain
limits. The additional requirements are concentration charges, which apply as follows:

•

For unregistered, unaffiliated counterparties, the FDM must apply a haircut equal to 6 percent or 20
percent (depending on the currency) on the uncovered position with that counterparty in excess of
10 percent of the FDM's aggregate long or short positions in that currency.

•

For transactions with affiliates, the FDM would apply the same concentration charge to the greater
of (1) the sum of the amounts by which the FDM's net open position with any single affiliate exceeds
10 percent of the FDM's total long or short position in a particular currency; or (2) the amount by
which the FDM's net open position with all affiliates combined exceeds 10 percent of the FDM's
aggregate long or short positions in a particular currency.

Investment of Customer Funds
.114 The CFTC amended Rule 1.25, which sets forth requirements for the investment of customer funds
by FCMs and Derivative Clearing Organizations (DCOs). Among numerous changes, the amendments:
•

Establish standards for investing in instruments with certain features.

•

Expand the list of permitted benchmarks for adjustable rate securities and set other prudential
standards for such instruments.

•

Make reverse repurchase agreements subject to the concentration limits for direct investments.

•

Permit FCMs that are also registered broker-dealers to engage in certain in-house transactions that
are similar to repurchase transactions.

•

Eliminate the rating requirement for money market mutual funds, but require that they be SEC
registered.

.115 The CFTC also adopted several technical amendments including a clarification of the next-day
redemption requirement for mutual funds (and the codification of previously published exceptions to that
requirement) and a revision of the rating standard for certificates of deposit. Other technical amendments
addressed the permissibility of investing in corporate bonds, the inapplicability of segregation rules to
securities transferred out of a segregated account pursuant to a repurchase agreement, and the payment and
delivery procedures for repurchase and reverse repurchase transactions.

Record of Investments
.116 The CFTC amended Rule 1.27 to establish an auditability standard for investment records. It also
adopted a technical amendment in connection with repurchase agreements and in-house transactions by
FCM/broker-dealers, requiring that investment records state the current market value of securities that are
"invested."

Proposed Rulemaking to Implement Alternative Capital Deductions for Market Risk
and Credit Risk
.117 The CFTC issued proposed rulemaking that would affect the capital computations of those FCMs
that are also registered with the SEC as securities broker-dealers, and that have obtained written SEC
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approval to compute alternative deductions for market risk and credit risk in accordance with the standards
set forth in 17 CFR 240.15c3-le. In rule amendments adopted last year, the SEC established a mechanism
allowing broker-dealers that satisfied several conditions, including the voluntary consent of their holding
companies to consolidated supervision, to obtain written approval to compute alternative capital deductions
for their proprietary trading assets. These alternative deductions would incorporate measurements for
market risk and credit risk as determined by internal mathematical models used by the broker-dealer. The
proposed CFTC rule amendments would permit an FCM, if it also is a broker-dealer and has obtained SEC
approval for its alternative deductions of market risk and credit risk, to elect to use these same alternative
capital deductions when computing its adjusted net capital under 17 CFR 1.17. In particular, the proposed
rulemaking specifies the filing and other requirements that FCMs must comply with in order to elect to use
the alternative capital deductions instead of the capital deductions that 17 CFR 1.17(c) would otherwise
require. The items that the proposed rules would require FCM/broker-dealers to file with the CFTC include
copies of the reports that are filed with the SEC under 17 CFR 240.17a-5(k), that is, the reports that are filed
as supplements to the broker-dealer's annual audited reports and that must indicate the results of the external
auditor's review of the FCM/broker-dealer's internal risk management control system established and
documented in accordance with 17 CFR 240.15c3-4. The FCM/broker-dealer must also file with the CFTC,
concurrently with its filing with the SEC, the statement describing the agreed-upon procedures to be used
for the external auditor's review of the internal risk management control system.

Amendment to CFTC Rule 155
.118 CFTC Rule 155.3(b)(2) permits FCMs and Rule 155.4(b)(2) permits IBs to take the other side of any
order of a customer, subject to market rules, if that customer has given prior consent, as is required by Section
4b(a)(2)(C)(iv) of the Commodity Exchange Act (CEA). On January 27, 2005, the CFTC amended Rule 1.55
to provide that noninstitutional customers may indicate with a single signature, upon the opening of an
account, the consent referenced in Rules 155.3(b)(2) and 155.4(b)(2) concerning customer permission for
FCMs and IBs to take the opposite side of an order. Before the amendment, CFTC Rule 1.55 permitted a single
signature to acknowledge the receipt of various disclosures and the making of certain elections.
.119 The amendment represents further extension of the regulatory effort to streamline the account
opening process through elimination of multiple signatures to acknowledge various disclosures. In the same
publication, the CFTC also amended Rule 1.55(f) to clarify that the consents required of noninstitutional
customers by Rules 155.3(b)(2) and 155.4(b)(2) are not required of institutional customers when they open an
account.

CFTC Financial and Segregation Interpretation 10
.120 Section 4d(a)(2) of the CEA and related CFTC regulations (collectively referred to as segregation
requirements) require that all funds received by an FCM from a customer to margin, guarantee, or secure
futures or commodity options transactions and all accruals thereon be accounted for separately, and not be
commingled with the FCM's own funds or used to margin the trades of or to extend credit to any other
person. Further, Section 4d(a)(2) has been construed to require that customer funds, when deposited with
any bank, trust company, clearing organization, or another FCM, be available to the FCM carrying the
customer account upon demand.
.121 In May 2005, the Division of Clearing and Intermediate Oversight (DCIO) issued an amended
Interpretation No. 10-1 to prohibit FCMs from depositing, holding, or maintaining margin funds for
customer accounts in third-party custodial accounts, except that, under certain specified conditions, those
FCMs not eligible to hold the assets of their Registered Investment Company (RIC) customer under the
Investment Company Act (that is, due to their affiliation with the RIC or its adviser) may use such accounts.

.122 The amended Interpretation No. 10-1 prohibition against the use of third-party custodial accounts,
and the exception thereto, will become effective on February 13, 2006.
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Commodity Futures Trading Commission Annual "Dear CPO" Letter
.123 On January 24, 2005, CFTC staff issued its annual letter to CPOs outlining key reporting issues and
common reporting deficiencies found in annual financial reports for commodity pools. The letter emphasized
the CFTC staff's concerns and, accordingly, may alert the auditor to high-risk issues that could affect
assertions contained in the financial statements of commodity pools. CFTC staff suggested that CPOs share
the letter with their independent auditors.

.124 Major concerns addressed in the letter are:
•

Applicability of generally accepted accounting principles (GAAP) to commodity pools' annual
financial statements

•

Non-U.S. GAAP reporting

•

Reporting of investments in futures contracts in the condensed schedule of investments

•

Fund-of-funds disclosures

•

Master-feeder structures

•

New pools—initial annual reports

•

Final annual reports

•

Pool annual financial reports and registration of CPOs and CTAs

•

Common deficiencies observed in prior years' annual reports

•

DCIO and NFA contact information

.125 The letter also noted that CPOs may avoid some of the most common and easily remedied
deficiencies by doing the following:
•

Distribute the annual report to the pool participants and file one copy with NFA as soon as possible,
but no later than the due date. For pools with a December 31,2005, year end, the due date is Thursday,
March 31,2006 (unless an extension of time has been requested and granted). CPOs operating a fund
of funds pool should review the streamlined procedures described in Rule 4.22(f)(2) for claiming an
extension of the due date.

•

Include a signed oath or affirmation, as required by Rule 4.22(h), with each copy of the annual report
filed with the NFA and distributed to all pool participants. Omitting or not signing the oath or
affirmation continues to be a common deficiency in annual financial report filings. Binding the oath
as part of the report package or attaching it to the cover page is a best practice followed by a number
of CPOs. CPOs electing to use the NFA's existing pilot program for electronic filing for annual reports
are exempt from submitting manually signed oaths with the annual reports as the oath and
affirmation are made as part of NFA's electronic filing procedure and the CFTC issued exemptive
relief to CPOs in order to permit the pilot program. The NFA has petitioned the CFTC to amend its
rules to require all CPOs to use electronic filing for annual report submissions beginning with reports
for the year ended December 31, 2005. Should such an amendment be proposed, it would be
published for public comment before becoming effective.

•

If the pool is operating under the exemptions granted in Rule 4.7 or Rule 4.12, include a notation of
that fact on the cover page of the report consistent with the requirements of those regulations.

•

Report special allocations of partnership equity as required by CFTC Interpretative Letter 94-3, Special
Allocations of Investment Partnership Equity.
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Net Asset Value:
— For unitized pools, include information concerning net asset value per outstanding participation
unit in the pool as of the end of each of the pool's two preceding years.
— For nonunitized pools, provide to each participant the total value of that participant's interest or
share in the pool as of the end of each of the pool's two preceding fiscal years. For the report filed
with the NFA, provide a schedule listing each participant's balances for those years. A code for
each participant may be used in lieu of the participant's name. Participants should not receive
financial information concerning other participants.

•

If the annual report is unaudited (pursuant to the exemption of Rule 4.7):

— The pool operator must make a statement to that effect on the cover page of each report and state
that a certified audit will be provided on request of the owners of a majority of the units of
participation in the pool who are unaffiliated with the CPO.
— The annual report must nonetheless be presented and computed in accordance with GAAP
applied on a consistent basis. This includes the requirements of AICPA Statement of Position
(SOP) 95-2, Financial Reporting by Nonpublic Investment Partnerships, as amended, and CFTC
Interpretative Letter 94-3.
— The annual report must include all other appropriate footnote disclosures.

.126 The current and all previously issued letters to commodity pool operators are available at the CFTC
Web site at www.cftc.gov under the heading "Law & Regulation, Compliance."

Self-Regulatory Organization Regulations
.127 Under the Exchange Act, all broker-dealers are required to be members of SROs such as the NYSE
and NASD, or some other organization that is designated to perform routine surveillance and monitoring
of its members. During the past year, a number of significant regulations were issued by SROs, including
those described in the following sections.

NASD Rulemaking
.128
•

Notice to Members 05-72—Reporting Requirements for "Piggybacking" Arrangements. On August 26,2005,
the SEC approved amendments to NASD Rule 3150, regarding reporting requirements for clearing
firms, and NASD Rule 3230, regarding requirements for clearing agreements. The new rule will
become effective on February 20, 2006.

•

Notice to Members 05-45—Agency Securities Lending Disclosure Initiative. This notice advises broker
dealers engaged in the business of agency securities lending that the Agency Lending Disclosure
Taskforce (Industry Taskforce), composed of, among others, representatives of the securities indus
try, regulators, and the Depository Trust & Clearing Corporation (DTCC), has recommended,
through its Agency Lending Disclosure Initiative, certain uniform processes and a proposed calendar
of milestones, to help broker-dealers engaged in agency securities lending activities comply with
existing rule requirements relating to books and records, net capital requirements, and internal and
supervisory controls.

•

Notice to Members 05-38—NASD Reminds Broker-Dealers of Their Responsibilities Regarding Deficits in
Introduced Accounts; Immediate Action May Be Required to Ensure Compliance. NASD is concerned that
clearing firms and introducing firms are frequently failing to properly consider deficits in introduced
accounts in accordance with an August 1988 interpretation published in NASD Guide to Rule
Interpretations (May 1996). This notice is intended to remind members of their responsibilities in this
regard. In addition, please note that reviews for the proper handling of deficits in introduced accounts
will be an integral part of NASD's examination program for both clearing and introducing firms.
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•

Notice to Members 05-33—Short Sales in Pilot Securities and Order-Marking Requirements under SEC
Regulation SHO. NASD, in conjunction with the Nasdaq Stock Market, Inc., issued this notice to advise
member firms and other interested parties of certain actions and issues surrounding the adoption of
Regulation SHO by the SEC. First, on January 3,2005, and April 15,2005, the staff of the SEC Division
of Market Regulation issued two No-Action Letters granting relief from the order-marking require
ments under Regulation SHO in certain circumstances. In this regard, Nasdaq has established a
"masking" process, as described in the SEC's April 15, 2005, No-Action Letter. Second, NASD
reminded members using their own proprietary or vendor order management systems to accept and
execute short sales in Regulation SHO pilot securities that such members are responsible for making
appropriate system changes to ensure proper handling of pilot securities. In this regard, NASD
encouraged such members to review and test their systems to ensure readiness for the May 2, 2005,
Regulation SHO pilot order effective date. Finally, with respect to Order Audit Trail System (OATS)
requirements, members also may mark their OATS report consistent with the SEC's order-marking
relief. Please see below a brief description of Notice to Members 04-93 which also addresses certain
matters related to Regulation SHO.

•

Notice to Members 05-26—NASD Recommends Best Practices for Reviewing New Products. NASD is
concerned about the number of increasingly complex products that are being introduced to the
market in response to the demand for higher returns or yield. Some of these products have unique
features that may not be well understood by investors or registered persons. Others raise concerns
about suitability and potential conflicts of interest. While NASD has and will continue to address
specific products as appropriate, NASD also urges firms to take a proactive approach to reviewing
and improving their procedures for developing and vetting new products. At a minimum, those
procedures should include clear, specific, and practical guidelines for determining what constitutes
a new product, ensure that the right questions are asked and answered before a new product is offered
for sale, and, when appropriate, provide for post-approval follow-up and review, particularly for
products that are complex or are approved only for limited distribution. The purpose of this notice
is to remind firms of the kind of questions they should be asking before offering a new product, and
to highlight a number of best practices employed by some firms that NASD believes others should
consider in reviewing their current procedures.

•

Notice to Members 05-18—NASD Issues Guidance on Section 1031 Tax-Deferred Exchanges of Real Property
for Certain Tenants-in-Common Interests in Real Property Offerings. This notice addresses Section 1031
tax-deferred exchanges of real property for certain tenants-in-common (TIC) interests in real property
offerings. In a TIC exchange, interests in real property are exchanged for instruments that generally
are securities for purposes of the federal securities laws and NASD rules. This notice reminds
members that when offering TIC interests that are securities to customers, members and their
associated persons must comply with all applicable NASD rules, including those addressing suit
ability, due diligence, splitting commissions with unregistered individuals or firms, supervision, and
recordkeeping. In addition, members relying on private offering exemptions from the registration
requirements of the Securities Act of 1933 must ensure that their manner of offering TIC interests
complies with all applicable requirements, including the prohibition on general solicitation.

•

Notice to Members 04-95—NASD Issues Reminder to Members Regarding the Municipal Securities Rule
making Board's Implementation of Real-Time Reporting and Dissemination of Transactions in Municipal
Securities. NASD issued this notice to remind firms to prepare for the implementation on January 31,
2005, of the reporting of municipal securities transactions within 15 minutes (real-time reporting),
immediate dissemination of such transaction information (real-time dissemination), and automated
comparison of inter-dealer transactions in such securities. The changes are set forth in amended
Municipal Securities Rulemaking Board (MSRB) Rule G-14 and Rule G-12(f). Firms must review all
areas of their business activities and determine the effect of the amended reporting and comparison
rules and real-time dissemination of information on municipal securities transactions. Among other
actions, firms should review and revise policies, practices, and procedures, as needed, of associated
persons engaged in trading or selling municipal securities, the firm's investment banking operations,
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the back office, the business line supervisors of any business or operational area that is affected by
the changes, and the firm's legal, compliance, and audit departments.

•

Notice to Members 04-93—Issues Relating to the SEC's Adoption of Regulation SHO. On June 23,2004, the
Securities and Exchange Commission (SEC) adopted certain provisions of a new short sale regulation,
designated Regulation SHO. Regulation SHO consists of new Rules 200 (definitional and order-marking
requirements), 202T (short sale price test pilot), and 203 (uniform locate and delivery requirements).
Together with the Regulation SHO adopting release, the SEC issued an order establishing a one-year pilot
suspending the provisions of SEC Rule 10a-l(a) and any short sale price test of any exchange or national
securities association for short sales of certain securities for certain time periods (Pilot). NASD, in
conjunction with Nasdaq, issued this noticeto advise member firms and other interested parties of several
actions and related guidance surrounding the adoption of Regulation SHO. First, on November 30,2004,
NASD filed for immediate effectiveness a proposed rule change to repeal NASD Rule 3110(b)(1), Rule
3210, Rule 3370(b), and Rule 11830, which are duplicative of or overlap with the uniform requirements
of Regulation SHO. The repeal of these rules became operative on January 3, 2005, the compliance date
of Regulation SHO. Second, NASD and Nasdaq staff have provided information and guidance on several
issues relating to Regulation SHO. Questions and answers have been provided relating to the Order Audit
Trail System (OATS) rules, the application of Rule 3350 (the short sale rule), the publication and
dissemination of the "threshold list" required by Regulation SHO, and excused withdrawal status for
market makers that cannot comply with the Regulation SHO preborrow requirements. Finally, NASD
highlighted the recent questions and answers published by the SEC relating to Regulation SHO and
encouraged members to review this guidance.

•

Notice to Members 04-72—Impermissible Use of Negative Response Letters for the Transfer of Mutual Funds
and Variable Annuities (Changes in Broker-Dealer of Record). In September 2002, NASD issued Notice to
Members 02-57, addressing when a member firm can use "negative response letters" for the bulk
transfer of customer accounts, consistent with NASD rules. Since the publication of Notice to
Members 02-57, the staff has received a number of inquiries from the membership for guidance on
the use of negative response letters to change the broker-dealer of record on a mutual fund or variable
insurance product account held directly with the issuer. As indicated in Notice to Members 02-57,
changes in the broker-dealer of record under these circumstances fall outside the scope of Notice to
Members 02-57. Accordingly, a member must obtain affirmative consent from a customer to direct a
change in the broker-dealer of record in either a mutual fund or variable annuity account.

.129 The rules are available at the NASD Web site at www.nasd.com.
.130 Please be aware that securities industry professionals and others can subscribe to NASD's free e-mail
service. Among other things, subscribers can obtain weekly notifications of regulatory information and
updates, including new speeches, news releases, announcements, and publications. This service would be
an excellent source of current information for anyone involved with broker-dealers and who is seeking to
learn what regulatory issues may be affecting the industry. You can subscribe to NASD e-mail service at
http: /1 apps.nasd.com/contact_us/SubscriptionForm.aspx?lists=prof.

.131 Also, broker-dealers and other interested parties should avail themselves of other resources avail
able on the NASD Web site, including:
•

NASD Manual Online. Recently redesigned, the manual contains core regulatory content, including
rules and by-laws.

•

NASD Rule Filing Status Report. This provides a comprehensive list of pending rule filings.

•

NASD Frequently Asked Questions. These clarify rules and better understand compliance requirements.

•

OFAC Search Tool This automated tool searches the "Specially Designated Nationals and Blocked
Persons" list.
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.132 This information is available at www.nasd.com/web/idcplg?IdcService=SS_GET_PAGE&nodeId=
606&ssSourceNodeId=612.

NYSE Rulemaking
.133
•

Information Memo 05-62, Approval of Rule 418.25 Which Requires Member Organizations That Have Elected
to Be Supervised on a Consolidated Basis to File Supplemental and Alternative Reports with the Exchange. On
August 16, 2005 the SEC approved an amendment to New York Stock Exchange Rule 418 (Audit)
related to recent rule amendments under the Securities Exchange Act of 1934, including amendments
to Exchange Act Rule 15c3-l, which established an alternative method of computing net capital for
broker-dealers that are part of a consolidated supervised entity (GSE). Under NYSE Rule 418, the
Exchange may at any time require any member or member organization to provide information
mandated by Exchange Act Rule 17a-5, which prescribes the reports that must be filed by brokers
and dealers. The amendment adds NYSE Rule 418.25, which enables the Exchange to require member
organizations that have elected to be supervised on a consolidated basis to submit to the Exchange
FOCUS Report Part II CSE.

•

Information Memo 05-56, "Portfolio Margin" Amendments to Rule 431 (Margin Requirements) and Rule 726
(Delivery of Options Disclosure Document). On July 14, 2005, the SEC approved amendments to
Exchange Rules 431 (Margin Requirements) and 726 (Delivery of Options Disclosure Document).
These amendments will now permit the use of a prescribed risk-based margin methodology, for
certain specified products, as an alternative to the strategy-based margin requirements currently
stipulated in Rule 431(a) through (f). Member organizations will be able to apply this risk-based
methodology to eligible participants meeting certain criteria. This approval is effective immediately,
beginning with a pilot period that will expire on July 31,2007. In addition, amendments to Rule 726
will require disclosure to, and written acknowledgments from, customers in connection with the use
of such margin methodology.

•

Information Memo 05-39, Agency Lending Disclosure Initiative. SEC staff raised concerns regarding the
level of transparency and information disclosure in agency securities lending transactions and the
impact on credit and regulatory capital monitoring. The long-standing practice in the broker-dealer
industry was to record agency securities lending transactions at the agent level, with little or no details
disclosed regarding the transactions with, or exposure to, the underlying principal lenders. SEC staff
concluded that to comply with existing financial responsibility rules, particularly the net capital rule,
broker-dealers engaged in the business of agency securities lending must: (i) maintain books and
records of loan activity with each underlying principal lender, (ii) monitor credit exposure to each
underlying principal lender, and (iii) calculate regulatory capital exposure to each underlying
principal lender. Subsequent discussions on this issue between regulators and the industry led to the
formation, in January 2004, of the Agency Lending Disclosure Taskforce (Industry Taskforce). The
Industry Taskforce has drafted documents summarizing the industry deliverables in order to ensure
agreement with the regulators. Among the documents is a specific timeline for the Agency Lending
Disclosure Initiative, which is expected to be complete by the first quarter of 2006. Members and
member organizations that engage in the business of agency securities lending should be aware of
the Agency Lending Disclosure Initiative. The purpose of the Agency Lending Disclosure Initiative
is to establish uniform processes to assist members and member organizations in their compliance
with existing rule requirements related to books and records, net capital, and internal controls when
engaged in agency securities lending activities. Information on the efforts and all material produced
by the Industry Taskforce regarding the Agency Lending Disclosure Initiative can be found on its
Web site at www.agencylending.capco.com.

•

Information Memo 05-32, Stock Loan Finders. Recent examination findings have prompted concern
regarding the use of stock loan finders. In many instances these concerns call into question the
business justification for interposing a finder in the middle of a transaction. The NYSE has seen only
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limited instances where a finder is actually providing services that an effective internal stock loan
department could not provide. This Information Memo clarifies existing NYSE regulations and sets
forth "best practices" regarding the use of such persons.

•

Information Memo 05-25, Unexpected Close of Exchanges and Securities Market Places. Infrequently, the
Exchanges and securities market places are unexpectedly closed for business, such as for a national
day of mourning in memory of a former U.S. president. However, the Federal Reserve regional banks,
other banks, and DTCC may elect to remain open for clearance and settlement of securities. Such an
occurrence was on June 11, 2004, for the funeral of former President Ronald Reagan. In anticipation
of future events similar to that one, regarding the applicability of various regulations, the NYSE
outlined in this Information Memo guidelines to be followed by its members and member organiza
tions in the event that such an unexpected close should occur again.

•

Information Memo 05-11, Customer Account Sweeps to Banks. In view of market conditions and the
increasingly competitive industry environment, member organizations continuously seek to develop
and offer customers new investment services and products, such as the "cash sweep" account
programs. In some cases, however, cash sweep account programs at member organizations may have
been instituted or changed without fully appropriate levels of disclosure and customer consent. Such
programs transfer customer funds over time out of the member organization to an interest-bearing
account for the customer at a bank often affiliated with the member organization. NYSE member
organizations that have sweep arrangements whereby customer funds leave the broker-dealer and
are held for any period of time by a party other than the bank must address critical issues relating to
customer protection and net capital requirements. Customer credit balances that leave the broker
dealer and are not immediately reinvested in an account protected by the Federal Deposit Insurance
Corporation may be deemed to be included as a credit in the reserve formula. In addition, any
receivable on the broker-dealer's books resulting from a sweep may be deemed to be a nonallowable
asset. This Information Memo addresses issues involving the adoption of new cash sweep programs
and provides procedures designed to safeguard investor interests for programs currently in place. It
has been prepared to set out best practices under current Exchange rules. The NYSE will further
explore the need for rule-making in this area in the near future.

•

Information Memo 05-06, Introducing Broker-Dealers Acting as Principal in Reverse Repurchase and Repur
chase Transactions. It has come to the attention of the NYSE that there are introducing broker-dealers
acting as principal parties to reverse repurchase and repurchase transactions. An introducing
broker-dealer, as well as its carrying/clearing broker-dealer who acts as agent in these reverse
repurchase and repurchase transactions, must comply with the certain minimum guidelines and
requirements, as prescribed by the SEC, if the broker-dealers want to continue to conduct such
transactions. This Information Memo describes those guidelines.

•

Information Memo 04-58, Supervision of Proxy Activities and Over-Voting. Rule 452 (Giving Proxies by
Member Organization) regulates the processes and procedures by which the shares of beneficial
owners are to be voted by member firms. The integrity of the voting process depends upon effective
supervision at member organizations. Several recent special examinations of member organizations'
proxy departments have discovered significant areas of concern involving an apparent systemic
over-voting of proxies and a general lack of effective supervision. Together with a survey conducted
on proxy voting and related procedures, these examinations highlight a need for member organiza
tions to review their supervision of proxy activities and related recordkeeping procedures and to
focus on the prevention of over-voting. Problems noted in the special examinations and proxy survey
chiefly arose for three reasons: (1) failing to properly account for firm and customer short positions
when calculating the firm's long position; (2) incorrectly including shares that had been lent in the
calculation of the firm's position; and (3) having failed to correctly calculate the long position, then
failing to use the proxy service agency's over-voting reports. The SIA set up the Ad-Hoc Committee
on Proxy Over-Reporting to work with the NYSE to establish a best practice for proxy processing.

•

Information Memo 04-54, Adoption of New Provisions Affecting the Regulation of Short Sales. On July 28,
2004, the SEC adopted new provisions for the regulation of short sales. Regulation SHO and other
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concurrent SEC actions provide for significant changes to the SEC short sale rules and affect NYSE
Rules 440B (Short Sales) and 440C (Deliveries Against Short Sales). As part of these actions, the SEC
rescinded its Rules 3b-3 (Definition of Short Sale) and 10a-2 (Requirements for Covering Purchases),
under the Securities Exchange Act of 1934, replacing them with new Rules 200 (Definition of Short
Sale and Marking Requirements) and 203 (Borrowing and Delivery Requirements for Short Sales), of
Regulation SHO. In addition, the SEC amended Rule 10a-l (Short Sales) to conform to Regulation
SHO, and Rule 105 of Regulation M to remove the rule's shelf offering exception. This Information
Memo summarizes these new rule provisions and their impact on NYSE Rules.
.134 The rules are available at the NYSE Web site at www.nyse.com.

NFA Rulemaking
.135 NFA Pilot Program for Electronic Filing of Pool Financial Statements. The National Futures
Association has developed EasyFile, a Web-based system for CPOs to file their pool financial statements
(PFS) electronically. The system was available in January 2005 for the December 31, 2004, PFS filings on a
voluntary basis. EasyFile for CPOs involves a three-step process:

1. Upload a PDF of the identical PFS provided to the pool's limited partners, including the CPO's oath
or affirmation, footnotes, and the Independent Auditor's Opinion, if applicable.
2. Enter key financial balances into a standardized form or schedule.

3. Validate the submission to process some basic edit checks by the system and prompt the submitter
to read and agree to an electronic oath or affirmation.

.136 This electronic oath or affirmation can serve as the CPO's oath if the firm fails to include such oath
in its PDF file. Participation in the program was voluntary for the year ending December 31, 2004, and is
expected to become mandatory for the year ending December 31, 2005.

OCC Rulemaking
.137 Calculating Net Capital under OCC Rule 307. On June 13, 2005, the SEC approved the proposed
rule change filed by the Options Clearing Corporation (OCC) regarding calculation of net capital under OCC
Rule 307. The proposed rule change amends OCC Rule 307 by adopting Interpretation and Policy .01 (IP .01)
that requires clearing members that could otherwise take advantage of SEC Rule 15c3-l(a)(6) under the
Securities Exchange Act to include the risk-based haircuts associated with proprietary securities positions in
determining their compliance with OCC's minimum net capital requirements.

.138 OCC Rule 307 requires a clearing member to compute its "net capital," "aggregate indebtedness,"
and "debt-equity total" in accordance with SEC Rule 15c3-l under the Securities Exchange Act for purposes
of OCC Rules. New IP .01 under OCC Rule 307 requires clearing members that could otherwise take
advantage of SEC Rule 15c3-l(a)(6) to deduct the risk-based haircuts associated with proprietary securities
positions in determining their compliance with OCC's minimum net capital requirements. Although the
exemption in Rule 15c3-l(a)(6) from the securities haircuts in Rule 15c3-l(c)(2)(vi) and Appendix A under
Rule 15c3-l ensures from a systemic standpoint that capital exists to support open positions, it does not
ensure that capital is maintained in the entity to which OCC has credit exposure. As a result, OCC is exposed
to the volatility of the positions relative to the clearing member's net income without any reserve against net
capital. OCC believes that the exemption in Rule 15c3-l(a)(6) gives those clearing members added leverage
enabling them to expand positions to several times their net capital. IP .01 became effective on July 27, 2005.
For more information please refer to SEC Release No. 34-51286 and OCC Rules that can be found at http://
www.theocc.com/publica tions/bylaws/bylaws.jsp.
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Audit and Accounting Issues and Developments
Guidance Related to Natural Disasters
Auditing Technical Practice Aids
.139 In September, following the destruction caused by Hurricane Katrina, the AICPA's Audit and Attest
Standards Team issued several Technical Practice Aids (TPAs) to address some of the questions that arose
in the aftermath of this disaster. TPA section 9070.05, entitled "Consideration of Impact of Losses From
Natural Disasters Occurring After Completion of Audit Field Work and Signing of the Auditor's Report But
Before Issuance of the Auditor's Report and Related Financial Statements," addresses the auditor's respon
sibilities with respect to consideration of a material subsequent event that occurs after completion of field
work and after the signing of the auditor's report but before issuance of the auditor's report and the audited
financial statements.

.140 According to the TPA, a loss from a natural disaster occurring after year end would be considered
a type II subsequent event. Paragraph .05 of AU section 560, Subsequent Events (AICPA, Professional Standards,
vol. 1), defines such a subsequent event as an event that provides evidence with respect to conditions that
did not exist at the date of the balance sheet being reported on but arose subsequent to that date. These events
should not result in an adjustment to the financial statements. Some of these events, however, may be of such
a nature that disclosure of them is required to keep the financial statements from being misleading. For
example, if your client owns a major distribution center in an area that is declared a disaster area by a local,
state, or federal government due to Hurricane Katrina (or another natural disaster), you, along with
management, should assess the damage done to that asset and the impact on the entity's current and future
operations and determine whether disclosure of the impact of the disaster is required to keep the financial
statements from being misleading. To access this TPA, visit www.aicpa.org/download/members/div/
auditstd/TPA-Subsequent%20Events.pdf.

.141 TPA section 8345.01, "Audit Considerations When Client Evidence and Corroborating Evidence in
Support of the Financial Statements Has Been Destroyed by Fire, Flood, or Natural Disaster," and TPA section
8345.02, "Considerations When Audit Documentation Has Been Destroyed by Fire, Flood, or Natural
Disaster," provide guidance to auditors facing the question about what to do when client evidential matter
and/or audit documentation are destroyed due to fire, flood, or natural disaster (such as Hurricane Katrina).
These TPAs can be accessed at www.aicpa.org/download/members/div/auditstd/TPA_Destruction_
of_Documentation.pdf.

Accounting Technical Practice Aid
.142 Also in September, the AICPA issued TPA section 5400.05, "Accounting and Disclosures Guidance
for Losses from Natural Disasters," to identify accounting literature that gives guidance on the following
accounting issues that may arise in accounting for losses from natural disasters:
•

Classifying, in the statement of operations, losses from a natural disaster of a type that is reasonably
expected to recur

•

Recognizing an asset impairment loss related to a natural disaster

•

Recognizing a liability for nonimpairment losses and costs related to a natural disaster

•

Accounting for insurance recoveries to cover losses sustained in a natural disaster, and additional
considerations related to business interruption insurance recoveries

•

Fulfilling required disclosures regarding the impact of a natural disaster

.143 This TPA can be accessed at www.aicpa.org/download/acctstd/Natural disaster TPA_5400.05.pdf.
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Tax Relief
.144 The deadline to file tax returns and pay any taxes due has been extended to February 28, 2006, for
taxpayers affected by Hurricanes Katrina and Rita, including businesses in the disaster area. In addition to
the postponed deadlines, the IRS announced interest and fees resulting from late filing, late payments, or
failure to deposit penalties will be abated for any tax return, for which the payment of deposit has an original
or extended due date on or after September 23,2005. For more information about tax relief measures available
to taxpayers affected by the hurricanes, visit the IRS Web site at www.irs.gov/.

Regulatory Guidance
.145 SEC. On September 15, 2005, the SEC issued an order providing emergency regulatory relief to
investors, companies, and securities firms affected by Hurricane Katrina. Relief measures include extensions
of filing deadlines and suspension of requirements to deliver documents to hurricane-affected areas. The
relief also provides an exemption from complying with the auditor independence requirements as they relate
to auditors performing bookkeeping services for audit clients, provided certain conditions are met. For more
information, please go to www.sec.gov/rules/exorders/34-52444.pdf to access the complete text of the relief.
You can also visit the SEC's Web site devoted to "Hurricane Katrina Regulatory Relief and Assistance" at
www.sec.gov/katrina.htm for additional information.
.146 NASD. On September 6,2005, NASD Issued Notice to Members 05-57, Guidance to Members Affected
by Hurricane Katrina, to address concerns of members with offices in the affected areas in connection with a
number of regulatory and compliance issues. In this Notice to Members, NASD provides guidance on a
number of issues, including guidance on emergency office relocations, continuing education requirements
for registered personnel, registered personnel engaged in active military duty, books and records, the
handling of customers' funds and securities, and customer communications.
.147 NYSE. NYSE Information Memo 05-63, Guidance Pertaining to Hurricane Katrina, addresses issues
similar to the ones addressed in NASD Notice to Members 05-57. The NYSE also issued Information Memo
05-71, Guidance Pertaining to Hurricane Rita, advising the membership that the guidance offered in Information
Memo 05-63 is also applicable to any areas similarly affected by Hurricane Rita. However, Information Memo
05-71 offers some additional guidance that can be applied to areas affected by both Hurricanes Rita and
Katrina. In October 2005, NYSE issued Information Memo 05-80, Business Continuity and Contingency Plans,
as a follow up to NYSE Information Memo No. 04-24, which addresses the requirements of NYSE Rule 446,
Business Continuity and Contingency Plans. The unfortunate aftermaths of Hurricanes Katrina and Rita
reinforced the need for members and member organizations to have effective Business Continuity and
Contingency Plans (BCPs) in place. Information Memo 05-80 provides general guidance and responds to
specific questions that have arisen in connection with BCPs. It is intended to assist members and member
organizations in developing comprehensive and effective BCPs.

Disaster Response Checklist for CFOs and Controllers
.148 The AICPA has developed a checklist to help financial executives navigate through the complicated
task of disaster recovery. When a company faces a disaster, whether it is a local or regional situation, it must
address a variety of issues in a timely manner. This checklist helps walk the finance executive through disaster
response in a series of phases, outlining issues that need to be addressed to understand damage and minimize
ongoing risks, including ensuring employee safety, maintaining operations, and evaluating the company's
financial situation. To access the checklist, visit www.aicpa.org/news/2005/disaster_response.htm.

Online Disaster Recovery Resource Center
.149 The AICPA has established a central online Disaster Recovery Resource Center. Visit this site
frequently for up-to-date information, useful links to other Web sites, and a wide range of practical tools on
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this topic. It includes resources for members to use to assist their employers and clients, as well as practice
management guidance for firms directly affected by Hurricane Katrina. The site will be updated regularly;
check back often.
Report on Internal Control

.150 SEC Rule 17a-5, Reports to Be Made by Certain Brokers and Dealers, describes the objectives of an
examination by independent auditors, which include obtaining reasonable assurance that material inade
quacies existing at the audit date in the accounting system, control procedures, and procedures for safeguard
ing securities would be disclosed. The SEC requires independent auditors to issue a report on broker-dealers'
internal control. To meet this requirement, a report should (a) express an opinion on the adequacy of the
practices and procedures listed in SEC Rule 17a-5(g)(l) in relation to the definition of a material inadequacy
as stated in SEC Rule 17a-5(g)(3) and (b) disclose material weaknesses in internal control (including
procedures for safeguarding securities) that are revealed through auditing procedures designed and con
ducted for the purpose of expressing an opinion on the financial statements. CFTC Regulation 1.16,
Qualifications and Reports of Accountants, requires independent auditors of entities it regulates to issue a similar
report on internal control.
.151 A material inadequacy that is expected to be reported includes any condition that has either
contributed substantially to or, if appropriate corrective action is not taken, could reasonably be expected to
cause any of the following:
a. Inhibit a broker-dealer from completing securities transactions or promptly discharging its respon
sibilities to customers or to other brokers, dealers, or creditors

b.

Result in material financial loss

c.

Result in material misstatements of the broker's or dealer's financial statements

d. Result in violations of the SEC's recordkeeping or financial responsibility rules to an extent that could
reasonably be expected to result in the conditions described in the preceding three items a., b., or c.
CFTC Regulation 1.16d(2) provides a similar definition.
.152 In addition to material inadequacies, reports on internal control submitted to the SEC and CFTC
should also address the existence of material weaknesses as defined in AU section 325, Communication of
Internal Control Related Matters Noted in an Audit (AICPA, Professional Standards, vol. 1), as amended. AU
section 325 defines a material weakness in internal control as a condition in which the design or operation
of one or more of the internal control components does not reduce to a relatively low level the risk that
misstatements caused by error or fraud in amounts that would be material in relation to the financial
statements being audited may occur and not be detected within a timely period by employees in the normal
course of performing their assigned functions. Paragraph 3.81 of the AICPA Audit and Accounting Guide
Brokers and Dealers in Securities (the Guide) indicates that the term material inadequacy encompasses either a
material weakness in internal control or a material inadequacy in the practices and procedures in SEC Rule
17a-5(g)(l) or Regulation 1.16d(l) of the CFTC, as appropriate. Please refer to the SEC and CFTC rules as
well as paragraphs 3.77 through 3.87 of the Guide for additional guidance on broker-dealer internal control
reporting.

.153 On June 17, 2004, the SEC approved PCAOB Auditing Standard No. 2, An Audit of Internal Control
Over Financial Reporting Performed in Conjunction With an Audit of Financial Statements. This standard estab
lishes requirements that apply when an auditor is engaged to audit both an issuer's financial statements and
management's assessment of the effectiveness of internal control over financial reporting. Following the
issuance of this standard the number of material weaknesses and material inadequacies reported to the
regulators has increased. This can partially be attributed to increased awareness about internal control in
light of the issuance of PCAOB Auditing Standard No. 2. Also, for broker-dealers that are subsidiaries of
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public companies, auditors may perform additional procedures to be able to report on the consolidated
entity's financial statements and internal control in accordance with PCAOB standards. As auditors perform
more internal control work for such broker-dealer clients, they become aware of additional issues and areas
where problems may arise, which could also explain the increase in the number of reported material
weaknesses and material inadequacies.

.154 In September 2005, the Auditing Standards Board (ASB) reexposed a proposed SAS entitled
Communication of Internal Control Related Matters Noted in an Audit, which would supersede AU section 325.
The original exposure draft, which was issued in March 2003, was revised for certain matters noted in
comment letters as well as for conforming changes to reflect certain definitions and related guidance in
PCAOB Auditing Standard No. 2. Under the proposed SAS the definition of material weakness and related
evaluation guidance is consistent with PCAOB Auditing Standard No. 2.
.155 Auditor-initiated adjusting journal entries are common for broker-dealer clients and in the past had
not often been reported to regulators as material weaknesses or material inadequacies unless those entries
resulted from a systemic problem, affected net capital, or had an impact on customers. Under both PCAOB
Auditing Standard No. 2 and the proposed SAS, identification by the auditor of a material misstatement in
financial statements for the period under audit that was not initially identified by the entity's internal control
is at least a significant deficiency and a strong indicator that a material weakness in internal control over
financial reporting exists. Both standards indicate that this is a strong indicator of a material weakness even
if management subsequently corrects the misstatement. In light of that guidance, adjustments that previously
were not considered material weaknesses would potentially be treated as such if they are material to the
broker-dealer's audited financial statements. Also, every time a reconciliation for the computation of net
capital or for determination of the reserve requirements is provided along with the audited financial
statements, the auditor should consider if there is a material weakness or material inadequacy. The comment
period for the proposed SAS ended on October 31, 2005. Readers can view the Exposure Draft at www.
aicpa.org/members/div/auditstd/Internal_Control_Related_Matters.htm. Auditors should be alert to the
issuance of the final Statement as it is likely to have a significant impact on broker-dealer internal control
reporting.

Discretionary Liabilities
.156 Broker-dealers' pay structure is not significantly different from other industries, except that at
broker-dealers bonuses usually represent a greater percentage of an individual's total compensation. When
compensation is based upon performance, such as for proprietary traders, the auditor should be concerned
that the broker-dealer is properly accruing such compensation.

.157 Bonus determination is one of the key estimates for broker-dealers and involves a high degree of
management judgment and subjectivity, as bonuses, such as trader compensation or annual bonuses, are
often based on a performance period different than the financial statement accounting period. Auditors
should follow AU section 342, Auditing Accounting Estimates (AICPA, Professional Standards, vol. 1; for audits
conducted under PCAOB standards: AICPA, PCAOB Standards and Related Rules), which provides guidance
on obtaining and evaluating sufficient, competent evidential matter in support of accounting estimates
included in the financial statements.
.158 In certain instances, compensation based upon performance may be discretionary. Broker-dealers
should follow the guidance in paragraphs 35 through 40 of FASB Statement of Concepts No. 6, Elements of
Financial Statements, in determining whether they need to recognize a liability for discretionary compensa
tion. Paragraph 40 of FASB Statement of Concepts No. 6 states that "although most liabilities stem from
legally enforceable obligations, some liabilities rest on equitable or constructive obligations, including some
that arise in exchange transactions. ... A constructive obligation is created, inferred, or construed from the
facts in a particular situation rather than contracted by agreement with another entity or imposed by
government. For example, an entity may create a constructive obligation to employees for vacation pay or
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year-end bonuses by paying them every year even though it is not contractually bound to do so and has not
announced a policy to do so." Therefore, a broker-dealer's prior history of paying bonuses is an indicator
that a discretionary compensation liability needs to be accrued.

.159 A broker-dealer's financial statements prepared in accordance with GAAP should reflect an accrual
for discretionary compensation, even though certain discretionary liabilities, such as a noncontractual bonus
accrual, may be added back to the broker-dealer's net worth for determining net capital.
.160 Until recently NASD member firms were required to provide a basis for treating a recorded liability
as a discretionary obligation in the form of an opinion of counsel letter. This requirement was recently
eliminated, as NASD replaced oral guidance given to it from the SEC Division of Market Regulation with an
interpretation provided through No-Action Letter guidance and the firms no longer are required to submit
to NASD such a letter. This interpretive guidance can be found on NASD's Web site at www.nasd.com/
web/idcplg?IdcService=SS_GET_PAGE&ssDocName=NASDW 015353.
.161 Yet, as an auditor of a broker-dealer, you need to be satisfied concerning the propriety of the
discretionary compensation accrual and the appropriateness of its consideration for net capital calculation
purposes.

Value of Exchange Memberships
.162 During the past year, the value of U.S. exchange memberships has continued to fluctuate, with NYSE
seats being affected the most. In December 2005, NYSE's membership prices broke a record, with a seat selling
for $4 million, while only in January the prices reached a multiyear low of $975,000. Behind the unprece
dented increase in NYSE seat prices are the Exchange's plans to acquire an electronic stock-exchange
operator, Archipelago Holdings Inc., and to become a public company.

.163 Although changes in the value of exchange memberships do not affect regulatory net capital, because
exchange memberships are excluded from the net capital calculation, such changes continue to raise concerns
about the value of such assets reported in financial statements prepared in accordance with GAAP. Following
the issuance of FASB Statement of Financial Accounting No. 142, Goodwill and Other Intangible Assets, the
AICPA and FASB staff had been discussing the appropriateness of accounting guidance for exchange
memberships provided in paragraph 7.34 of the AICPA Audit and Accounting Guide Brokers and Dealers in
Securities (the Guide).
.164 The 2005 edition of the Guide was revised to distinguish between the two kinds of exchange
memberships: (1) those representing ownership rights and (2) those representing only usage rights. Exchange
memberships that represent (a) both an ownership interest and the right to conduct business on the exchange, which
are owned by a broker-dealer and held for operating purposes, or (b) an ownership interest, which must be
held by a broker-dealer to conduct business on the exchange, should be accounted for at cost or at a lesser
amount if there is an other-than-temporary impairment in value.
.165 Exchange memberships that represent only the right to conduct business on an exchange should be
accounted for as intangible assets in accordance with FASB Statement No. 142. Such memberships may have
finite or indefinite lives based on the terms of the arrangement and the estimated life of the membership. If
an exchange membership is assigned an indefinite life, it would be tested for impairment in accordance with
paragraph 17 of FASB Statement No. 142, which requires an impairment loss to be recognized if the carrying
amount of an intangible asset exceeds its fair value. If an exchange membership is considered a finite-lived
asset, it would be tested for impairment under guidance provided in paragraphs 7 through 24 of FASB
Statement No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets, under which an impairment
loss is recognized only if the carrying amount of an asset is not recoverable and exceeds its fair value. The
carrying amount is not recoverable if it exceeds the sum of the undiscounted cash flows expected to result
from the use and eventual disposition of the asset. Restoration of previously recognized impairment loss is
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prohibited by both FASB Statements No. 142 and No. 144. Exchange memberships classified as intangible assets
would be subject to the disclosure requirements of paragraphs 44 through 46 of FASB Statement No. 142.
.166 As an auditor of a broker-dealer, you need to be satisfied concerning the propriety of the carrying
value of a membership and whether the carrying value has been impaired, as required by paragraph 5.156
of the Guide.

Mandatorily Redeemable Instruments
.167 FASB Statement No. 150, Accounting for Certain Financial Instruments with Characteristics of both
Liabilities and Equity, establishes standards for how an issuer classifies and measures certain financial
instruments with characteristics of both liabilities and equity. It requires that an issuer classify a financial
instrument that is within its scope as a liability (or an asset in some circumstances). A financial instrument
issued in the form of shares is mandatorily redeemable, and therefore within the scope of FASB Statement
No. 150, if it "embodies an unconditional obligation requiring the issuer to redeem the instrument by
transferring its assets at a specified or determinable date (or dates) or upon an event certain to occur."
(According to FASB Statement No. 150, the term "shares includes various forms of ownership that may not
take the legal form of securities (for example, partnership interests), as well as other interests, including those
that are liabilities in substance but not in form.") Such obligation may arise from the terms of the operating,
partnership, or incorporation agreement, or the operation of state law.
.168 This Statement may have a significant impact on the financial statements of certain broker-dealers.
For example, under FASB Statement No. 150, broker-dealers that have issued shares that must be sold back
to the company upon the holder's death or termination of employment must record those shares as liabilities,
rather than equity, as they previously were treated under GAAP, because the shares are mandatorily
redeemable upon an event certain to occur. Further, if a holding company has mandatorily redeemable shares
and the only way the holding company can meet those redemptions is to withdraw funds from the
broker-dealer subsidiary, those effects must be pushed down to the broker-dealer. As a result, some
broker-dealers may report significantly lower or no equity in their GAAP financial statements when
compared to prior reporting. From a regulatory standpoint, application of FASB Statement No. 150 can (1)
cause a broker-dealer to fall below its minimum net capital requirements under Rule 15c3-l(a) or (2) cause
its subordinated debt to debt-equity total to increase above the 70 percent limit set forth in Rule 15c3-l(d).
Broker-dealers may have amended, or need to amend, partnership, operating (such as limited liability
company), shareholder, or other agreements to avoid the potential adverse impacts of FASB Statement No.
150 on net capital.

.169 To address this issue, a number of broker-dealers have eliminated from their agreements the
requirement that the company buy back equity upon an owner's death or termination of employment, and
instead, put in place cross buy-sell agreements. A cross buy-sell agreement is an agreement among owners that
says that under stated conditions, that is, the death or termination of employment, the person withdrawing
from the company or his or her heirs are legally obligated to sell their interest to the remaining owners (not
the company), and the remaining owners are legally obligated to buy at a price fixed in the agreement.
.170 Other broker-dealers have revised their ownership agreements to provide the company with the
right of first refusal under which all the owners agree that they will not sell their equity to anyone without
first offering it to the company. The company is under no obligation to buy, but it has an option to do so.
Both cross buy-sell agreements and the right of first refusal help achieve the same objective as the provisions
obligating the company to purchase back an owner's equity upon occurrence of a certain event—ensuring
that active owners retain control over the company. However, cross buy-sell agreements and the right of first
refusal allow broker-dealers to continue to classify their ownership interests as equity rather than liability.
.171 Issuing different classes of equity is another way of avoiding reporting no equity in broker-dealers'
GAAP financial statements and solving the net capital requirement issue. Under this approach, certain classes
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of equity will have features of mandatorily redeemable financial instruments and will be classified as
liabilities, while other classes will not have those features and will be classified as equity.

Lease Accounting
.172 On February 7,2005, the Office of the Chief Accountant of the SEC sent a letter to the AICPA Center
for Public Company Audit Firms in which it expressed its views regarding certain operating lease accounting
matters and their application under GAAP. The letter specifically addresses the appropriate accounting for
(1) the amortization of leasehold improvements by a lessee in an operating lease with lease renewals, (2) the
pattern of recognition of rent when the lease term in an operating lease contains a period during which there
are free or reduced rents (commonly referred to as "rent holidays"), and (3) incentives related to leasehold
improvements provided by a landlord/lessor to a tenant/lessee in an operating lease. Financial service
institutions, especially those that have numerous branch locations under leases, should review this guidance
to ensure that lease accounting is properly applied. The SEC letter can be accessed at www.sec.gov/info/
accountants/staffletters/cpcaf020705.htm.
.173 AICPA staff has issued a set of questions and answers related to accounting for operating leases.
The questions and answers, which are applicable to public companies, private companies, and not-for-profit
organizations, focus on issues that resulted in restatements earlier this year. They can be found at www.aicpa.
org/members/div/acctstd/general/recent_tpas.asp.
.174 In November 2005, the AICPA issued a set of TPAs in the form of questions and answers related to
accounting for operating leases. The TPAs, which are applicable to public companies, private companies,
and not-for-profit organizations, focus on issues that resulted in restatements earlier this year. Below is the
list of lease TPAs along with a brief description of the issues they address:
•

TPA section 5600.07, on determining the lease term of a lease.

•

TPA section 5600.08 and TPA section 5600.09, on whether a lease term can predate an initial fixed
noncancelable term stated in a lease agreement.

•

TPA section 5600.10 and TPA section 5600.11, on how a lessee should accrue rent expense and how
a lessor should recognize rent revenue in an operating lease.

•

TPA section 5600.12, on how a rent holiday included in an operating lease should factor into the
lessee's recognition of rent expense and the lessor's recognition of rent revenue.

•

TPA section 5600.13, on how a lessee should accrue rent expense and how a lessor should recognize
rent revenue using the straight line method when the lease agreement contains scheduled rent
increases over the lease term.

•

TPA section 5600.14 and TPA section 5600.15, on determining the period for which a lessee should
amortize/depreciate leasehold improvements in an operating lease.

•

TPA section 5600.16, on determining the landlord incentive allowance in an operating lease.

•

TPA section 5600.17, on how a lessee should categorize expenditures for leasehold improvements
and a related cash incentive allowance received from a landlord in the statement of cash flows.

.175 These TPAs are available on the AICPA website and can be accessed at www.aicpa.org/members/
div/acctstd/general/recenttpas.asp.

Litigation, Claims, and Assessments
.176 Broker-dealers operate in a highly regulated industry that requires close attention to compliance
matters. Not only may such matters affect a broker-dealer's reputation and growth, but noncompliance may
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also lead to fines or even the suspension or revocation of the broker-dealer's registration. Over the past year
regulators penalized a number of securities firms over such matters as directed brokerage violations,
improper sale of mutual fund shares, IPO violations, and municipal trade reporting violations, just to name
a few.
.177 As an auditor of a securities firm involved in legal proceedings, you may need to evaluate
management's consideration of the financial accounting and reporting implications of those proceedings
pursuant to FASB Statement No. 5, Accounting for Contingencies. FASB Statement No. 5 addresses accounting
and reporting for loss contingencies, including those arising from litigation, claims, and assessments.

.178 In addition, auditors need to be aware of their responsibilities under AU section 337, Inquiry of a
Client's Lawyer Concerning Litigation, Claims, and Assessments (AICPA, Professional Standards, vol. 1). AU section
337 provides guidance on the procedures an independent auditor should consider for identifying litigation,
claims, and assessments and for the financial accounting and reporting of such matters when performing an
audit in accordance with GAAS. It provides, in part, that auditors should obtain evidential matter relevant
to the following factors:
•

The existence of a condition, situation, or set of circumstances indicating uncertainty as to the possible
loss to an entity arising from litigation, claims, and assessments

•

The period in which the underlying cause for legal action occurred

•

The degree of probability of an unfavorable outcome

•

The amount or range of potential loss

.179 Because the events or conditions that should be considered in the financial accounting for and
reporting of litigation, claims, and assessments are matters within the direct knowledge and, often, control
of the management of an entity, management is the primary source of information about such matters.
Accordingly, the independent auditor's procedures with respect to litigation, claims, and assessments should
include the following:
•

Examine documents in the client's possession concerning litigation, claims, and assessments, includ
ing correspondence and invoices from lawyers.

•

Inquire of and discuss with management the policies and procedures adopted for identifying,
evaluating, and accounting for litigation, claims, and assessments.

•

Obtain from management a description and evaluation of litigation, claims, and assessments that
existed at the date of the balance sheet being reported on, and during the period from the balancesheet date to the date the information is furnished, including an identification of those matters
referred to legal counsel; and obtain assurances from management, ordinarily in writing, that it has
disclosed all such matters required to be disclosed by FASB Statement No. 5.

•

Obtain assurance from management, ordinarily in writing, that it has disclosed all unasserted claims
that the lawyer has advised them are probable of assertion and must be disclosed in accordance with
FASB Statement No. 5. In addition, the auditor, with the client's permission, should inform the lawyer
that the client has given the auditor this assurance. This client representation may be communicated
by the client in the inquiry letter or by the auditor in a separate letter. The auditor also needs to
consider unusual and/or infrequent cash receipts and disbursements.

.180 An auditor ordinarily does not possess legal skills and, therefore, cannot make legal judgments
concerning information coming to his or her attention. Accordingly, the auditor should request that the
client's management send a letter of inquiry to those lawyers with whom management consulted concerning
litigation, claims, and assessments.
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.181 Auditors also need to be aware that contingent liabilities could result in an increase in a broker
dealer's aggregate indebtedness and, accordingly, its net capital requirement. According to a comment from
the SEC to NASD, a broker-dealer that is the subject of a lawsuit that could have a material impact on its net
capital must obtain an opinion of counsel regarding the potential effect of such a suit on the firm's financial
condition. Absent such opinion, the item must be considered, at a minimum, a contingent liability and
included in the calculation of aggregate indebtedness.
.182 The audit normally includes certain other procedures undertaken for different purposes that might
also disclose litigation, claims, and assessments. Such procedures might include reading minutes of meetings
of stockholders, directors, and appropriate committees; reading contracts, loan agreements, leases, corre
spondence from taxing or other governmental agencies, and similar documents; obtaining information
concerning guarantees from bank confirmation forms; and inspecting other documents for possible guaran
tees by the client.

AICPA 2005 Audit and Accounting Guide Brokers and Dealers in Securities
.183 AICPA Audit and Accounting Guide Brokers and Dealers in Securities(the Guide), with conforming
changes as of May 1, 2005, has been updated to reflect the issuance of recently issued authoritative
pronouncements. The Guide is available through the AICPA's reSOURCE Online and reSOURCE CD-ROM
products, as well as through a loose-leaf subscription service. Paperback editions of Audit and Accounting
Guides can be purchased as well.

Help Desk—Subscriptions to AICPA reSOURCE, subscriptions to the loose-leaf service,
and paperback copies of the Guide may be obtained by calling the AICPA Order Department
(Member Satisfaction) at (888) 777-7077, by faxing a request to (800) 362-5066, or by going
online at www.cpa2biz.com.

Recent Auditing and Attestation Pronouncements, and
Related Guidance
.184 Presented below is a list of auditing and attestation pronouncements, and other guidance issued
since the publication of last year's Alert. For information on auditing and attestation standards, quality
control standards, and other guidance that may have been issued subsequent to the writing of this Alert,
please refer to the AICPA Web site at www.aicpa.org/members/div/auditstd/technic.htm and the PCAOB
Web site at www.pcaobus.org (public company audits only). You may also look for announcements of newly
issued standards in the CPA Letter, Journal of Accountancy, and the quarterly electronic newsletter, In Our
Opinion, issued by the AICPA's Auditing Standards team and available at www.aicpa.org/members/
div/ auditstd/opinion/ index.htm.
.185 The summaries provided below are for informational purposes only and should not be relied upon
as a substitute for a complete reading of the applicable standards and other guidance. You should visit the
applicable Web site for complete information.

.186 The standards and interpretations promulgated by the AICPA Auditing Standards Board (ASB) are
available free of charge by visiting the AICPA's Audit & Attest Standards Team's page at www.aicpa.
org/members/div/auditstd/Auth_Lit_for_NonIssuers.htm. Members and nonmembers alike can down
load the auditing, attestation, and quality control standards by either choosing a section of the codification
or an individual statement number. You can also obtain copies of AICPA standards and other guidance by
contacting the Member Satisfaction Center at (888) 777-7077 or online at www.cpa2biz.com.
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Defining Professional Requirements in Statements on Auditing Standards
(AICPA, Professional Standards, vol. 1)

AICPA AT section 20

(December 2005)

Defining Professional Requirements in Statements on Standards for
Attestation Engagements (AICPA, Professional Standards, vol. 1)

(Applicable to audits
conducted in accordance
with GAAS)

These pronouncements define the terminology to describe the
degrees of responsibility that the requirements impose on the
auditor or the practitioner.

AICPA AU section 339

Audit Documentation

(December 2005)

This SAS supersedes AU section 339 of the same name (AICPA,
Professional Standards, vol. 1) and establishes standards and
provides guidance to an auditor of a nonissuer on audit
documentation for audits of financial statements or other financial
information being reported on.

(Applicable to audits
conducted in accordance
with GAAS)

The standard includes amendments to paragraphs .01 and .05 of
AU section 530, Dating of the Independent Auditor's Report (AICPA,
Professional Standards, vol. 1). The amendment requires that the
auditor's report not be dated earlier than the date on which the
auditor has obtained sufficient competent audit evidence to
support the opinion on the financial statements. The standard
also contains an amendment to paragraph .05 of AU section 150,
Generally Accepted Auditing Standards (AICPA, Professional
Standards, vol. 1). The amendment adds a requirement for the
auditor to document his or her justification for a departure from
the SASs in the working papers.
AICPA Audit Interpretation
No. 1 of AU section 328,
Auditing Fair Value Measure
ments and Disclosures
AICPA Audit Interpretation
No. 1 of AU section 332,
Auditing Derivative
Instruments, Hedging
Activities, and Investments
in Securities

"Auditing Interests in Trusts Held by a Third-Party Trustee and
Reported at Fair Value"
"Auditing Investments in Securities Where a Readily Determinable
Fair Value Does Not Exist"

These Interpretations are discussed below in the "Auditing Fair
Values" section.

(July 2005)

(Applicable to audits
conducted in accordance
with GAAS)
AICPA Audit Interpretation
No. 1 of AU section 625,
Reports on the Application
of Accounting Principles

(January 2005)

"Requirement to Consult With Continuing Accountant"
This Interpretation provides guidance on when an accountant in
public practice, acting in the capacity of an advisory accountant,
may be able to overcome the presumptive requirement of
paragraph .09 of AU section 625 to consult with continuing
accountant.

(Applicable to audits
conducted in accordance
with GAAS)
(continued)
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AICPA Audit Interpretation
No. 12 to AU section 623,
Special Reports

"Evaluation of the Appropriateness of Informative Disclosures in
Insurance Enterprises' Financial Statements Prepared on a
Statutory Basis"

(amended January 2005)
(Applicable to audits
conducted in accordance
with GAAS)

This Interpretation clarifies that financial statements prepared on a
statutory basis are financial statements prepared on a
comprehensive basis of accounting other than GAAP, and provides
general guidance on disclosures necessary for financial statements
prepared on an other comprehensive basis of accounting.

AICPA Audit Interpretation
No. 14 to AU section 623,
Special Reports

"Evaluating the Adequacy of Disclosure and Presentation in
Financial Statements Prepared in Conformity With an Other
Comprehensive Basis of Accounting (OCBOA)"

(amended January 2005)

This Interpretation provides guidance on necessary disclosures for
financial statements prepared on an other comprehensive basis of
accounting.

(Applicable to audits
conducted in accordance
with GAAS)
AICPA Audit Interpretation
No. 15 to AU section 623,
Special Reports

5-06

"Auditor Reports on Regulatory Accounting or Presentation When
the Regulated Entity Distributes the Financial Statements to Parties
Other Than the Regulatory Agency Either Voluntarily or Upon
Specific Request"

(January 2005)
(Applicable to audits
conducted in accordance
with GAAS)
AICPA Attest Interpretation
No. 6 of AT section 101,
Attest Engagements

(December 2004)

This Interpretation provides illustrative language for an auditor's
report prepared on a regulatory basis of accounting prescribed by a
regulatory agency, where the financial statements are not prepared
solely for filing with that agency.
"Reporting on Attestation Engagements Performed in Accordance
With Government Auditing Standards"

This Interpretation provides illustrative language for an attestation
report for engagements performed pursuant to generally accepted
government auditing standards.

(Applicable to audits
conducted in accordance
with GAAS)

AICPA Technical Practice
Aid section 9070.05
(August 2005)

"Consideration of Impact of Losses From Natural Disasters
Occurring After Completion of Audit Field Work and Signing of
the Auditor's Report But Before Issuance of the Auditor's Report
and Related Financial Statements"

(nonauthoritative)

AICPA Technical Practice
Aid Section 8345.01

"Audit Considerations When Client Evidence and Corroborating
Evidence in Support of the Financial Statements Has Been
Destroyed by Fire, Flood, or Natural Disaster"

(September 2005)

(nonauthoritative)
AICPA Technical Practice
Aid section 8345.02

"Considerations When Audit Documentation Has Been Destroyed
by Fire, Flood, or Natural Disaster"

(September 2005)
(nonauthoritative)
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Auditing Procedures With Respect to Variable Interest Entities
The purpose of this Practice Alert is to provide guidance to
auditors in planning and performing auditing procedures with
respect to variable interest entities.

(nonauthoritative)

PCAOB Auditing
Standard No. 4

Reporting on Whether a Previously Reported Material Weakness
Continues to Exist

(Issued as a final standard
by the PCAOB, awaiting
SEC approval)

This standard applies if auditors report on the elimination of a
material weakness in a company's internal control over financial
reporting. The standard establishes a voluntary engagement that
would be performed at the election of the company.

(Will be applicable to audits
conducted in accordance
with PCAOB standards
when approved by the SEC)
PCAOB Conforming
Amendment

Conforming Amendment to PCAOB Related Auditing and Professional
Practice Standards Resulting from the Adoption of the Auditing Standard
No. 4

(Issued as a final standard
by the PCAOB, awaiting
SEC approval)
(Will be applicable to audits
conducted in accordance
with PCAOB standards
when approved by the SEC)

PCAOB Rules
(Issued as a final standard
by the PCAOB, awaiting
SEC approval)

Ethics and Independence Rules Concerning Independence, Tax Services,
and Contingent Fees
See the AICPA Independence and Ethics Alert—2005/06 for further
information.

(Will be applicable to audits
conducted in accordance
with PCAOB standards
when approved by the SEC)

(Various dates)

1. Auditing Internal Control over Financial Reporting—The PCAOB
has issued two sets of questions and answers in 2005 relating
to the issuance of PCAOB No. 2—question 37, and questions
38-55

(Applicable to audits
conducted in accordance
with PCAOB standards)

2. Attest Engagements Regarding XBRL Financial Information
Furnished Under the XBRL Voluntary Financial Reporting
Program on the EDGAR System

AICPA Audit and
Accounting Practice Aid

The Auditor's Guide to Understanding PCAOB Auditing Standard No. 2

PCAOB Staff Questions
and Answers

(nonauthoritative)

AICPA Audit and Accounting Manual

This publication walks an auditor through all the key requirements
of PCAOB Auditing Standard No. 2 and provides insight and
analysis on what those requirements mean.
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(nonauthoritative)

Accounting Trends &
Techniques

(nonauthoritative)
Guidance on Management
Override of Internal
Controls

(nonauthoritative)

Alerts

70

5-06

SAS No. 70 Reports and Employee Benefit Plans

This publication provides guidance on the use of SAS No. 70
reports in audits performed in accordance with GAAS. In addition,
this publication includes checklists and forms to help implement
the guidance.
Illustrative Disclosures on Derivative Loan Commitments

This Practice Aid provides illustrations of disclosures of derivative
loan commitments in accordance with the reporting and disclosure
guidance cited in SEC Staff Accounting Bulletin No. 105, Application
of Accounting Principles to Loan Commitments.

Employee Benefit Plans
This publication provides extensive illustrative financial statements
and note disclosures for employee benefit plans.
Management Override of Internal Controls: The Achilles' Heel of Fraud
Prevention—The Audit Committee and Oversight of Financial Reporting

This guidance is available through the AICPA Audit Committee
Effectiveness Center at www.aicpa.org/audcommctr (go to
"Spotlight Area").

Auditing Fair Values
.187 In July of 2005 the ASB issued the following two interpretations of SASs pertaining to auditing fair
values:
•

"Auditing Interests in Trusts Held by a Third-Party Trustee and Reported at Fair Value," which
interprets AU section 328, Auditing Fair Value Measurements and Disclosures (AICPA, Professional
Standards, vol. 1).

•

"Auditing Investments in Securities Where a Readily Determinable Fair Value Does Not Exist," which
interprets AU section 332, Auditing Derivative Instruments, Hedging Activities, and Investments in
Securities (AICPA, Professional Standards, vol. 1).

.188 The interpretations clarify that if the auditor determines that the nature and extent of auditing
procedures should include tests of the measurement of investments in securities (or interests in a trust that
holds investments in securities), simply receiving a confirmation from a third party (including a trustee) does
not, in and of itself, constitute adequate audit evidence with respect to the valuation assertion.
.189 The interpretations also provide that receiving confirmation from a third party (including a trustee)
for investments in aggregate does not constitute adequate audit evidence with respect to the existence
assertion. Receiving confirmation from a third party (including a trustee) on a security-by-security or
investment-by-investment basis, however, typically would constitute adequate audit evidence with respect
to the existence assertion.
.190 The Interpretations also reiterate the responsibility of management to institute accounting and
financial reporting processes for the determination of fair value measurements. According to the Interpre
tations, if the auditor is unable to audit the existence or measurement of interests in investments in securities
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at the financial statement date, the auditor should consider whether that scope limitation requires the auditor
to qualify his or her opinion or disclaim an opinion. The interpretations are posted on the AICPA's Web site
at www.aicpa.org/download/auditstd/announce/Audit_Interpretations_Auditing_Fair_Value.pdf.

Recent AICPA Independence and Ethics Pronouncements
.191 The AICPA Independence and Ethics Alert—2005/06 (product no. 022476) contains a complete update
on new independence and ethics pronouncements. This Alert can be obtained by calling the AICPA at (888)
777-7077 or going online at www.cpa2biz.com. Readers should obtain that Alert to be aware of independence
and ethics matters that will affect their practice.

Recent Accounting Pronouncements and Related Guidance
.192 Presented below is a list of recently issued accounting pronouncements and other guidance issued
since the publication of last year's Alert. For information on accounting standards issued subsequent to the
publication of this Alert, please refer to the AICPA Web site at www.aicpa.org and the FASB Web site at
www.fasb.org. You may also look for announcements of newly issued standards in the CPA Letter and the
Journal of Accountancy.

.193 The summaries provided below are for informational purposes only and should not be relied upon
as a substitute for a complete reading of the applicable standards and other guidance. You should visit the
applicable Web site for complete information. You can obtain copies of AICPA standards and other guidance
by contacting the Member Satisfaction Center at (888) 777-7077 or online at www.cpa2biz.com. FASB
Statements and staff positions can be downloaded free of charge from the FASB Web site at www.fasb.org.

FASB Statement No. 152

Accounting for Real Estate Time-Sharing Transactions—an amendment of
FASB Statements No. 66 and 67

(December 2004)

This Statement amends FASB Statement No. 66, Accounting for Sales of
Real Estate, to reference the financial accounting and reporting
guidance for real estate time-sharing transactions that is provided in
AICPA SOP 04-2, Accounting for Real Estate Time-Sharing Transactions.
This Statement also amends FASB Statement No. 67, Accounting for
Costs and Initial Rental Operations of Real Estate Projects, to state that the
guidance for (1) incidental operations and (2) costs incurred to sell real
estate projects does not apply to real estate time-sharing transactions.
The accounting for those operations and costs is subject to the
guidance in SOP 04-2.
FASB Statement No. 153

Exchanges of Nonmonetary Assets—an amendment of APB Opinion No. 29

(December 2004)

This Statement amends APB Opinion 29, Accounting for Nonmonetary
Transactions, to eliminate the exception for nonmonetary exchanges of
similar productive assets, and replaces it with a general exception for
exchanges of nonmonetary assets that do not have commercial
substance. A nonmonetary exchange has commercial substance if the
future cash flows of the entity are expected to change significantly as a
result of the exchange.

(continued)
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Share-Based Payment
This Statement is a revision of FASB Statement No. 123, Accounting for
Stock-Based Compensation; it supersedes APB Opinion No. 25,
Accounting for Stock Issued to Employees, and its related implementation
guidance. This Statement focuses primarily on accounting for
transactions in which an entity obtains employee services in
share-based payment transactions. It establishes standards for the
accounting for transactions in which an entity exchanges its equity
instruments for goods or services. It also addresses transactions in
which an entity incurs liabilities in exchange for goods or services that
are based on the fair value of the entity's equity instruments or that
may be settled by the issuance of those equity instruments.

Accounting Changes and Error Corrections—a replacement of APB Opinion
No. 20 and FASB Statement No. 3

(May 2005)

This Statement replaces APB Opinion No. 20, Accounting Changes, and
FASB Statement No. 3, Reporting Accounting Changes in Interim
Financial Statements, and changes the requirements for the accounting
for and reporting of a change in accounting principle. This Statement
applies to all voluntary changes in accounting principle. It also applies
to changes required by an accounting pronouncement in the unusual
instance that the pronouncement does not include specific transition
provisions.
FASB Interpretation
No. 47

Accounting for Conditional Asset Retirement Obligations—an interpretation
of FASB Statement No. 143

(March 2005)

This Interpretation clarifies that the term conditional asset retirement
obligations describes a legal obligation to perform an asset retirement
activity in which the timing and/or method of settlement are conditional
on a future event that may not be under the entity's control.

FASB EITF Issues

Go to www.fasb.org/eitf/ for a complete list of EITF Issues.

(Various dates)
FASB Staff Positions

(Various dates)

Go to www.fasb.org/fasb staff positions/ for a complete list of FASB
Staff Positions (FSPs). Some of the recently issued FSPs address issues
relating to FASB Statements No. 143 and No. 150, among others; and
FASB Interpretation No. 46(R).

AICPA Statement of
Position 05-1

Accounting by Insurance Enterprises for Deferred Acquisition Costs in
Connection With Modifications or Exchanges of Insurance Contracts

AICPA Technical
Practice Aid section
1200.06-1200.15

"Accounting by Noninsurance Enterprises for Property and Casualty
Insurance Arrangements That Limit Insurance Risk"

(February 2005)

(Nonauthoritative)
AICPA Technical
Practice Aid section
5400.05

"Accounting and Disclosure Guidance for Losses from Natural
Disasters—Nongovernmental Entities"

(September 2005)
(Nonauthoritative)
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"Accounting and Disclosure Requirements for Single-Employer
Employee Benefit Plans Related to the Medicare Prescription Drug,
Improvement and Modernization Act of 2003"

(August 2005)

(Nonauthoritative)

AICPA Technical
Practice Aid section
6930.10

"Accounting and Disclosure Requirements for Multiemployer
Employee Benefit Plans Related to the Medicare Prescription Drug,
Improvement and Modernization Act of 2003"

(August 2005)
(Nonauthoritative)

.194 Below is a discussion of some of the recently issued pronouncements that have particular signifi
cance to the securities industry. These summaries are for informational purposes only and should not be
relied on as a substitute for a complete reading of the applicable pronouncement.

FSP No. EITF 85-24-1
.195 In March 2005, the FASB issued FSP No. EITF 85-24-1, “Application of EITF Issue No. 85-24,
'Distribution Fees by Distributors of Mutual Funds That Do Not Have a Front-End Sales Charge,' When Cash
for the Right to Future Distribution Fees for Shares Previously Sold Is Received from Third Parties," to give
guidance on whether cash received from a third party for a distributor's right to future cash flows relating
to distribution fees for shares previously sold can be recognized as revenue.
.196 Mutual fund shares sold without a sales commission payable at the time of purchase (front-end sales
load) are commonly referred to as "B shares." B shares typically have an asset-based fee (12b-l fee) that is
charged to the fund over a period of years (12b-l plan period) and a contingent deferred sales charge (CDSC).
The CDSC, sometimes referred to as a back-end load or sales charge, is an asset-based fee charged to investors
that redeem B shares during a stated period. This FSP refers to 12b-l fees and CDSC for shares previously
sold collectively as the rights.
.197 The distributor pays a sales commission to a sales representative (usually a broker-dealer) when a
B share is sold. The distributor charges the mutual fund a 12b-l fee in accordance with the fund's distribution
plan (12b-l plan). The distributor is entitled to receive the 12b-l fee over the 12b-l plan period (typically six
to eight years). If the mutual fund investor redeems its investment in the fund before the expiration of the
12b-l plan period, the CDSC is charged to the investor. The CDSC declines over time until it reaches zero
(typically after six to eight years) and corresponds to the potential shortfall in 12b-l fees that might result
from the investor redeeming its investment in the fund.
.198 The 12b-l fees are calculated periodically as a percentage of the net assets during the 12b-l plan
period. The CDSC is calculated as a percentage of the lesser of current net assets or the original cost of shares
being redeemed. Thus, 12b-l fees and CDSC vary with the net asset value (NAV) of the fund. Additionally,
under Rule 12b-l of the Investment Company Act of 1940, the fund's independent board is obligated to
regularly evaluate the benefits of the 12b-l plan to the fund. If the board concludes that the 12b-l plan is no
longer beneficial for the fund, the independent board has a fiduciary responsibility to terminate the plan.
However, if the 12b-l plan is continued, but the distributor is replaced, the replaced distributor continues to
receive the 12b-l and CDSC fees for the shares it sold before it was replaced.
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.199 Some distributors have received lump sum cash payments from third parties for the rights. These
transactions may include certain provisions and indemnities that protect the third party in the event that the
12b-l plan is terminated by the fund's independent board.

.200 EITF Issue No. 85-24 prohibits distributors from recognizing the rights as revenue until cash is
received. This consensus did not address whether the receipt of cash from a third party, that is, a party other
than the mutual fund or the investor in the mutual fund, should result in revenue recognition.

.201 FSP No. EITF 85-24-1 provides that revenue recognition is appropriate when cash is received from
a third party for the rights if the distributor has neither continuing involvement with the rights nor recourse.
Deferred costs for the shares sold to which the rights pertain should be expensed concurrent with the
recognition of revenue consistent with the requirements of EITF Issue No. 85-24.
.202 The FASB staff believes that the condition described above, of neither continuing involvement nor
recourse, is met when neither the distributor nor any member of the consolidated group that includes the
distributor (1) retains any disproportionate risks or rewards in the cash flows of the rights that are sold; (2)
guarantees or assures in any way the purchaser's rate of return or return on investment related to the rights
that are sold; or (3) contractually restricts the ability of the consolidated group or the mutual fund
independent board to remove, replace, or subcontract any of the service providers of the fund.

.203 The FSP provides detailed guidance on continuing involvement in paragraphs 20 through 25 and
on recourse in paragraphs 26 through 28.
.204 The guidance in this FSP is effective for reporting periods beginning after March 11, 2005. You can
access the FSP at www.fasb.org/fasb_staff_positions/fsp_eitf85-24-l.pdf.

EITF Issue No. 04-5 and FSP No. SOP 78-9-1
.205 For many years, financial statement preparers and auditors have debated how to evaluate whether
a partnership should be consolidated by one of its partners. Recent guidance provided in FASB Interpretation
No. 46 (revised December 2003), Consolidation of Variable Interest Entities, regarding kick-out rights in the
context of evaluating variable interests and consolidation of variable interest entities, has renewed the debate
over what considerations are relevant in making that evaluation, particularly with regard to whether the
general partner should consolidate a limited partnership. In practice today, the question of whether a
partnership should be consolidated by one of its partners is typically addressed by analogizing to the
guidance in AICPA SOP 78-9, Accounting for Investments in Real Estate Ventures, which specifically provides
guidance on the accounting for investments in real estate ventures, including investments in corporate joint
ventures, general partnerships, limited partnerships, and undivided interests. The issue is what rights held
by the limited partner(s) preclude consolidation in circumstances in which the sole general partner would
consolidate the limited partnership in accordance with GAAP absent the existence of the rights held by the
limited partner(s).
.206 At the June 15-16,2005 meeting, the EITF reached a consensus on EITF Issue No. 04-5, "Determining
Whether a General Partner, or the General Partners as a Group, Controls a Limited Partnership or Similar
Entity When the Limited Partners Have Certain Rights." The consensus provides a framework for addressing
when a general partner, or general partners as a group, controls a limited partnership or similar entity. The
EITF acknowledged that the consensus in Issue No. 04-5 conflicts with certain aspects of SOP 78-9. The EITF
agreed that the assessment of whether a general partner, or the general partners as a group, controls a limited
partnership should be consistent for all limited partnerships, irrespective of the industry within which the
limited partnership operates. Accordingly, the EITF requested and the FASB agreed to amend the guidance
in SOP 78-9 to be consistent with the consensus in Issue No. 04-5.
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.207 FSP No. SOP 78-9-1, Interaction of AICPA Statement of Position 78-9 and EITF Issue No. 04-5, issued in
July 2005, amends SOP 78-9. This FSP eliminates the concept of "important rights" in paragraph .09 of SOP
78-9 and replaces it with the concepts of "kick-out rights" and "substantive participating rights" as defined
in Issue No. 04-5. This FSP also amends paragraph .07 of SOP 78-9 to be consistent with revised paragraph
.09. The FASB believes that the effect of the rights held by minority partners on the assessment of control,
and therefore consolidation, of a general partnership should be the same as the evaluation of limited partners'
rights in a limited partnership.

.208 FSP No. SOP 78-9-1 and EITF 04-5 are effective after June 29, 2005, for general partners of all new
partnerships formed and for existing partnerships for which the partnership agreements are modified. For
general partners in all other partnerships, the guidance is effective no later than the beginning of first
reporting period in fiscal years beginning after December 15, 2005.

.209 Please refer to www.fasb.org/fasbstaffpositions/fsp_sop78-9-l.pdf for the complete FSP No. SOP
78-9-1.

FSP No. FAS 140-2
.210 The FASB staff received inquiries regarding the application of paragraph 40 of FASB Statement No.
140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities, to scenarios in
which the amount of the passive derivative exceeds the amount of beneficial interests held by third parties
due to:
Unexpected prepayment of the qualifying special-purpose entity's (SPE) assets, or Trading and
market-making activities conducted by the transferor or its affiliates.

.211 Constituents encouraged the FASB to clarify whether the guidance in paragraphs 40(b) and 40(c)
are tests that must be complied with upon initial issuance of the beneficial interests by the qualifying SPE or
are tests that are required to be met on a continuous basis.
.212 On November 9,2005, the FASB issued FSP No. FAS 140-2, Clarification of the Application of Paragraphs
40(b) and 40(c) of FASB Statement No. 140, to clarify that the accounting guidance provided in paragraphs
40(b) and 40(c) of FASB Statement No. 140 relative to the notional amount of passive derivative instruments
held by qualifying SPEs, is required to be met upon initial establishment of the qualifying SPE only.
Specifically, the FSP stipulates that (a) unexpected subsequent events outside the control of the transferor,
such as prepayments of assets of the qualifying SPE, that were not contemplated when the beneficial interests
of the qualifying SPE were issued will not harm the qualified status of the qualifying SPE and (b) purchases
of previously issued beneficial interests by a transferor from outside parties that are held temporarily and
are classified as trading securities will not be considered when determining whether the requirements of
paragraphs 40(b) and 40(c) are met.
.213 Please refer to www.fasb.org/fasbstaffpositions/fsp_fasl40-2.pdf for a complete text of this FSP.

On the Horizon
.214 Auditors should keep abreast of auditing and accounting developments and upcoming guidance
that may affect their engagements. You should check the appropriate standard-setting Web sites (listed
below) for a complete picture of all accounting and auditing projects in progress. Presented below is brief
information about certain projects that are expected to result in final standards in the near future. Remember
that exposure drafts are nonauthoritative and cannot be used as a basis for changing GAAP or GAAS.

.215 The following table lists the Web sites of various standard-setting bodies, at which information may
be obtained on outstanding exposure drafts, including downloading a copy of the exposure draft. These Web
sites contain much more in-depth information about proposed standards and other projects in the pipeline.
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Web Site

AICPA Auditing Standards Board (ASB)
(Note that for audits of public companies,
the Public Company Accounting Over
sight Board sets auditing standards.)

www.aicpa.org/members/div/auditstd/
drafts.htm

AICPA Accounting Standards Executive
Committee (AcSEC)

www.aicpa.org/ members/div/acctstd/
edo/index.htm

Financial Accounting Standards Board
(FASB)

www.fasb.org

Professional Ethics Executive Committee
(PEEC)

www.aicpa.org/ members/ div/ ethics/
index.htm

Public Company Accounting Oversight
Board (PCAOB)

www.pcaobus.org

Help Desk—The AICPA's standard-setting committees publish exposure drafts of pro
posed professional standards exclusively on the AICPA Web site. The AICPA will notify
interested parties by e-mail about new exposure drafts. To be added to the notification list
for all AICPA exposure drafts, send your e-mail address to memsat@aicpa.org. Indicate
"exposure draft e-mail list" in the subject header field to help process your submission more
efficiently. Include your full name, mailing address and, if known, your membership and
subscriber number in the message.

.216 Below are discussions of some of the projects that have particular significance to the securities
industry. These summaries are for informational purposes only.

FASB Fair Value Measurements Project
.217 In June 2004, the FASB published an exposure draft of a proposed Statement, Fair Value Measurements
(FVM). The overall project objective is to develop a Statement that will define fair value and establish a
framework for applying the fair value measurement objective in GAAP. The Statement will focus on "how"
to measure fair value, not "what" to measure at fair value. The FASB plans to separately consider what to
measure at fair value on a project-by-project basis. The standard will affect the recognition and disclosure of
items already required to be measured at fair value. A working draft of the final FVM Statement is available
on the FASB Web site http://www.fasb.org/project/fvm working draft standard.pdf for a 30-day period
that ended November 21, 2005.

.218 Last year's securities industry Audit Risk Alert discussed certain provisions of the FVM exposure
draft. Since the issuance of the exposure draft, the FASB discussed this project on numerous occasions. Below
is a brief discussion of some of the developments in connection with this project that took place over the past
year that should be of interest to broker-dealers and their auditors.

Fair Value Hierarchy
.219 The FVM Statement establishes a fair value hierarchy, which ranks the inputs to valuation techniques
used to estimate fair value to provide a framework for assessing the relative reliability of the estimate. In
general, the more market inputs, the more reliable the estimate. Therefore, the fair value hierarchy gives the
highest ranking to market inputs that represent quoted prices for identical assets or liabilities in active (liquid)
markets (Level 1) and the lowest ranking to entity inputs that represent an entity's own internally derived
estimates and assumptions (Level 5).

.220 Level 1 Inputs. The FVM exposure draft referred to the use of quoted prices for identical assets or
liabilities in active markets in which the entity could actually transact for the asset or liability "as is" at the
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measurement date. The ability to currently access a Level 1 reference market is important. Because within
Level 1 a quoted price for an identical asset or liability (as-is) represents the sole input used for the estimate,
it limits discretion in pricing the asset or liability.
.221 Level 2 Inputs. The FVM exposure draft referred to quoted prices for similar assets or liabilities in
active markets, adjusted for differences between the asset or liability being measured and other similar assets
or liabilities that are "objectively determinable." In its redeliberations, the FASB reconsidered Level 2 inputs.
To more clearly convey a continuum of inputs, the FASB decided to broaden Level 2 by (1) including quoted
prices for all similar assets or liabilities, whether those prices are quoted in active (liquid) markets or in thin
(illiquid) markets, and (2) removing the objectively determinable criterion, requiring adjustments based on
other market inputs that reflect the assumptions and data that marketplace participants would use in their
estimates.

.222 Level 3 Inputs. The FVM exposure draft included within a single Level 3 all other market inputs
together with entity inputs. To more clearly convey a continuum of inputs, the FASB expanded the levels
within the hierarchy to more clearly convey the inputs within Level 3. Level 3, as clarified, refers to direct
market inputs, that is, observable inputs that relate directly to the asset or liability. Those inputs include
information about interest rates, yield curves, volatilities, prepayment speeds, default rates, loss severities,
credit risks, and liquidities.

.223 Level 4 Inputs. Level 4 refers to market-based inputs that include extrapolated or interpolated
measures that are corroborated through correlation with other market data.

.224 Level 5 Inputs. Level 5 refers to entity inputs that represent an entity's own internal estimates and
assumptions. Those inputs are used as a practical expedient in the absence of market inputs.

Pricing in Active Dealer Markets
.225 In its redeliberations, the FASB reconsidered some aspects of the related guidance within Level 1,
including guidance provided for bid/asked spread estimates. In situations in which the price for the asset
or liability in an active market is quoted in terms of bid and asked prices (for example, in an active dealer
market), the FVM exposure draft prescribed the use of bid prices for long positions (assets) and asked prices
for short positions (liabilities). In its redeliberations, the FASB reconsidered that bid/asked spread pricing
method. Instead, the FASB decided to emphasize the valuation objective and allow a pricing method within
the bid/asked spread that provides the best estimate of an exchange-equivalent price in the circumstances
within all levels of the fair value hierarchy. Methods generally appropriate under SEC ASR118 are generally
appropriate under the FVM Statement. Those methods include (1) bid prices for assets and asked prices for
liabilities, (2) average prices using bid prices, bid and asked prices, or a representative selection of broker
dealer quotes for a particular security, and (3) a valuation within the bid/asked spread considered to best
represent an exchange-equivalent price in the circumstances.

The Effect of Entity's Credit Standing on Eair Value of Liabilities
.226 The FVM exposure draft specified that the estimate should consider the effect of the entity's credit
standing so the estimate reflects the amount that would be observed in an exchange between marketplace
participants of comparable credit standing.
.227 Many respondents raised related issues in the context of liability remeasurements at fair value. In
particular, respondents referred to the "counterintuitive" and confusing reporting that results when changes
in an entity's credit standing are included in liability remeasurements at fair value ("losses" for credit
upgrades and "gains" for credit downgrades).
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.228 In its redeliberations, the FASB affirmed that conceptually, credit standing is an essential component
of a fair value measurement. A measurement that does not consider the effect of the entity's credit standing
is not a fair value measurement. Therefore, the estimate should consider the effect of the entity's credit
standing so that the estimate reflects the amount that would be observed in an exchange between marketplace
participants of comparable credit standing at initial recognition and in all subsequent periods in which the
liability is measured at fair value. The FASB further clarified that in determining the effect of its credit
standing on the estimate of fair value, the entity should consider the terms of any collateral and other credit
enhancements included in the contract for the liability being measured.

.229 The FASB agreed, however, that for liability remeasurements at fair value, the credit standing
concept raises practical concerns. The FASB plans to separately consider those issues.

Measurement of Blocks
.230 For a large position of unrestricted securities that trades in an active market (block), other FASB
Statements (for example, FASB Statements No. 107, Disclosures about Fair Value of Financial Instruments; No.
115, Accounting for Certain Investments in Debt and Equity Securities; No. 124, Accounting for Certain Investments
Held by Not-for-Profit Organizations; and No. 133, Accounting for Derivative Instruments and Hedging Activities),
prohibit an estimate of fair value using a blockage factor, that is, a discount (or premium) based on the size
of the position relative to trading volume. Those FASB Statements require an estimate of fair value
determined as the product of the quoted price of an individual trading unit times the quantity held (PxQ),
even if a market's normal trading volume for one day is not sufficient to absorb the quantity held and placing
orders to sell (liquidate) the position in a single transaction might affect the quoted price.

.231 For blocks held by broker-dealers and certain investment companies (those that used blockage
factors in financial statements for fiscal years ending on or before May 31, 2000), the AICPA Audit and
Accounting Guides for broker-dealers and investment companies allowed an exception, permitting an
estimate of fair value using a blockage factor. In developing this Statement, the FASB addressed that
inconsistency, considering the earlier work completed by the AICPA Accounting Standards Executive
Committee (AcSEC) through its Blockage Factor Task Force.
.232 In the FVM exposure draft, the FASB decided to allow the exception for broker-dealers and certain
investment companies under the AICPA Audit and Accounting Guides. However, in its redeliberations, the
FASB decided to require an estimate using PxQ, thereby prohibiting the use of blockage factors by all entities.
In reaching that decision, the FASB affirmed its conclusions in other FASB Statements (including Statement
107). In that regard, the FASB emphasized that basing the fair value on a quoted price in an active market,
regardless of the size of the position held, results in comparable reporting. Therefore, this Statement
effectively nullifies the related guidance (removes the exception) in the AICPA Audit and Accounting Guides
for broker-dealers and investment companies.

Disclosures
.233 The FASB revised aspects of the proposed disclosure requirements as follows:
a. For each major category of assets and liabilities remeasured at fair value during the period, the
disclosures should segregate fair value amounts into three disclosure levels, that is, fair value
amounts at the end of the period determined using quoted prices for identical assets or liabilities
(Level 1), direct market inputs (Level 2 and Level 3), and indirect inputs (Level 4 and Level 5), and
include information about the valuation techniques used. The FASB eliminated the related guidance
in paragraph 8 of the FVM exposure draft, which would have required that those valuation
techniques be consistently applied. Instead, the FASB decided to emphasize the valuation objective,
that is, to use the valuation technique(s) that provide the best estimate of fair value in the circum
stances.
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b. Total gains or losses (unrealized and realized) should be disclosed for each major category of assets
and liabilities remeasured at fair value during the period, segregating amounts included in earnings
and in other comprehensive income. Unrealized gains or losses related to those assets and liabilities
still held at the reporting date should be separately disclosed for each disclosure level below Level 3.
c.

Quantitative disclosures using a tabular format are required for interim and annual periods. Other
disclosures (for example, information about the valuation techniques used) are required for annual
periods only.

d. The fair value information disclosed under the FVM Statement should include the fair value
information disclosed under FASB Statement No. 107 and other pronouncements in the periods in
which those disclosures are required, if practicable.

Effective Date
.234 The FVM Statement would be effective for financial statements issued for fiscal years beginning after
December 15, 2006, except as follows. The fair value disclosures required by the FVM Statement would be
effective for financial statements issued for fiscal years ending after December 15, 2006. Earlier application
is encouraged.
.235 The provisions of the FVM Statement should be initially applied prospectively, except as follows.
For large positions of unrestricted securities with quoted prices in active markets (blocks), the provisions of
the FVM Statement should be initially applied retrospectively to all prior periods (a "full" retrospective
transition approach). The cumulative effect of the change in accounting principle on periods before those
presented should be reflected in the carrying amounts of the related assets and liabilities as of the beginning
of the first period presented. An offsetting adjustment should be made to the opening balance of retained
earnings for that period. The disclosures for a change in accounting principle in FASB Statement No. 154,
Accounting Changes and Error Corrections, are required.

Proposed FSP FAS 133-a
.236 EITF Issue No. 02-3, "Issues Involved in Accounting for Derivative Contracts Held for Trading
Purposes and Contracts Involved in Energy Trading and Risk Management Activities," applies to certain
derivative instruments that are measured at fair value under FASB Statement No. 133, Accounting for
Derivative Instruments and Hedging Activities. In particular, it focuses on transactions that involve any
long-dated, over-the-counter derivative investment in an illiquid market.

.237 An issue addressed in EITF Issue No. 02-3 is how to estimate the fair value of the derivative
instrument at the inception of the contract (initial recognition). Issue No. 02-3, in effect, focuses that issue on
whether the estimate should be based on (a) the transaction price, that is, the price (or rate) for the derivative
instrument in the market in which the entity and the counterparty transact or (b) a model value that represents
an estimate of the price (or rate) for the derivative instrument in the most advantageous market in which the
entity could transact, even if that market does not currently exist (it is hypothetical).
.238 The FASB staff guidance in Issue No. 02-3 specifies that the transaction price should be used to
estimate the fair value of the derivative instrument unless an estimate determined by the entity (generally,
a model value) is derived principally from observable market inputs. Footnote 3 to Issue No. 02-3 states:
The FASB staff believes that, in the absence of (a) quoted market prices in an active market, (b)
observable prices of other current market transactions, or (c) other observable data supporting a
valuation technique, the transaction price represents the best information available with which to
estimate fair value at the inception of the arrangement. Therefore, in the FASB staff's view an entity
should not recognize an unrealized gain or loss at inception of a derivative instrument unless the fair
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value of that instrument is obtained from a quoted market price in an active market or is otherwise
evidenced by comparison to other observable current market transactions or based on a valuation
technique incorporating observable market data. For example, a valuation technique that includes
extrapolated price curves with little or no observable market inputs for any significant duration of
the instrument should not result in an initial fair value estimate that differs from the transaction price
for the instrument taken as a whole, because, in this example, the transaction price is the best evidence
of the instrument's fair value at that point in time.

.239 A related issue is when an unrealized gain (loss) (also referred to as dealer profit (loss)), measured
as the difference between the transaction price and the estimate at initial recognition, should be recognized.
EITF Issue No. 02-3 does not address that issue. As a result, practice is diverse with regard to both the method
and timing of recognition. For example, some entities recognize the unrealized gain (loss) in income when
the estimate is derived principally from observable market inputs (generally at or near the end of the
contract). Other entities amortize the difference into income over the term of the derivative instrument.
.240 Respondents to the June 2004 exposure draft of a proposed FASB Statement, Fair Value Measurements,
raised issues with regard to the proposed guidance and its interaction with the related FASB staff guidance
in EITF Issue No. 02-3. In June 2005, the FASB decided to add a separate project to its agenda to address those
issues in the context of its tentative decisions reached in redeliberations of the exposure draft.
.241 On October 21, 2005, the FASB issued proposed FSP FAS 133-a, "Accounting for Unrealized Gains
(Losses) Relating to Derivative Instruments Measured at Fair Value under Statement 133," which would
nullify the FASB staff guidance included in footnote 3 to EITF Issue No. 02-3. It would not affect the
consensuses reached by the EITF in Issue No. 02-3. This FSP also would amend Statement 133 Implementation
Issue No. B6, "Allocating the Basis of a Hybrid Instrument to the Host Contract and the Embedded
Derivative."

The Derivative Instrument—Initial Fair Value
.242 Derivative instruments subject to the requirements of Statement 133 should be measured at fair value
at initial recognition and in all subsequent periods. Consistent with the definition of fair value (as revised in
the FVM project), the fair value of a derivative instrument should reflect the best estimate of the price (or
rate) for the derivative instrument in the most advantageous market in which the entity could transact
(referred to as the reference market).

.243 In the FVM project, the FASB affirmed that the price in an actual transaction for an asset or liability
involving the entity is presumed to reflect the fair value of the asset or liability at initial recognition, absent
persuasive evidence to the contrary. In that context, for a transaction involving a derivative instrument:

a.

The transaction price presumption is not rebutted at initial recognition of the derivative instrument
if the market in which the transaction occurs is the reference market for the derivative instrument.
That would often be the case if the entity is the purchaser of the derivative instrument (the customer).
In that case, the estimate of the fair value of the derivative instrument shall be the price in that market
(the transaction price).

b. The transaction price presumption is rebutted at initial recognition of the derivative instrument if the
market in which the transaction occurs (for example, a retail market) is not the reference market for
the derivative instrument. That would be the case if the entity would transact in a more advantageous
market for the derivative instrument (for example, a dealer market). In that case, the estimate of the
fair value of the derivative instrument shall be the price in the reference market for that derivative
instrument (generally, a model value).
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Unrealized Gain (Loss)
.244 If the transaction price presumption is rebutted at initial recognition of the derivative instrument, an
unrealized gain (loss), measured as the difference between the transaction price and the estimate of the fair value
of the derivative instrument, shall be recognized in income when a minimum reliability threshold is met for the
estimate. If the transaction price presumption is not rebutted at initial recognition of the derivative instrument,
the transaction price and the estimate of the fair value of the derivative instrument should be the same. Therefore,
there is no unrealized gain (loss). The minimum reliability threshold is met if the estimate falls within Levels 1 to
4 of the fair value hierarchy as described in the FVM Statement. Therefore:

a.

If the minimum reliability threshold is met for the estimate at initial recognition of the derivative
instrument, an unrealized gain (loss) shall be recognized in income.

b.

If the minimum reliability threshold is not met for the estimate at initial recognition of the derivative
instrument, an unrealized gain (loss) shall be recognized as a deferred credit or debit, separate from
the derivative instrument. An unrealized gain (loss) that is deferred shall be recognized in income
when the minimum reliability threshold for the estimate is met (or when the contract expires due to
maturity or exercise). An unrealized gain (loss) that is deferred shall not be amortized into income
or recorded in equity.

Fair Value Estimates in Subsequent Periods
.245 In subsequent periods, changes in the fair value of the derivative instrument shall be recognized in
income (or other comprehensive income) in accordance with the provisions of FASB Statement No. 133. For
purposes of recognizing changes in the fair value of the derivative instrument in subsequent periods, the
minimum reliability threshold described above does not apply.

Example
.246 The proposed guidance above is illustrated by reference to the following simplified example in
which a derivatives dealer (entity) executes a derivative transaction (for example, a customized swap) with
a retail customer.
.247 The transaction price is $0, the model value is $2, and the transaction price presumption is rebutted.
Therefore, dealer profit is $2. The model value is derived principally from entity-based inputs (a Level 5
estimate). In that case, the entity would recognize a derivative asset of $2 based on the model value and defer
the dealer profit of $2 (as a deferred credit), separate from the derivative.
.248 In a subsequent period, the model value increases to $5. The model value continues to be derived
principally from entity-based inputs (a Level 5 estimate). In that case, the entity would increase the derivative
asset to $5 based on the model value and recognize the change in fair value (of $3) in earnings. The entity
would continue to defer the dealer profit (of $2) until the model value meets the minimum reliability
threshold (a Level 4 estimate).

Disclosures
.249 Under the proposed FSP, an entity shall disclose the following information:

a.

Gross unrealized gains and losses at initial recognition of a derivative instrument recognized in
income during the current period.

b.

Gross unrealized gains and losses at initial recognition of a derivative instrument that are deferred
in the statement of financial position, and a reconciliation of the beginning and ending deferred
balance(s) during the period, indicating where in the statement of financial position the deferred
amounts are reported.

.250 In subsequent periods, the disclosures in FVM Statement shall apply.
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Amendment of FASB Statement No. 133 Implementation Issue No. B6
.251 The proposed FSP would amend FASB Statement No. 133 Implementation Issue No. B6, Allocating
the Basis of a Hybrid Instrument to the Host Contract and the Embedded Derivative, to clarify that for a hybrid
instrument with an embedded derivative that would be subject to the proposed FSP if that derivative were
freestanding, a dealer profit component should be separately recognized in accordance with the provisions
of the proposed FSP, that is, separately recognized in earnings or as a deferred credit (debit), depending on
where within the hierarchy the estimate of fair value falls.

Effective Date
.252 The proposed FSP shall be effective for financial statements issued for fiscal years beginning after
December 15,2006, and interim periods within those fiscal years. Earlier application is encouraged, but only
if the FASB FVM Statement has been applied. The proposed FSP shall be applied retrospectively as of the
beginning of the fiscal year in which this FSP is initially applied. An offsetting adjustment, if any, shall be
made to the opening balance of retained earnings for that fiscal year. In the fiscal year in which this FSP is
initially applied, and in all interim periods within that fiscal year, an entity shall disclose the effect of the
change in accounting principle on income before extraordinary items and any affected per-share amounts,
if applicable (FASB Statement No. 154, Accounting Changes and Error Corrections, paragraphs 17(b)(2) and 18).

.253 Please refer to www.fasb.org/fasb staff positions/prop_fsp_fasl33-a.pdf for a complete text of the
proposed FSP.

Exposure Drafts Related to FASB Statement No. 140
.254 On August 11, 2005, the FASB issued three exposure drafts that are discussed below. All three
proposed Statements would amend FASB Statement No. 140. The exposure draft on certain hybrid financial
instruments also would amend FASB Statement No. 133. These exposure drafts make significant changes in
the accounting for transfers of financial assets, servicing of financial assets, and the accounting for certain
hybrid instruments. Comments were due on October 10, 2005.

Accounting for Transfers of Financial Assets
.255 This exposure draft is a revision of the June 2003 exposure draft, Qualifying Special-Purpose Entities
and Isolation of Transferred Assets. The revised exposure draft reflects what the FASB learned from constituents'
comments in the earlier effort and deals with some new issues.

.256 Specifically, the revised proposed Statement seeks to (a) clearly specify the circumstances that
require the use of a qualifying special-purpose entity (SPE) in order to derecognize all or a portion of financial
assets, (b) provide additional guidance on permitted activities of qualifying SPEs, (c) eliminate the prohibition
on a qualifying SPE's ability to hold passive derivative financial instruments that pertain to beneficial
interests held by a transferor, and (d) revise the initial measurement of interests related to transferred financial
assets held by a transferor.
.257 You can access this exposure draft at www.fasb.org/draft/rev ed_qspe amend_stl40.pdf and get
updated information on the status of this project at www.fasb.org/project/qualifying spe.shtml.

Accounting for Servicing of Financial Assets
.258 This exposure draft would amend FASB Statement No. 140 with respect to the accounting for
separately recognized servicing rights. The FASB added this project to its agenda in response to constituents'
requests to simplify the accounting and to mitigate the effect of having different measurement attributes for
related financial instruments.
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.259 Specifically, the proposed Statement would (a) require all separately recognized servicing rights to
be initially measured at fair value, if practicable, (b) permit an entity to choose between two measurement
methods for each class of separately recognized servicing assets and liabilities, and (c) require additional
disclosures for all separately recognized servicing rights.

.260 You can access this exposure draft at www.fasb.org/draft/ed_servicing_financial_assets_
amendstl40.pdf and get updated information on the status of this project at www.fasb.org/project/
servicingrights.shtml.

Accounting for Certain Hybrid Financial Instruments
.261 This exposure draft would amend FASB Statements No. 133 and No. 140 to eliminate a temporary
exemption from FASB Statement No. 133 for certain securitized interests and to simplify the accounting for
hybrid instruments.
.262 Specifically, the proposed Statement would (a) permit fair value remeasurement for any hybrid
financial instrument that contains an embedded derivative that otherwise would require bifurcation, (b)
clarify which interest-only strips and principal-only strips are not subject to the requirements of FASB
Statement No. 133, (c) establish a requirement to evaluate beneficial interests in securitized financial assets
to identify interests that are freestanding derivatives or that are hybrid financial instruments that contain an
embedded derivative requiring bifurcation, (d) clarify that concentrations of credit risk in the form of
subordination are not embedded derivatives, and (e) eliminate restrictions on a qualifying SPE's ability to
hold passive derivative financial instruments that pertain to beneficial interests that are themselves or that
contain a derivative financial instrument.
.263 You can access this exposure draft at www.fasb.org/draft/ed_hybrid_financial_instruments.pdf
and get updated information on the status of this project at www.fasb.org/project/hybrid_financial_
instruments.shtml.

EITF Issue No. 04-7 and Proposed FSP No. FIN 46(R)-c
.264 FASB Interpretation No. 46 (revised December 2003), Consolidation of Variable Interest Entities,
provides guidance on how to apply the controlling financial interest criteria in AICPA Accounting Research
Bulletin No. 51, Consolidated Financial Statements, to variable interest entities (VIEs). VIEs are evaluated for
consolidation based on all contractual, ownership, or other interests that expose their holders to the risks
and rewards of the entity. These interests are termed variable interests. An integral part of applying FASB
Interpretation No. 46(R) is determining whether interests are variable interests. Constituents have raised
concerns that FASB Interpretation No. 46(R) is unclear about how an entity should determine whether a
contract absorbs variability. Different approaches for making this determination have developed, which
results in inconsistent identification of interests as variable interests. These inconsistencies can have a
significant impact on the determination of which party should consolidate the VIE. The issue is what
variability should be considered when determining whether an interest is a variable interest.
.265 To address this issue, in May 2004 the EITF added Issue No. 04-7, "Determining Whether an Interest
is a Variable Interest in a Potential Variable Interest Entity," to its agenda. Throughout its deliberations, the
EITF has acknowledged that both cash flow and fair value variability can be significant when determining
whether an interest is a variable interest. However, the EITF struggled with the conceptual basis as to when
it is appropriate to consider one type of variability instead of the other.
.266 At the March 17, 2005, meeting the EITF observed that guidance would be needed from the FASB
to determine how the design of the entity would be used to determine the variability to be considered. At its
March 30, 2005, meeting the FASB agreed to provide such guidance in the form of an FSP.
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.267 On September 29,2005, a proposed FSP FIN 46(R)-c, “Determining the Variability to Be Considered
In Applying FASB Interpretation No. 46(R)," that addresses determining the variability to be considered
when applying FASB Interpretation No. 46 (revised December 2003) was issued for public comment. The
proposed FSP recognizes that there currently is diversity in practice with respect to determining the
variability to consider when applying FASB Interpretation No. 46(R). The proposed FSP outlines, in principle,
a systematic process for analyzing the design of the VIE or potential VIE to determine the purpose of the
entity and the risks and variability the entity was designed to create and pass along to its interest holders.
Examples are included to illustrate how that process would be applied to specific transactions.

.268 The guidance in the final FSP would be effective prospectively from the date the FSP is posted to
the FASB Web site for new initial determinations of whether an entity is a VIE (including newly created
entities). In addition, the guidance would be effective for all entities previously analyzed under FASB
Interpretation No. 46(R) for which a reconsideration event as to whether an entity is a VIE occurs pursuant
to paragraph 7 of FASB Interpretation No. 46(R) after the effective date. Early application also would be
permitted for periods for which financial statements have not yet been issued. Retroactive application to the
date of the initial application of FASB Interpretation No. 46(R) would be permitted but not required.
Retrospective application, if elected, must be completed no later than the first interim or annual reporting
period ending after April 15, 2006.
.269 A 60-day public comment period for this proposed FSP ended November 30, 2005. The final FSP is
expected to be issued in the first quarter of 2006.

.270 Please refer to www.fasb.org/fasb staff positions/prop_fsp_fin46r-c.pdf for a complete text of the
proposed FSP and to www.fasb.org/project/variable_interest.shtml for information on the status of this
project.

FASB Fair Value Option Project
.271 In this project, the FASB is considering whether to permit entities a one-time election, at the initial
recognition of a contract, to report certain financial instruments (and perhaps similar nonfinancial instru
ments) at fair value with the changes in fair value included in earnings. The fundamental objectives of this
project include the following:
1. To mitigate problems in determining reported earnings caused by the mixed-attribute model (that
is, problems related to some assets or liabilities being reported at the fair value measurement
attribute, but other related liabilities and assets being reported at another measurement attribute,
such as amortized cost).

2. To enable entities to achieve an offset accounting effect for the changes in the fair values of related
assets and liabilities without having to apply more complex hedge accounting provisions, thereby
providing some potential simplicity in the application of the accounting guidance for this area.
3. To achieve further convergence with the International Accounting Standards Board (IASB), which
has incorporated a fair value option for financial instruments in its IAS 39, Financial Instruments:
Recognition and Measurement.
4. To expand the use of the fair value measurement attribute, particularly for financial instruments.

.272 The FASB decided that no eligibility criteria should be imposed on the election of the fair value
option because the broad availability of the fair value option is more consistent with the fundamental
objectives of the project.
.273 One of the issues discussed in connection with this project is whether to curtail a debtor's recognizing
in earnings the effect of changes in its creditworthiness in reporting liabilities at fair value when the fair value
option has been elected. At its October 19,2005, meeting, the FASB discussed several approaches for possibly
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curtailing a debtor's recognition of the portion of a liability's changes in fair value that is attributable to
changes in its own creditworthiness in conjunction with reporting liabilities at fair value. The FASB rejected
any such curtailment of the effect of changes in the debtor's creditworthiness. That decision applies to
derivative liabilities reported at fair value under FASB Statement No. 133, Accounting for Derivative Instru
ments and Hedging Activities, as well as any other liabilities reported at fair value, such as those for which the
fair value option will have been elected.

.274 The FASB also discussed specific disclosures related to liabilities that are reported at fair value and
the portion of the fair value change that is attributable to changes in the debtor's creditworthiness. Although
the FASB indicated preliminary support for disclosing the difference between the carrying amount of a
financial liability and the amount the entity would be contractually required to pay at maturity to the holder
of the obligation, no decisions regarding disclosures were made at this time. Instead, disclosures will be
addressed comprehensively later in the FASB's deliberations on this project.
.275 The FASB plans to issue an exposure draft in the first quarter of 2006. Please refer to www.fasb.
org/project/fv_option.shtml for information on the status of this project.

Proposed SOP, Clarification of the Scope of the Audit and Accounting Guide Audits
of Investment Companies and Accounting by Parent Companies and Equity Method
Investors for Investments in Investment Companies
.276 At its September 2003 meeting, AcSEC approved for final issuance the SOP Clarification of the Scope
of the Audit and Accounting Guide Audits of Investment Companies and Accounting by Parent Companies
and Equity Method Investors for Investments in Investment Companies, subject to AcSEC's negative
clearance and FASB clearance. At its June 15,2004, meeting, the FASB did not object to issuance of the SOP,
subject to certain revisions. Subsequent to the June 15 clearance meeting, it came to the task force's attention
that certain provisions of the draft SOP may include potential unintended consequences. The task force is
considering proposing additional revisions to the SOP to address those potential unintended consequences.

.277 Among other things, this SOP will address whether investment company accounting should be
retained by a parent company (of an investment company) in consolidation or by an investor (in an
investment company) that has the ability to exercise significant influence over the investment company and
applies the equity method of accounting to its investment in the entity. Some practitioners are concerned
that the conditions specified in the proposed SOP for determining whether investment company accounting
should be retained in the consolidated financial statements of the entity's parent company or an equity
method investor are too restrictive. For example, paragraph 30(b) of the proposed SOP provides that to retain
investment company accounting in the financial statements of the entity's parent company, the consolidated
group (the parent company and its consolidated subsidiaries) should follow established policies that
effectively distinguish the nature and type of investments made by the investment company from the nature
and type of investments made by other entities within the consolidated group that are not investment
companies. Those policies should address, at a minimum, (1) the degree of influence held by the investment
company and its related parties over the investees of the investment company, (2) the extent to which
investees of the investment company or their affiliates are in the same line of business as the parent company
or its related parties, and (3) the level of ownership interest held in the investment company by the
consolidated group. The guidance in this condition is intended to prohibit the consolidated group from
selectively making investments within an investment company subsidiary that are similar to investments
held by noninvestment company members of the consolidated group when those investments would be
accounted for by the equity method, by consolidation, or at cost if the investment were made by a
noninvestment company member of the consolidated group.
.278 AcSEC expects to issue the final SOP in the first quarter of 2006. Please stay alert to further
developments.
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Revision of AICPA Practice Aid Audits of Futures Commission Merchants,
Introducing Brokers, and Commodity Pools
.279 This Practice Aid provides practitioners with nonauthoritative practical guidance on auditing
financial statements of futures commission merchants, introducing brokers, and commodity pools. Organ
ized to complement the Audit and Accounting Guide Brokers and Dealers in Securities, this Practice Aid
includes an overview of the commodity industry; discussions of regulatory considerations, auditing consid
erations, and accounting standards; and illustrative financial statements of FCMs, IBs, and commodity pools.

.280 The Commodity Practice Aid Task Force of the AICPA is in the process of revamping this Practice
Aid to reflect changes in accounting and auditing guidance and regulatory rules that occurred since the
original issuance of this publication. The revised Practice Aid will provide practitioners with nonauthorita
tive, practical guidance on auditing financial statements of futures commission merchants, introducing
brokers, and commodity pools. Readers should be alert to further developments.

Auditing Pipeline—Nonpublic Companies

Eight SASs Related to Audit Risk
.281 In October 2005, the AICPA's Auditing Standards Board (ASB) voted out eight SASs related to risk
assessment. The ASB believes that the requirements and guidance provided in the SASs would result in a
substantial change in audit practice and in more effective audits. The primary objective of the SASs is to
enhance auditors' application of the audit risk model in practice by requiring:
•

More in-depth understanding of the entity and its environment, including its internal control, to
identify the risks of material misstatement in the financial statements and what the entity is doing to
mitigate them.

•

More rigorous assessment of the risks of material misstatement of the financial statements based on
that understanding.

•

Improved linkage between the assessed risks and the nature, timing, and extent of audit procedures
performed in response to those risks.

.282 The eight SASs consist of:
•

Due Professional Care in the Performance of Work

•

Statement on Auditing Standards No. 95, Generally Accepted Auditing Standards

•

Audit Evidence

•

Audit Risk and Materiality in Conducting an Audit

•

Planning and Supervision

•

Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement

•

Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit Evidence Obtained

•

Amendment to Statement on Auditing Standards No. 39, Audit Sampling

.283 The SASs establish standards and provide guidance concerning the auditor's assessment of the risks
of material misstatement in a financial statement audit, and the design and performance of audit procedures
whose nature, timing, and extent are responsive to the assessed risks. Additionally, the SASs establish
standards and provide guidance on planning and supervision, the nature of audit evidence, and evaluating
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whether the audit evidence obtained affords a reasonable basis for an opinion regarding the financial
statements under audit. Readers should be alert for the issuance of final standards in the first quarter of 2006.

Proposed SAS, Communication of Internal Control Related Matters Noted in an Audit
.284 This proposed SAS will supersede AU section 325, Communication of Internal Control Related Matters
Noted in an Audit (AICPA, Professional Standards, vol. 1), and significantly strengthen the quality of auditor
communications of such matters in audits of nonpublic companies. Readers should be alert for the issuance
of a final standard in the first quarter of 2006.

Proposed Statement on Standards for Attestation Engagements, Reporting on an Entity's
Internal Control Over Financial Reporting
.285 This proposed Statement on Standards for Attestation Engagements (SSAE) establishes standards
and provides guidance to the practitioner who is engaged to issue or does issue an examination report on
the effectiveness of an entity's internal control over financial reporting as of a point in time (or on an assertion
thereon). Specifically, guidance is provided regarding the following:
•

Conditions that must be met for a practitioner to accept an engagement to examine the effectiveness
of an entity's internal control and the prohibition of acceptance of an engagement to review such
subject matter

•

Engagements to examine the design and operating effectiveness of an entity's internal control

•

Engagements to examine the design and operating effectiveness of a portion of an entity's internal
control (for example, internal control over financial reporting of an entity's operating division or its
accounts receivable)

•

Engagements to examine only the suitability of design of an entity's internal control (no assertion is
made about the operating effectiveness of internal control)

•

Engagements to examine the design and operating effectiveness of an entity's internal control based
on criteria established by a regulatory agency

.286 Readers should be alert for the issuance of a final standard.

Amendment to SAS No. 69, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles, for Nongovernmental Entities
.287 The ASB has issued an exposure draft introducing a proposed SAS entitled Amendment to Statement
on Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With Generally Accepted Accounting
Principles, for Nongovernmental Entities. This proposed SAS, which applies only to nongovernmental entities,
has been issued in response to the FASB's proposed Statement of Financial Accounting Standards entitled
The Hierarchy of Generally Accepted Accounting Principles. The FASB proposal moves responsibility for the
GAAP hierarchy for nongovernmental entities from the auditing literature (SAS No. 69 (AU section 411)) to
the accounting literature. The proposed SAS deletes the GAAP hierarchy for nongovernmental entities from
SAS No. 69. The ASB decided to coordinate the provisions and effective date of this exposure draft with the
FASB proposed statement, which can be obtained at www.fasb.org.

Resource Central
On the Bookshelf
.288 The following AICPA publications deliver valuable guidance and practical assistance as potent tools
to be used in your engagements:
AICPA Audit and Accounting Manual
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•

Audit and Accounting Guide Brokers and Dealers in Securities (product no. 012705kk)

•

Audit Guide Auditing Derivative Instruments, Hedging Activities, and Investments in Securities (product
no. 012523kk)

•

Audit Guide Auditing Revenue in Certain Industries (product no. 012515kk)

•

Audit Guide Audit Sampling (product no. 012530kk)

•

Audit Guide Analytical Procedures (product no. 012555kk)

•

Audit Guide Service Organizations: Applying SAS No. 70, As Amended (product no. 012775kk)

•

Practice Aid Auditing Estimates and Other Soft Accounting Information (product no. 0100l0kk)

•

Accounting Trends & Techniques—2005 (product no. 009897kk)

•

Practice Aid Preparing and Reporting on Cash- and Tax-Basis Financial Statements (product no. 006701kk)

•

Practice Aid Fraud Detection in a GAAS Audit (product no. 006615kk)

Audit and Accounting Manual
.289 The Audit and Accounting Manual (product no. 005135kk) is developed exclusively for small- and
medium-size CPA practices. This unique one-volume manual explains and demonstrates useful techniques
and procedures for conducting compilation, review and audit engagements—from planning to internal
control to accountants' reports.

AICPA reSOURCE Online: Accounting and Auditing Literature
.290 Get access—anytime, anywhere—to the AICPA's latest Professional Standards, Technical Practice Aids,
Audit and Accounting Guides, Audit Risk Alerts, and Accounting Trends & Techniques. To subscribe to this
essential online service, go to cpa2biz.com.

Educational Courses
.291 The AICPA has developed a number of continuing professional education (CPE) courses that are
valuable to CPAs working in public practice and industry. Those courses include:
•

AICPA's Annual Accounting and Auditing Update Workshop (2005 edition) (product no. 736181kk, text;
also available in video and DVD formats with a manual). Whether you are in industry or public
practice, this course keeps you current and informed and shows you how to apply the most recent
standards.

•

Fraud and the Financial Statement Audit: Auditor Responsibilities Under SAS 99 (product no. 731812kk,
text; for product numbers for other formats please refer to the cpa2biz Web site). The new fraud
standard may not change your responsibilities for detecting fraud in a financial statement audit, but
it will change how you meet that responsibility. Practitioners will benefit from a risk assessment
approach to detecting fraud in a financial statement audit. You will learn the conceptual framework
necessary to understand the characteristics of fraud.

•

Auditing for Internal Fraud (product no. 730274kk). This course provides the auditor with the tools to
identify fraud schemes. It trains CPAs to focus their analytical and substantive tests on the fraud
triangle when evaluating internal controls. It also illustrates the latest in fraud prevention and
detection programs implemented by industry leaders.
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•

Identifying Fraudulent Financial Transactions (product no. 730245kk). Learn to identify the red flags of
fraud in financial information and to analyze a variety of fraud schemes. You will develop a
framework for detecting financial statement fraud and learn about fraud schemes in revenue,
inventory, liabilities, and assets.

•

Independence (product no. 739170kk). This interactive CD-ROM course reviews the AICPA authori
tative literature covering independence standards (including the AICPA SEC practice section inde
pendence requirements), SEC regulations on independence, and Independence Standards Board
(ISB) standards.

•

SEC Reporting (product no. 736772kk, text; for product numbers for other formats please refer to the
cpa2biz Web site). This course helps the practicing CPA and corporate financial officer learn to apply
SEC reporting requirements. It clarifies the more important and difficult disclosure requirements.

•

Internal Control and IT: Reliable Reporting and Fraud Prevention (product no. 732550kk). This course will
provide an overview of the key auditing standards, conceptual frameworks, IT infrastructures and
auditing issues you are likely to face on medium to small company engagements.

.292 For listing of additional courses available please download the Fall/Winter 2005 AICPA CPE Catalog
at https://media.cpa2biz.com/Publication/05_fall_winter_FINAL.pdf. You can also check at https://
www.cpa2biz.com/CPE/default.htm for availability of a more recent catalog.

Online CPE
.293 AICPA InfoBytes, offered exclusively through CPA2Biz.com, is AICPA's flagship online learning
product. Selected as one of Accounting Today's top 100 products for 2004, AICPA InfoBytes now offers a free
trial subscription to the entire product for up to 30 days. AICPA members pay $149 ($369 nonmembers) for
a new subscription and $119 ($319 nonmembers) for the annual renewal. Divided into one- and two-credit
courses that are available 24/7, AICPA InfoBytes offers hundreds of hours of learning in a wide variety of
topics. To register or learn more, visit www.cpa2biz.com/infobytes.

Webcasts
.294 Stay plugged in to what's happening and earn CPE credit right from your desktop. AICPA Webcasts
are high-quality two-hour CPE programs that bring you the latest topics from the profession's leading
experts. Broadcast live, they allow you to interact with the presenters and join in on the discussion. If you
can't make the live event, each Webcast is archived and available on CD-ROM.

CFO Quarterly Roundtable Series
.295 The CFO Roundtable Webcast Series—brought to you each calendar quarter—is designed to cover
a broad array of "hot topics" that successful organizations employ and subjects that are important to a CFO's
personal success. From financial reporting and budgeting and forecasting, to asset management and
operations, the roundtable helps CFOs, treasurers, controllers, and other financial executives excel in their
demanding roles.

SEC Quarterly Update Series
.296 The SEC Quarterly Update Webcast Series—brought to you each calendar quarter—showcases the
profession's leading experts on what's "hot" at the SEC. From corporate accounting reform legislation and
new regulatory initiatives to accounting and reporting requirements and CorpFin activities, these hard-hit
ting sessions will keep you "plugged-in" to what's important. A must for both preparers in public companies
and practitioners who have public company clients, this is the place to be when it comes to knowing about
the areas of current interest at the SEC.
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National Securities Industry Conference
.297 Each year, the AICPA cosponsors with the Financial Management Division of the Securities Industry
Association the National Conference on the Securities Industry, which is specifically designed to update
auditors and securities industry financial executives on significant accounting, legal, financial, and tax
developments affecting the securities industry. Information on the conference may be obtained by calling
the AICPA CPE Conference Hotline at (888) 777-7077 or visiting the AICPA Web site at www.aicpa.org.

Member Satisfaction Center
.298 To order AICPA products, receive information about AICPA activities, and find help on your
membership questions, call the AICPA Member Satisfaction Center at (888) 777-7077.

Hotlines
Accounting and Auditing Technical Hotline
.299 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call (888) 777-7077.

Ethics Hotline
.300 Members of the AICPA's Professional Ethics Team answer inquiries concerning independence and
other behavioral issues related to the application of the AICPA Code of Professional Conduct. Call (888)
777-7077.

Web Sites
AICPA Online and CPA2Biz
.301 AICPA Online, at www.aicpa.org, offers CPAs the unique opportunity to stay abreast of matters
relevant to the CPA profession. AICPA Online informs you of developments in the accounting and auditing
world as well as developments in congressional and political affairs affecting CPAs. In addition,
www.cpa2biz.com offers all the latest AICPA products, including the Audit Risk Alerts, Audit and Account
ing Guides, the professional standards, and CPE courses.

Other Helpful Web Sites
.302 Further information on matters addressed in this Audit Risk Alert is available through various
publications and services offered by a number of organizations. Some of those organizations are listed in the
"Information Sources" table at the end of this Alert.
.303 This Audit Risk Alert replaces Securities Industry Developments—2004/05. The Securities Industry
Developments Audit Risk Alert is published annually. As you encounter audit or industry issues that you
believe warrant discussion in next year's Alert, please feel free to share them with us. Any other comments
that you have about the Alert would also be appreciated. You may e-mail these comments to
ymishkevich@aicpa.org, or write to:
Yelena Mishkevich, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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Information Sources
Organization
American Institute of Certified Public
Accountants

Web Site, Address, Telephone
www.aicpa.org

Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
Telephone: (888) 777-7077
Financial Accounting Standards Board

www.fasb.org
Order Department:
401 Merritt 7
P.O. Box 5116
Norwalk, CT 06856-5116
Telephone: (203) 847-0700

Financial Crimes Enforcement Network
(FinCEN)

www.fincen.gov/

U.S. Securities and
Exchange Commission

www.sec.gov
100 F Street, NE
Washington, DC 20549
Publications Unit (202) 551-4040
SEC Public Reference Room (202) 551-8090

Securities Industry Association

www.sia.com

120 Broadway, 35th floor
New York, NY 10271-0080
Telephone: (212) 608-1500
New York Stock Exchange, Inc.

www.nyse.com

11 Wall Street
New York, NY 10005
Telephone: (212) 656-3000
National Association of Securities
Dealers, Inc.

www.nasd.com
1735 K Street, NW
Washington, DC 20006-1500
Telephone: (202) 728-8000

The Bond Market Association

www.bondmarkets.com
360 Madison Avenue
New York, NY 10017-7111
Telephone: (646) 637-9200

(continued)
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Web Site, Address, Telephone

www.cftc.gov
Three Lafayette Centre
1155 21st Street, NW
Washington, DC 20581
Telephone: (202) 418-5000

Futures Industry Association

www.futuresindustry.org
2001 Pennsylvania Avenue,
NW Suite 600
Washington, DC 20006
Telephone: (202) 466-5460

National Futures Association

www.nfa.futures.org
200 West Madison Street
Chicago, IL 60606
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AAM Section 8120
Not-for-Profit Organizations Industry
Developments—2006
STRENGTHENING AUDIT INTEGRITY
SAFEGUARDING FINANCIAL REPORTING

NOTICE TO READERS
NOT-FOR-PROFIT ORGANIZATIONS INDUSTRY DEVELOPMENTS—2006
This Audit Risk Alert, prepared by the AICPA staff, is intended to provide auditors of financial
statements of not-for-profit organizations with an overview of recent economic, technical,
industry, regulatory, and professional developments that may affect the audits they perform.
This publication is an Other Auditing Publication as defined in Statement on Auditing
Standards (SAS) No. 95, Generally Accepted Auditing Standards (AICPA, Professional Standards,
vol. 1, AU sec. 150). Other Auditing Publications have no authoritative status; however, they
may help the auditor understand and apply SASs.
If an auditor applies the auditing guidance included in an Other Auditing Publication, he or
she should be satisfied that, in his or her judgment, it is both appropriate and relevant to the
circumstances of his or her audit. The auditing guidance in this document has been reviewed
by the AICPA Audit and Attest Standards staff and published by the AICPA, and is presumed
to be appropriate. This document has not been approved, disapproved, or otherwise acted on
by a senior technical committee of the AICPA.

Lori A. West, CPA
Technical Manager
Accounting and Auditing Publications
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How This Alert Helps You
.01 This Audit Risk Alert helps you plan and perform your not-for-profit (NFP) organization audits. The
information delivered by this Alert assists you in achieving a more robust understanding of the business and
economic environment in which your clients operate—an understanding that is more clearly linked to the
assessment of the risk of material misstatement of the financial statements. Also, this Alert delivers
information about emerging practice issues and current accounting, auditing, and regulatory develop
ments.

.02 If you understand what is happening in the not-for-profit industry, and you can interpret and add
value to that information, you will be able to offer valuable service and advice to your clients. This Alert
assists you in making considerable strides in gaining and understanding that industry information.
AICPA Audit and Accounting Manual
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Understanding the Organization and Its Environment and
Assessing Risks
.03 An auditor should obtain an understanding of relevant industry, regulatory, and other external
factors. These factors include the following:
•

Industry conditions

•

The regulatory environment encompassing, among other matters, relevant accounting pronounce
ments

•

The legal and political environment

•

Other external factors, such as general economic conditions

.04 The not-for-profit industry may be subject to specific risks of material misstatement arising from the
nature of the business, the degree of regulation, or other external forces (for example, political, economic,
social, technical, and competitive).

.05 The auditor should obtain an understanding of the organization's objectives and strategies, and the
related business risks that may result in material misstatement of the financial statements. Business risks
result from significant conditions, events, circumstances, actions, or inactions that could adversely affect the
organization's ability to achieve its objectives and execute its strategies, or through the setting of inappro
priate objectives and strategies. An understanding of business risks increases the likelihood of identifying
risks of material misstatement, although the auditor does not have a responsibility to identify or assess all
business risks. Many business risks could eventually have financial consequences and, therefore, affect the
financial statements; obviously, however, not all business risks give rise to risks of material misstatement.
.06 After gaining an understanding of the organization and its environment, the auditor needs to make
risk assessments at the financial statement and relevant assertion levels based on that understanding.

.07 Presented in this Alert are current business, economic, regulatory, accounting, and auditing matters
that may affect your clients. Reading about these matters and properly addressing them as necessary will
help you gain a better understanding of your client's environment, will help you better assess risks of material
misstatement of the financial statements, and will ultimately strengthen the integrity of your audits.

Economic and Industry Developments
The State of the Economy

.08 In planning their audits, auditors need to understand the economic conditions facing the industry in
which the client operates. Economic activities relating to factors such as interest rates, consumer confidence,
overall economic expansion or contraction, inflation, and the labor market are likely to have an impact on
the organization's financial statements being audited.
.09 A number of critical strains to the economy and business environment currently exist. They include:
•

Rising interest rates

•

Soaring gasoline prices, which may threaten consumer spending, a vital tower of strength for the U.S.
economy

•

Dangerously high and rising consumer debt levels
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•

Negative savings rate

•

A softening housing boom in some markets
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.10 Although the U.S. economy has been quite favorable on the whole, these strains could upset economic
growth, possibly affecting your client's operations and therefore possibly affecting audit risk. Such strains
may affect discretionary consumer spending and thereby decrease the willingness of consumers to make
contributions to not-for-profit organizations.
.11 The U.S. gross domestic product (GDP), which is the broadest measure of economic activity, grew at
an annual rate of 4.8 percent in the first quarter of 2006; a firm bounceback from the 1.7-percent growth in
the fourth quarter of 2005, the strongest for any three months since the 7.2-percent growth observed in the
third quarter of 2003. The U.S. economy grew at its strongest rate in two and a half years despite the hurricanes
and other strains mentioned above.

.12 Further highlighting the enduring strength of the U.S economy, the Bureau of Labor Statistics (BLS)
reported employment statistics for January 2006 that showed the unemployment rate has dropped to 4.7
percent, almost a five-year low, while initial unemployment claims have reached the lowest point since 1999.
Two million jobs have been created in the last 12 months despite the economic hurdles.
.13 Average home prices rose 13 percent in 2005, a huge increase for the 69 percent of Americans who
own their own homes. Meanwhile, the housing market that helped stimulate consumer confidence for the
past few years is showing signs of cooling off, which may translate into slower price appreciation. Yet, in
January 2006, consumer confidence was at its highest level in about three and a half years, according to a
private research group. Personal income rose 0.7 percent in January 2006, and consumers spent money at the
fastest pace in six months.
.14 Americans' savings rate fell into negative territory at minus 0.5 percent in 2005, the lowest point since
the Great Depression in 1932 and 1933 when Americans had to deplete savings to survive massive job layoffs.
The negative savings rate is thought to be a result of Americans feeling confident about the economy and
seeing the value of their homes increase tremendously over the years.
.15 A critical measure of inflation for personal consumption rose at an annual rate of 2 percent in the first
quarter of 2006, down from 2.4 percent in the fourth quarter of 2005, according to the Commerce Department
report. Meanwhile, crude oil topped a record $72 per barrel as gold prices climbed to a fresh 25-year high.
Continued strength in commodities could soon pose an issue for inflation. Consumer prices shot up in
January 2006, reflecting higher costs for gasoline, clothing, new cars, and hotel rooms, with core inflation
rising by the biggest amount in a year. American paychecks are buying less. Total compensation paid to
civilian employees increased 3.1 percent in 2005, while the costs of goods and services rose 3.4 percent,
according to the Labor Department. Worker compensation fell 0.3 percent when considering inflation,
denoting the first decline since 1996.
.16 In nearly two years, the Federal Reserve has nudged up short-term interest rates 15 times to keep the
economy and inflation on a level playing field. Since June 2004, the federal funds rate on overnight loans
between banks has climbed from 1 percent to 4.75 percent, the highest since April 2001. This will likely mean
higher interest rates for both consumers and businesses.
The State of Not-for-Profits

.17 Despite likely donor fatigue from back-to-back natural disasters and economic challenges including
rising interest rates and excessive energy prices, 2005 was a good year for U.S. charities. In the first quarter
of 2005, giving to relief organizations far exceeded expectations while giving to nonrelief organizations
AICPA Audit and Accounting Manual
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remained steady. In the second quarter of 2005, overall philanthropic giving continued at a medium rate
among favored charities in addition to relief efforts. A good number of not-for-profits performed positively
in the first three quarters of 2005, with almost half reporting increased donations and one in four reporting
flat contributions, about the same as 2004, according to an economic study conducted by GuideStar. The
study also concluded that eight in ten NFPs surveyed expect 2005 year-end donations to be flat or down from
2004.

.18 The Philanthropic Giving Index (PGI) reveals current trends and future expectations in American
philanthropic giving. The PGI measures attitudes about the philanthropic giving climate. In December 2005,
the survey found that NFP fundraisers are divided on whether hurricane relief giving is hurting nonrelief
charities. The Center on Philanthropy at Indiana University survey, on the other hand, finds the fundraising
climate is better now than before the hurricanes.
.19 According to the Johns Hopkins Comparative Nonprofit Sector Project, the U.S. tops the list in
financial giving, including cash and in-kind property, giving 1.85 percent of the GDP.

Natural Disasters
.20 This year brought an outpouring of support for disaster-relief efforts. The support ranged from
organizations across the country that helped by hosting events and aiding relief efforts to individual,
corporate, and foundation gifts. In response to the 2005 Gulf Coast hurricanes, private donations have
reached $2.9 billion, according to the Center on Philanthropy at Indiana University. Donations made in
response to the 2005 Gulf Coast hurricanes appear to have set a record for the response to a single disaster;
donations made in reaction to the hurricanes surpassed the donations triggered by the September 11 terrorist
attacks (that totaled $2.8 billion) and the 2004 Asian tsunami (that totaled $1.8 billion).

.21 In addition to regular corporate philanthropic efforts, more than 160 corporations made gifts in excess
of $1 million in response to Katrina. Others made colossal gifts as well. Corporations donated approximately
$648 million, including $310 million in cash and $125 million in products and services as of September 2005,
according to the Center for Corporate Citizenship of the U.S. Chamber of Commerce.

Foundation Philanthropy
.22 Giving to foundations in the United States grew at a steady, moderate pace to $33.6 billion in 2005,
according to Foundation Growth and Giving Estimates Current Outlook, a report published by the Founda
tion Center. The primary factors resulting in the 2005 growth are the giving to newly established foundations,
higher levels of new gifts into corporate and community foundations, and outstanding grantmaking in
response to hurricane disasters.

Internet Fundraising
.23 The Internet is a great way for charities to raise awareness about a charity's mission, communicate
with supporters, conduct e-mail appeals to acquire new donors, compel government to give more, and
otherwise stimulate donations. Furthermore, the Internet affords charities the ability to maximize outreach
to constituents by launching e-mail appeals in the event a crisis strikes and needs arise. For example,
following Hurricane Katrina, 45 percent of the funds that the Red Cross received were through online
fundraising, compared to the 22 percent of funds raised online during the 2004 tsunami, showing the Internet
to be an increasingly effective measure of collecting funds in times of need.
.24 Online fundraising continued to grow at an accelerated rate in 2005. According to Convio, an Internet
software and services company that provides online Constituent Relationship Management (eCRM) solu
tions for non-for-profit organizations and higher education institutions, the surge in online giving was not
AAM §8120.18
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only attributable to relief agencies. There was more than 100-percent growth in funds generated through the
Internet, factoring out the impact of Katrina. The total number of dollars coming in over the Internet,
including Katrina, ballooned from $66 million to a staggering $250 million in 2005. It is expected that online
fundraising will continue to grow in 2006.

Charity and Fraudulent Scams
.25 Yet again, auditors are reminded that in this current environment, donors need to be vigilant and
well informed in their giving to charities. Some illegitimate not-for-profits have taken advantage of the recent
hurricane relief efforts, resulting in negative publicity for not-for-profits in general. Although many charities
are household names, the Internet facilitates the emergence of illegitimate charities.
.26 Unfortunately, the Internet and the abundance of charity-related spam e-mails allow shady operators
to profit from tragedies by setting up makeshift charities, misappropriate the money they raise, and then
vanish. Not-for-profits should be aware that many donors are becoming savvy and performing their own
independent check on charities by going to GuideStar.org or other watchdog charities. Scam Web sites
continued to multiply in 2005 with Katrina efforts that exploit the generosity of donors, as reported by The
New York Times. During a probe of relief efforts performed by government investigators, the Federal Bureau
of Investigation (FBI) shut down 44 questionable Web sites that claimed to be involved in the relief efforts
and the Secret Service shut down 16 Web sites accused of trying to gather data for identity theft and fraud.

Scumming Program Recipients
.27 Auditors for the Government Accountability Office (GAO) and the Homeland Security Department's
Inspector General concluded in a preliminary report that millions of dollars were either lost by individuals
involved in fraudulent activities or wasted by governments. Specifically, the auditors found that:
•

Up to 900,000 of the 2.5 million applicants who received emergency cash after Hurricane Katrina
based their requests on invalid or duplicate Social Security numbers, or false addresses and names.
Little or no verification was performed by the relief organizations.

•

In some instances, aid recipients improperly used debit cards to purchase nonessential luxury goods,
even though the cards were issued to help pay for food and shelter.

•

Duplicate payments were made to about 5,000 debit-card recipients, first through debit cards, and
then via electronic bank transfers.

.28 Federal prosecutors have filed fraud, theft, and other charges against 212 people accused of scams
related to the Gulf Coast hurricanes. Many defendants were accused of trying to obtain emergency aid
(typically, a $2,000 debit card) to which they were not entitled. To this point, 40 people have pleaded guilty.
The auditors' findings revealed the need for stronger controls to verify the eligibility of disaster victims who
apply for aid over the phone and Internet, better planning of emergency supplies, and improved accounting
for Federal Emergency Management Agency's (FEMA's) huge inventory of temporary housing.
.29 More concerns about misspent funds have emerged. The American Red Cross, the largest recipient
of contributions in response to the Gulf storms at $156.3 million or 31.9 percent of the designated support,
is investigating accusations of irregularities and possible criminal actions among relief volunteers. The
alleged misconduct includes the improper diversion of relief supplies and the failure to follow procedures
when tracking and distributing supplies, as well as the use of past felons as volunteers. As a result, many
U.S. charities have increased their focus on accountability.

Not-for-Profit Governance
.30 One of the top challenges NFPs face is accountability to their constituents and regulators. More and
more donors are asking for information about how their contributions are used. According to a study by
Blackbaud, two out of three NFPs are proactively providing such information to their donors.
AICPA Audit and Accounting Manual
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.31 As NFPs face potential regulation by the federal government, many board committees are actively
performing their oversight functions. A recent study conducted by the Nonprofit Listening Post Project
Sector of Johns Hopkins University showed that almost nine out of ten groups surveyed report their boards
are significantly involved in such oversight functions as setting the groups' missions, determining chief
executives' compensation, and setting and reviewing budgets. Eight of the ten groups reported their boards
reviewed audit and accounting practices and signed off on important financial transactions.

Volunteers
.32 The U.S. is ranked eighth in the world in the value of volunteer time, representing 2.18 percent of the
GDP, according to the Johns Hopkins Comparative Nonprofit Sector Project. A study commissioned by the
Corporation for National and Community Service states that more than 33 percent of baby boomers, which
is 25.8 million people, volunteer an average of 51 hours per year, more than any other age group other than
people over the age of 65. Furthermore, teenage volunteerism is just about double that of adults, or about 55
percent of teens, compared to a volunteer rate for adults of about 29 percent, according to a study conducted
by the Corporation for National and Community Service, the U.S. Census Bureau and Independent Sector.
Teenagers contributed a total of more than 1.3 billion hours of service in 2004. Moreover, a growing number
of corporations are giving employees paid time off to volunteer. In 2004,19 percent of businesses executed
such a policy according to the Society of Human Resource Management. Budding volunteer efforts may
provide corporations with benefits that include raising the organizations' profile in their communities;
getting good grades from customers, clients, and shareholders; and fostering team loyalty.

Increasing Enforcement Challenges in the Tax-Exempt Area
.33 Deterring abuse within tax-exempt entities, and the misuse of such entities by third parties for tax
avoidance and other unintended purposes, are crucial in avoiding the loss of faith in charities, which in turn
will hinder giving and those in need will suffer. Accordingly, the Internal Revenue Service (IRS) is responding
to technical manipulation and outright abuse with renewed enforcement efforts, as well as new initiatives
to preserve the integrity of the tax exempts. See the "Internal Revenue Service Activities" section of this Alert
for additional information.

Decline in Vehicle Donations
.34 Under the old tax rules, a donor was able to deduct the fair market value (FMV) of a vehicle based
on the estimate found in a used car guide or provided by an independent appraiser. Under the new rules,
deductions of more than $500 are limited to the amount the charity gets for the vehicle sale or auction,
although exceptions may apply. So, if a taxpayer donates a vehicle with an FMV (according to the used car
guide) of $1500 and the vehicle is auctioned off by the charity for $900, the auction price is the most the donor
can deduct, according to the IRS. An exception is that a donor would be able to deduct the FMV of the vehicle
if the donated vehicle is used by the charity or if it is given or sold at a greatly reduced price to someone in
need. As a result of the IRS vehicle donation rule changes, some charities have seen a 35- to 40-percent drop
in such donations. See the discussion in the section entitled "More Clarification for the Charitable Donations
of Vehicles," later in this Alert.

Regulatory and Legislative Developments
NFP Audits Performed Under Government Auditing Standards and Circular A-133
.35 Not-for-profits sometimes receive federal or state assistance that often results in additional audit
requirements. For example, they may be required to comply with Government Auditing Standards (GAS, also
referred to as the Yellow Book). In addition, auditors may be required to perform a single audit and comply
with applicable rules. A single audit is an audit of an entity's federal financial assistance, as required by the
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Single Audit Act Amendments of 1996 (the Act), and Office of Management and Budget (OMB) Circular
A-133, Audits of States, Local Governments, and Non-Profit Organizations (Circular A-133).1

.36 When performing audits under Government Auditing Standards or single audits, auditors should refer
to the guidance in AICPA Audit Guide Government Auditing Standards and Circular A-133 Audits (GAS/A133
Guide). That Guide is updated each year for conforming changes. The 2006 update to the GAS/A133 Guide
is expected to be issued in June 2006 (product number 012746kk). Auditors should also refer to the AICPA
Audit Risk Alert, Government Auditing Standards and Circular A-133 Audits—2006 (product number
022456kk) for developments related to the following standards and regulatory matters:
•

Government Auditing Standards

•

Circular A-133 audit guidance, including a discussion of the OMB Compliance Supplement

•

The latest on the data collection form

•

Updates on audit quality issues

Internal Revenue Service Activities

More Regulatory Oversight in 2006 by the Exempt Organizations Division of the IRS
.37 The need for greater enforcement was highlighted in 2005 when the division was faced with numerous
scandals related to a plethora of tax-exempt misuses. As a result, the Tax Exempt and Government Entities
(TE/GE) Division will focus on enhanced enforcement in tandem with continuing to provide helpful
customer service. In 2006, the tax-exempt division will concentrate on vital areas involving organizations
that abuse their tax-exempt status and organizations that others use for unintended purposes (as accommo
dation parties). As discussed in last year's Alert, areas of renewed enforcement include political intervention,
abusive transactions, compensation, and credit counseling.
.38 The prohibited political intervention cases involving the 2004 elections will be completed in 2006.
Most were one-time events that were easily resolved. The IRS will continue to field questions about its policies
regarding the examination of religious organizations. The IRS will continue the initiative in the 2006 election
season, including new procedures and a fact sheet on election-year activities and the prohibition on political
campaign intervention for Internal Revenue Code (IRC or the Code) Section 501(c) (3) organizations. For
more information, see Fact Sheet-2006-17 at www.irs.gov/newsroom/article/0„id=154712,00.html. In addi
tion, the IRS released a report on the agency's examination of political activity by tax-exempt organizations
during the 2004 election campaign, which can be found at www.irs.gov/pub/irs-tege/final_paci_report.pdf.
The political interventions found ranged from charities making cash contributions to politicians' campaigns,
to churches endorsing political candidates from the pulpit.

.39 The abusive transactions initiative involves excessive deductions for the donation of patents or
conservative easements and funds used for employees benefits. Schemes covered by the initiative include
some requiring a nontaxable entity in the middle of the transaction to avoid taxes. The IRS will be identifying
exempts involved in these transactions as accommodation or facilitating parties in a new initiative in 2006.
.40 The IRS will start the second phase of the compensation initiative, which will include auditing loans
to insiders to finish the compensation project.
.41 It will also complete the credit counseling initiative by revoking the tax-exempt status of some 20
companies, which represents more than half the industry's gross receipts. These companies were found to
be misleading the public by allotting minimal attention to the education of how to better cope with troubled
finances.
1 Instead of a single audit, under certain circumstances, program-specific audits may be conducted.
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.42 Two new initiatives involve tribal governments:
•

The first is examinations involving small peddling schemes and fraudulent devices, such as fraudu
lent tribal membership cards, to try to avoid paying taxes.

•

The second is a pilot program in which tribal governments themselves will be asked to perform a
compliance check for the IRS.

.43 In 2006, the division will also get under way a post-issuance compliance initiative to look, after the
fact, at whether tax-exempt bonds are being used for the purposes for which they were intended.

.44 Another initiative is to focus on underfunded defined-benefit pension plans to ensure the money is
there to pay the benefits to their employees.
.45 Tax-exempt hospitals, private foundations, and high-profile charities that participated in recent
disaster relief efforts will be among the organizations targeted as part of the compliance initiatives this year
as well.
.46 Readers may not to be aware of the above examinations and compliance checks. To review Commis
sioner Everson's speech highlights on the Tax-Exempt Initiatives, go to www.irs.gov/pub/irs-tege/
everson_gwcpa_speech_on_tax_exempt_entities.pdf.

IRS, Treasury Issue Priority Guidance Plan for 2005-2006
.47 In August 2005, the IRS and Department of the Treasury released the 2005-2006 Priority Guidance
Plan, IR-2005-80, listing the tax issues that will be the subject of formal legal guidance during the next year.
.48 The Priority Guidance Plan, a 27-page document, plays an important role in assisting taxpayers to
navigate the tax system. The guidance plan is developed in the light of suggestions from internal and external
stakeholders, including taxpayers, tax practitioners, and industry groups. This input enables the IRS and the
Department of Treasury to focus legal resources on providing guidance on a broad range of issues that are
important to taxpayers and tax administration.
.49 A key component of service entails assisting taxpayers in understanding how the IRS will apply the
law. The Priority Guidance Plan serves a critical role in eliminating ambiguity and guesswork on how the
IRS will treat certain issues.
.50 This year's plan reflects changes that make it more useful for tax practitioners. The plan has been
redesigned to include more specific descriptions of guidance projects for the year ahead.

.51 Specifically, the joint Department of Treasury/Internal Revenue Service priority guidance plan for
2005-2006 contains the following items of interest to tax-exempt organizations:
1. Guidance on donee reporting for car donations.
2. Guidance on down payment assistance organizations.
3. Regulations on standards for revoking exemption under IRC sections 501(c)(3) and 4958 (intermedi
ate sanctions).

4. Guidance on calculating gross receipts under IRC section 501(c)(15).
5. Guidance with respect to the authority in IRC section 527(1) to waive taxes and amounts imposed on
political organizations for failures to comply with notice and reporting requirements.
6. Regulations regarding qualified tuition programs under IRC section 529.
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7. Comprehensive final regulations under IRC section 403(b) regarding tax-favored annuities pur
chased by IRC section 501(c)(3) organizations or public schools.
8. Final regulations under IRC section 410(b) (minimum participation standards) on the exclusion of
employees of IRC section 501(c)(3) organizations.
9. Guidance under IRC section 42 regarding the low-income housing credit.

10. Revenue Ruling regarding the treatment of payments made by a tax-exempt organization to satisfy
its public benefit obligations, upon its conversion to a taxable entity.

11. Guidance under new IRC section 170(f)(11) regarding reporting of noncash charitable contributions.
12. Proposed regulations under new IRC section 170(f)(12), and related provisions, regarding contribu
tions of qualified vehicles. See additional information at www.irs.gov/charities/article/
0„id=139579,00.html.
13. Revenue Procedures under IRC sections 2055 and 2522 containing sample charitable lead trust
provisions.

14. A notice addressing issues, including frequently asked questions, regarding information reporting
requirements for qualified tuition and related expenses.

New User Fee Schedule for 2006
.52 There's a new user fee schedule for 2006. In IRS News Release #IR 2005-144, the IRS announced
increases in selected user fees, including fees for letter rulings and determination letters for Exempt
Organizations (EO)—for 2006.
.53 The OMB has directed federal agencies to charge user fees reflecting the full cost of providing goods
or services when the benefits to the recipient otherwise exceed those received by the general public. Many
IRS user fees had remained unchanged for years; the new fee structure more accurately reflects the resources
expended. Although the fees have increased, the IRS continues to be sensitive to the financial resources of
smaller organizations.

.54

The new fee schedule takes effect in two phases:

•

Phase one. Effective February 1, 2006, EO letter ruling fees, which previously ranged from $155 to
$2,570, will increase to $275 to $8,700.

•

Phase two. Effective July 1,2006, EO fees for determination letters and requests for group exemption
letters, which currently range from $150 to $500, will increase to $300 to $900.

.55 Other information to note is that the EO will not be issuing rulings on EO joint ventures with a
for-profit organization or qualifications of state-run programs under IRC section 529.

.56 More information on increases in user fees is published in Revenue Procedures 2006-1 and 2006-8,
which appears in Internal Revenue Bulletin 2006-1.
.57 See comparison charts for more information on how the old and new user fees differ for exempt
organizations at www.irs.gov/pub/irs-tege/eo_user_fee_appendix.pdf.

IRS Issues 2006 Inflation-Adjusted Numbers
.58 By factoring inflation into tax rates and certain other amounts, the law protects taxpayers from losing
the value of various benefits. Each fall, the IRS issues a document detailing the results of these adjustments
for the coming year. Those of particular interest to tax-exempt entities include the following:
AICPA Audit and Accounting Manual
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.59 For complete details readers may refer to the entire document at www.irs.gov/pub/irs-drop/rp-0570.pdf.

IRS Issues E-filing Guidance for Exempt Organizations
.60 As discussed in last year's Alert and according to IRS News Release #IR-2005-133, electronic filing
has been available to tax-exempt organizations since 2004. So far this year, the IRS received about 3,600
electronically filed information returns from tax-exempt organizations.
.61 Nevertheless, to further promote the use of electronic filing (which according to IRS Commissioner
Mark W. Everson is a "key component to modernizing our tax system"), the Treasury Department issued
temporary regulations on January 12, 2005, requiring certain tax-exempt organizations to electronically file
their income tax or annual information returns. Under the temporary regulations (which can be found in TD
9175), tax-exempt organizations with assets of $100 million or more that meet the 250-return threshold,
including income tax and excise tax information, and employment tax returns, must file Form 990 electroni
cally for tax years ending on or after December 31, 2005.
.62 For tax years ending on or after December 31,2006, the electronic filing requirement will expand to
include the returns of tax-exempt organizations with $10 million or more in total assets and 250 returns. In
addition, private foundations and charitable trusts will be required to electronically file Form 990-PF,
regardless of their asset size if they file more than 250 returns.
.63 Readers should be aware that exempt organizations outside of these parameters can voluntarily file
their returns electronically as well.

Obtaining a Waiver of the Electronic Filing Requirement
.64 The IRS has now issued guidance on how tax-exempt organizations can obtain a waiver of the
electronic filing requirement. Under Notice 2005-88 (2005-48 Internal Revenue Bulletin), waivers from the
electronic filing requirement can be requested when (1) the taxpayer cannot meet electronic filing require
ments due to technology constraints, or (2) compliance with the requirements would result in an undue
financial burden on the taxpayer.

.65 Specifically, Notice 2005-88 says that the IRS will:
.. . approve or deny requests for a waiver of the electronic filing requirement based on each
taxpayer's particular facts and circumstances. In determining whether to approve or deny
a waiver request, the Service will consider the taxpayer's ability to timely file its return
electronically without incurring an undue economic hardship. The Service will generally
grant waivers for filing returns electronically where the taxpayer can demonstrate the undue
hardship that would result by complying with the electronic filing requirement, including
any incremental costs to the filer. Mindful of the software and technological issues in filing
electronically, the Service will also generally grant waivers . . . where technology issues
prevent the taxpayer from filing its return electronically.
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.66 To request a waiver, the taxpayer must file a written request containing the following information:
1. A notation at the top of the request stating, in large letters, "Form 990 e-File Waiver Request," or
"Form 990-PF e-File Waiver Request"

2. The taxpayer's name, federal tax identification number, and mailing address
3. The type of form for which the waiver is requested

4. The tax year for which the waiver is requested
5. The value of the taxpayer's total assets at the end of the tax year as reported (or to be reported) on
the entity's Form 990, or 990-PF
6. A detailed statement listing the following:

a.

The steps the taxpayer has taken in an attempt to meet its requirement to timely file its return
electronically

b.

Why the steps were unsuccessful

c.

The undue hardship that would result from compliance with the electronic filing requirement,
including any incremental costs to the taxpayer of complying with the electronic filing require
ments (Incremental costs are those costs that are above and beyond the costs to file on paper. The
incremental costs must be supported by a schedule detailing the costs to file on paper and the
costs to file electronically.)

7. A statement as to what steps the taxpayer will take to assure its ability to file future returns
electronically

8. A statement (signed by an officer authorized to sign the return) with the following language:
Under penalties of perjury, I declare that the information contained in this waiver request
is true, correct, and complete to the best of my knowledge and belief.
. 67 Requests from the taxpayer's tax adviser/preparer must include a valid power of attorney. The
waiver request should not be attached to the taxpayer's paper tax return, and extension requests or payments
should not be submitted with the waiver request.

.68 Taxpayers are encouraged to submit electronic filing waiver requests at least 45 days before the due
date of the return, including extensions. This will give the IRS time to process the request. Until the IRS issues
further guidance, taxpayers should file a waiver request with the Ogden Submission Processing Center at
the address listed in the notice.

Listing of Published Guidance—2005
.69 Readers should be aware the IRS Web site contains a digest of exempt organizations published
guidance issued in 2005 at www.irs.gov/charities/content/0„id=133437,00.html including the following:
•

Treasury Regulations. Digest of treasury regulations recently published on issues of interest to
tax-exempt organizations

•

Revenue Rulings. Digest of revenue rulings recently published by the Internal Revenue Service on
issues of interest to tax-exempt organizations

•

Revenue Procedures. Digest of revenue procedures recently published by the IRS on issues of interest
to tax-exempt organizations.
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•

Notices. Digest of notices recently published by the Internal Revenue Service on issues of interest to
tax-exempt organizations

•

Announcements. Digest of announcements recently published in the Internal Revenue Bulletin on issues
of interest to tax-exempt organizations

.70 Additionally, the IRS Web site also contains an archive which presents digests of IRS published
guidance items of interest to tax-exempt organizations. The archived guidance can be found at www.irs.
gov/charities/article/0,,id=151053,00.html.

More Clarification for the Charitable Donations of Vehicles
.71 With the enactment of the American Jobs Creation Act of 2004, new tax rules apply to charitable
donations of vehicles. The rules are explained in guidance issued by the IRS and Treasury Department and
can be found at www.irs.gov/charities/article/0„id=139559,00.html, and in IRS publications for donors and
donees of vehicles at www.irs.gov/charities/article/0„id=132520,00.html.

.72 In Announcement 2005-66 (Internal Revenue Bulletin 2005-39), the IRS announced the availability of
new Form 1098-C, Contributions of Motor Vehicles, Boats, and Airplanes, for use by donee organizations to
report the contribution of qualified vehicles under the new provisions. Instructions for the new form are also
available at www.irs.gov/pub/irs-pdf/il098c.pdf. Form 8283, Noncash Charitable Contributions, and its
instructions, have also been updated at www.irs.gov/pub/irs-pdf/i8283.pdf .

.73 In IRS News Release #IR-2005-149, the IRS reminded taxpayers about the requirement for a written
acknowledgment of their vehicle donations. This news release also clarified that a charity need not sell the
vehicle in 2005 in order for the donor who donated the vehicle in 2005 to receive a deduction for 2005. The
news release can be viewed at www.irs.gov/irs/article/0„id=152127,00.html.

Abusive Transactions Involving Charitable Contributions of Easements
.74 In recognition of our need to preserve our heritage, Congress allowed an income tax deduction for
owners of significant property who give up certain rights of ownership to preserve their land or buildings
for future generations.
.75 As discussed in last year's Alert, conservation easements are a part of the rising concern about the
nonprofit sector. The IRS has seen abuses of this tax provision that compromise the policy Congress intended
to promote.

.76 In March of 2006, the Commissioner of the Tax Exempt and Government Entities of the IRS stated
the following before the Spring Public Lands Conference:
Our regulation of this area begins, of course, with the Internal Revenue Code. Easements
are unusual within the context of philanthropy. Ordinarily, gifts of partial interests in
property are not deductible as charitable contributions, and an easement, of course, is only
a partial interest in property. However, Code Section 170(h) provides an exception to the
partial interest rule for qualified conservation contributions such as conservation easements.

To be deductible, the transfer of a conservation easement must meet the requirements of the
Code and the very detailed rules of the income tax regulations. Thus, while there seems to
be a popular perception that valuation of the easement is the only issue of concern, there are
a myriad of other issues. The recipient must be a qualified organization (governments count)
and the easement itself must be for a specific purpose.
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I want to turn now to some of the problems and abuses we have been seeing with
conservation easements.

• The first issue is limited duration easements.
• The second issue concerns requests to return easements.
• The third issue concerns non-uniform appraisal standards.
• The fourth issue is the sale of tax credits.
.77 The entire speech can be viewed at www.irs.gov/pub/irs-tege/miller_speech_3_28_06.pdf.
.78 Notice 2004-41 (Internal Revenue Bulletin 2004-28), in addition to sounding a warning, also outlines
the penalties, excise taxes, and consequences that will arise if improper deductions are taken. To see the
outline of the IRS program for conservation easements, go to Notice 2004-41 at www.irs.gov/pub/irs-irbs/
irb04-28.pdf.

.79 In addition to this notice, the IRS has taken steps to improve reporting. Form 1023, the application
for tax-exempt status, has been modified to identify organizations with conservation easement donation
programs. A checkbox was added to Form 990, the annual information return for exempt organizations, to
identify organizations that receive conservation easement donations during the year. The IRS is considering
changes to Form 8283, on which donors list donated property, to better identify donors of such easements,
and the IRS amended the instructions of that form to better describe what is permissible.
.80 The IRS's comprehensive examination program will tackle all aspects of conservation easement
misuse. The robust examination program will include investigating promoters, appraisers, contributors, and
the recipients. Several states will also work cooperatively in this effort.

.81 Furthermore, readers should be aware that a proposal in the fiscal year 2007 budget plan released by
the White House on February 6, 2006, calls for significant penalties to be imposed on charities that fail to
monitor and enforce conservation restrictions on donated land for which charitable contribution deductions
were claimed.

IRS Now Publicly Disclosing EO Proposed Denial Letters
.82 On March 10,2006, the IRS started disclosing letters proposing denial of tax-exempt status as well as
final adverse determination letters in response to continual contacts by tax analysts.

Private Foundation Tool
.83 The Web-based tool called "The Life Cycle of a Private Foundation" will assist private foundations
in navigating the federal tax rules throughout the various stages of development. The life cycle information
starts with creating an organization and filing for tax-exempt status, then moves to filing requirements and
ongoing compliance and finishes with information for closing down organizations. For additional informa
tion, readers should go to the Web-based tool at www.irs.gov/charities/charitable/article/0„id=127912,00.
html.

Tax Law Changes Related to Hurricanes Katrina, Rita, and Wilma
.84 The Gulf Opportunity Zone Act of 2005, in general, expands the provisions of the Katrina Emergency
Tax Relief Act of 2005 to those affected by Hurricanes Rita and Wilma as well as Katrina. These two new
laws provide certain tax breaks to help victims of the storms. The new laws alter the tax code to help
individuals who suffered losses as a result of the hurricanes and make it easier for individuals and companies
to engage in charity to benefit those affected by the hurricanes.
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.85 The terms Gulf Opportunity Zone (GO Zone), Rita GO Zone, Wilma GO Zone, Hurricane Katrina Disaster
Area, Hurricane Rita Disaster Area, and Hurricane Wilma Disaster Area are defined at the end of the fact sheet.
In total, five states, Alabama, Florida, Louisiana, Mississippi, and Texas, are affected.
.86 To encourage charity, the new law suspends the limits on certain charitable contributions, creates an
exemption for those housing Hurricane Katrina displaced individuals, increases the standard mileage rate
for charitable use of vehicles, and excludes from gross income mileage reimbursements to charitable
volunteers.

.87 IRS Publication 4492, Information for Taxpayers Affected by Hurricanes Katrina, Rita and Wilma, provides
a full explanation of the new laws and can be found at the following link: www.irs.gov/pub/irs-pdf/
p4492.pdf.

Charity Scams Included in the IRS's Dirty Dozen
.88 The IRS's "dirty dozen" for 2006 continues to include scams that are designed to exploit the laws
governing charitable organizations. Readers should be aware of the arrangements involving charities and
not-for-profit organizations that are high on the 2006 IRS dirty dozen tax scam list. They are credit counseling
agencies (number 8 on the tax scam list), and the abuse of charitable organizations and deductions (number
9 on the tax scam list). One scam discussed in last year's Alert, corporation sole, has been dropped from the
list; in the wake of court cases against a number of promoters, fewer instances of this kind of scam have been
observed over the past year.
.89 Credit Counseling Agencies. Taxpayers should be careful with credit counseling organizations that
claim to be able to fix credit ratings, push debt payment plans, or impose high setup fees or monthly service
charges that may add to existing debt. The IRS is in the process of revoking the tax-exempt status of 41 credit
counseling organizations that:
•

Operated under the guise of educating financially distressed consumers with debt problems while
providing little or no financial education counseling, or

•

Directed copious dollars to for-profit entities linked with the NFP organizations and paid excessive
compensation to their chief executives.

.90 As a result of the findings of the investigation, the IRS will be contacting all NFP credit counseling
groups not yet investigated to ensure each one is in compliance. For written guidelines on how NFP credit
counselors can comply with the law and retain tax-exempt status, go to www.irs.gov/charities/article/
0„id=156818,00.html.
.91 Abuse of Charitable Organizations and Deductions. The IRS has observed increased use of
tax-exempt organizations to improperly shield income or assets from taxation. This can occur, for
example, when a taxpayer moves assets or income to a tax-exempt supporting organization or donoradvised fund but maintains control over the assets or income, thereby obtaining a tax deduction without
transferring a commensurate benefit to charity. The contribution of a historic facade easement to a tax-exempt
conservation organization is another example. In many cases, local historic preservation laws already
prohibit the alteration of the home's facade, making the contributed easement superfluous. Even if the facade
could be altered, the deduction claimed for the easement contribution may far exceed the easement's impact
on the value of the property.

Sarbanes-Oxley Act and Not-for-Profits
.92 Although most provisions of the Sarbanes-Oxley Act of 2002 (Sarbanes-Oxley) are applicable only to
publicly traded companies, the impact of its provisions continue to spill over to NFPs.
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.93 Various states have proposed or passed legislation aimed at improving the transparency, account
ability, and governance of NFPs. A discussion regarding some of that legislation follows. As of the writing
of this Alert, parts of the proposed legislation were still in draft form and merit continuing observation.

Some Proposed Not-for-Profit Legislative Reforms
.94 Iowa (S. 2274). This proposed legislation replaces the current NFP provisions with a revised model
Nonprofit Corporation Act, which sets out general standards for directors and officers, and provisions
governing when transactions involving director conflicts of interest may be allowed. In addition, it prohibits
loans and/or guarantees to directors and or officers.
.95 Maine (L.D. 1691). Proposed legislation, entitled the Act to Strengthen the Charitable Solicitations
Act, makes the following change: When renewing registration as a charitable organization, the organization
must submit an audited financial statement, including federal IRS Form 990.

.96 Massachusetts Legislation. In Massachusetts, the following have been adopted:
•

Attorney General Bill (AG), the Act to Promote the Financial Integrity of Public Charities, has been
enacted.

•

HB 4234 changed the requirements for state public charities regarding filing financial statements
reviewed or audited by an independent certified public accountant (effective October 13, 2004).

.97 Michigan (S.B. 1115). This law amends the Charitable Organizations and Solicitations Act.
.98 New Hampshire (H.B. 1408). This act requires NFPs with revenues in excess of $500,000 to file the
organization's most recent audited financial report with the attorney general. The bill also changes the
community needs assessment reporting requirement for Health Care charitable trusts from three to five
years.
.99 New York. Under consideration are the 2005 Charities Bureau Legislative Proposals, as follow:
•

Attorney General Bills. AG 63-05, AG 64-05, AG 65-05, AG 67-05, AG 68-05

•

New York Legislature. S.4111, A.7580, S.5238, A.7822, S.5237, A.7824, A.7579, S.5235, A.7825

.100 For further details regarding the New York proposals, go to www.oag.state.ny.us/charities/
legislation.html.

.101 Moreover, the New York State Attorney General plans to propose legislation calling for NFP chief
executive officers (CEOs) to certify financial reports and adequacy of internal controls. The NFPs also would
be required to demonstrate the independence of audit committees that certify financial statements and be
free of contracting relationships with the NFPs.
.102 The proposed legislation would affect NYS registered NFPs with annual revenue of at least $250,000.
The proposal is based on the commercially focused principles of Sarbanes-Oxley.

.103 Rhode Island (H.B. 7962). Any NFP, with the exception of hospitals, that pays its officers or directors
more than $200,000 per year, shall not be entitled to NFP status.
.104 The National Council of Nonprofit Associations has compiled a chart describing these pending bills
and proposals, which is available at www.ncna.org. There is a 2005 legislative overview report or a more
often-updated state policy section on oversight and accountability.
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Web Site Tracks Filing Compliance by New York Charities
.105 The New York State Attorney General's office created a Web site as part of a broader effort to improve
transparency and accountability in the not-for-profit sector. The Web site provides compliance information
for all nonprofit organizations registered in New York.

.106 In particular, the Web site shows whether an organization is up to date in filing its annual reports
and making other required disclosures.
.107 The New York State Attorney General recommends that officials of not-for-profit organizations
check the Web site to ensure that appropriate filings have been received and processed by the Charities
Bureau.

.108 Furthermore, the New York State Attorney General recommends that individuals, foundations, and
government agencies that donate or provide funding to charities check the Web site to confirm compliance
when considering charitable donations or grants.
.109 Under state law, charitable organizations must register with the Attorney General's Charities Bureau
and report annually on their use of charitable funds raised through solicitation and other means. The
Charities Bureau uses these annual filings to spot abuses and otherwise oversee the activities of almost 50,000
registered not-for-profit organizations operating throughout the state.

.110 The registry search site can be accessed through the New York Attorney General's Web site at the
following Web address: www.oag.state.ny.us/charities/search.html.

Passed Not-for-Profit Legislative Reform
.111 Audit Threshold for Nonprofits Rises Under New Law for New Jersey. After several years of
advocacy, the proposed legislation was signed into law by Acting New Jersey Governor Richard J. Codey
on January 10, 2006. Along with many other changes to the state's Charitable Registration and Investigation
Act, the bill includes provisions related to audit requirements. The new law increases the threshold amounts
a charitable organization must raise before it is required to register or file financial statements from the
current gross revenue in excess of $100,000 to gross revenue in excess of $250,000. The bill also adds a
requirement that organizations undergoing financial statement audits must submit management letters to
the Attorney General. These management letters will not be made available to the public. The new law takes
effect in July 2006. To see a copy of the new law, go to www.njleg.state.nj.us, and under "bill search," insert
S204, legislative session 2004-2005.

Not-for-Profit Oversight Legislation Continues to Loom
.112 In 2004, the Senate Finance Committee issued a staff discussion draft that outlined dozens of possible
new regulations on the NFP sector. Since then, the Senate Finance Committee and the House Ways and Means
Committee have held several hearings on NFP oversight issues including nonprofit governance and
accountability. New legislation could emerge that represents the most significant change to NFP regulation
since 1969.
.113 Readers should continue to closely monitor the progress of this proposed legislation and other
initiatives to stop abuses by public charities. Furthermore, organizations may consider assessing their own
governance, disclosures, and compliance with the tax laws to ensure they are operating to execute their
exempt purpose.
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,114 The following Web sites will help monitor the progress of the proposed legislation and initiatives:

•

The Senate Finance Committee at http://finance.senate.gov/

•

The House Ways and Means Committee at http://waysandmeans.house.gov/

•

Panel on the Nonprofit Sector at www.nonprofitpanel.org

•

The National Council of Nonprofit Associations at www.ncna.org

•

The Library of Congress (useful for checking on status of legislation, in particular, H.R. 4297) at
http: / / thomas.loc.gov/

Tax Relief Act of 2005
.115 H.R. 4297 (formerly known as S. 2020) was passed by the Senate on February 2,2006, and passed by
the House on March 16, 2006. House and Senate conferees were unable to work out the differences in tax
reconciliation legislation (H.R. 4297) before Congress began its Easter recess April 7,2006. The Senate version
of H.R. 4297 included many charitable giving incentives and reforms which mirrored the recommendations
of the Panel on the Nonprofit Sector. The House version did not contain these provisions. Conference
negotiations were apparently hindered by provisions concerning the Alternative Minimum Tax (AMT). The
conferees planned to continue their negotiations with a goal to reach a final agreement so that Congress could
turn to the legislation when it returned on April 24, 2006. These charitable reforms did not survive the
conference process, but all indications are that the charitable incentives and reforms will be included in future
legislation. Although H.R. 4297 was signed into legislation by President Bush in May 2006 without the
charitable reforms, the pension reform bill (H.R. 2830) may be the potential new legislative instrument used.
H.R. 2830 has been passed by both houses of Congress already and approaching completion in conference
negotiations. Readers should continue to monitor the potential charitable reform legislation as the focus in
this area will continue.

Independent Sector
.116 The Panel on the NonProfit Sector, convened by the Independent Sector, submitted a final report to
Congress and the Nonprofit sector in June 2005. The final report includes and expands the ideas contained
in the Panel's March 1, 2005, Interim Report, which was discussed in last year's Alert. The report includes
an overview of the charitable community, including its achievements, scope, and existing programs to
improve ethics and accountability. It describes the collaborative process used by the Panel of the Nonprofit
Sector and the principles on which the work was based. The focal point of the report is the recommendations,
which offer a comprehensive approach to improving transparency and governance. The recommendations
provide approaches aimed at maintaining the crucial balance between legitimate oversight and protecting
the independence that charitable organizations need to remain innovative and effective. The final section of
the report outlines the issues that the Panel examined for inclusion in a special supplement to the Final Report.
.117 Readers can view the final report in its entirety at www.nonprofitpanel.org/final/Panel_FinaL
Report.pdf.
.118 In April 2006, the Panel on the Nonprofit Sector released additional recommendations to Congress
as part of its continuing effort to strengthen the accountability of the nation's 1.3 million charitable
organizations. The Supplemental Report focuses on nine areas, including international grantmaking and
charitable solicitation. It is a companion to the Panel's Final Report released in June 2005, which offered more
than 120 actions to be taken by Congress, the IRS, and charitable organizations.
.119 Readers can view the supplement to the final report in its entirety at www.nonprofitpanel.org/
supplement/Panel_Supplement_Final.pdf.
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.120 The Panel is also continuing to study recommendations for self-regulation by the charitable sector,
improvements to Forms 990 and 990-PF, and uniform financial standards and reports.

Review the Response by Charities to Hurricane Katrina
.121 The Ways and Means Subcommittee on Oversight has the responsibility to review the activities of
charities, assess what has worked, what has not worked, and how the effectiveness of charities' efforts can
be improved. On December 13, 2005, a hearing was held to review how charities should further improve
their response to disasters.

.122 The charitable response to Katrina was enormous, but involved significant shortfalls. The hearing
focused on the relief services provided by charitable organizations, and explored areas in which service
delivery, preparedness, and coordination could be improved.
.123 Specifically, the hearing focused on the following three main concerns:

•

Improving the coordination between charities

•

Ensuring that all Americans have access to and receive assistance from charitable organizations
during disasters (It is important that the Red Cross and other charities not overlook the needs of
communities and individuals, including minorities, and those with disabilities or low incomes, who
are harder to reach or need special attention.)

•

Ensuring that charitable dollars are not lost to fraud (Although disasters bring out the best in most
people, they bring out the worst in others. In a number of cases, criminals have pretended to be
charities and have stolen money intended for actual charities. In other instances, people pretending
to be victims have taken advantage of charities and accepted money that could have been used to
help actual victims.)

.124 As of the writing of this Alert, no legislation has been enacted as a result of the December 13,
2005, hearing. The hearing transcript can be viewed in its entirety at the following Web address http://
waysandmeans.house.gov/hearings. asp?formmode=view&id=4682.

Uniform Management of Institutional Funds Act Update
.125 As mentioned in last year's Alert, a drafting committee of the National Conference of Commissioners
on Uniform State Laws (NCCUSL) is drafting proposed revisions to the Uniform Management of Institu
tional Funds Act (UMIFA). (A uniform act is well-researched and drafted legislation proposed for enactment
in the states. It addresses areas of the law in which uniformity is desirable and practical. States may adopt a
uniform act with modifications as determined by each particular state. Until adopted by a state, a uniform
act is not law in that state.) The original UMIFA, which was drafted in 1972 and has not been revised since,
has been adopted with or without modification in 47 states and in the District of Columbia.

.126 UMIFA is significant to the accounting and reporting of endowment funds in conformity with
generally accepted accounting principles (GAAP). For example, paragraph 22 of Financial Accounting
Standards Board (FASB) Statement of Financial Accounting Standards No. 117, Financial Statements of
Not-for-Profit Organizations, provides as follows:
A statement of activities shall report gains and losses recognized on investments and other
assets (or liabilities) as increases or decreases in unrestricted net assets unless their use is
temporarily or permanently restricted by explicit donor stipulations or by law. For example,
net gains on investment assets, to the extent recognized in financial statements, are reported
as increases in unrestricted net assets unless their use is restricted to a specified purpose or
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future period. If the governing board determines that the relevant law requires the organi
zation to retain permanently some portion of gains on investment assets of endowment
funds, that amount shall be reported as an increase in permanently restricted net assets.
.127 In states that have adopted its provisions, UMIFA is the relevant law that a governing board
considers in determining whether the organization must permanently retain some portion of gains. Also, in
states that have adopted UMIFA, a correlation generally exists between the historic dollar value of an
endowment fund and the balance reported as permanently restricted net assets for that fund. If UMIFA was
adopted without modification, historic dollar value is the value of the original contribution at the date of the
gift adjusted for additional contributions and any other amounts the donor or a law required to be added to
those gifts.

.128 In its most recent version (the February 2006 draft), the Executive Committee of NCCUSL approved
the request for a name change for UMIFA. The new Act will be the Uniform Prudent Management of
Institutional Funds Act (UPMIFA) to help distinguish the "old" UMIFA from the "new" UMIFA. The
February 2006 draft of the Act provides modern articulations of the prudence standards for the management
and investment of charitable funds and for endowment spending. The Uniform Prudent Investor Act (UPIA),
an act promulgated in 1994 and already enacted in 43 jurisdictions, served as a model for many of the
revisions. UPIA updates rules on investment decision making for trusts, including charitable trusts, and
imposes additional duties on trustees for the protection of beneficiaries. UPMIFA applies these rules and
duties to charities organized as nonprofit corporations. For the complete details of the new provisions,
readers should view the February 2006 draft version of the UPMIFA.

.129 We expect the profession to continue monitoring the development and enactment of UPMIFA and
collectively determine how it should be interpreted—just as it did for UMIFA when FASB Statement No. 117
was issued. If a state adopts UPMIFA (with or without modifications), consultations between legal counsel,
the state CPA society, industry associations, the attorney general, and other interested parties should help
to arrive at common understandings of the revised law.
.130 The National Conference of Commissioners on Uniform State Laws is endeavoring to issue yet
another draft of the Act by the end of the second quarter of 2006. Readers can access the most current draft
of UPMIFA at www.law.upenn.edu/bll/ulc/umoifa/feb2006draft.htm.

Audit and Attestation Issues and Developments
Alternative Investments—Auditing
.131 Over the last 15 years, allocation of NFP assets to alternative investing strategies has grown, from
0.9 percent of assets in 1999 to 9.8 percent in 2004, with hedge funds representing the largest share, according
to the Community Foundation Investment Survey, conducted by the Council on Foundations in Washington,
D.C. Furthermore, as of 2004, more than half of all foundations surveyed allocated at least a portion of their
assets to alternative strategies, with four in ten investing in hedge funds, up from one in four the year before.
.132 Alternative strategies involve investments other than those generally available in the traditional
public markets. They include hedge funds, private equity, venture capital, real estate, derivatives, managed
futures, and natural resources. Alternative investments have a low correlation with the public markets, and
can offer portfolio benefits through diversification and return enhancement, although some strategies
involve more risk.

.133 In fuly 2005, the Accounting Standards Board's (ASB's) Audit Issues Task Force issued two auditing
Interpretations pertaining to auditing fair values. The first, Interpretation No. 1, "Auditing Interests in Trusts
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Held by a Third-Party Trustee and Reported at Fair Value" (AICPA, Professional Standards, vol. 1, AU sec.
9328.01-04), interprets SAS No. 101, Auditing Fair Value Measurements and Disclosures (AICPA, Professional
Standards, vol. 1, AU sec. 328). The second, Interpretation No. 1, "Auditing Investments in Securities Where
a Readily Determinable Fair Value Does Not Exist" (AICPA, Professional Standards, vol. 1, AU sec. 9332.01.04), interprets SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities
(AICPA, Professional Standards, vol. 1, AU sec. 332).
.134 In addition to related changes to Chapters 6 and 8 of the NPO Guide, the first auditing Interpretation
provides guidance when auditing the fair value of interests in trusts held by a third-party trustee in
circumstances in which the fair value of the interest in the trust is estimated using the fair value of investments
for which a readily determinable fair value does not exist. The second auditing Interpretation would provide
guidance when auditing investments made with a third party in circumstances in which a readily determin
able fair value does not exist.
.135 The Interpretations address, among other matters, issues faced by auditors of not-for-profit organi
zations reporting at fair value (1) investments in conformity with Appendix A of Chapter 8 of the Audit and
Accounting Guide Not-for-Profit Organizations or (2) a beneficial interest in conformity with paragraph 15 of
FASB Statement No. 136, Transfers of Assets to a Not-for-Profit Organization or Charitable Trust That Raises or
Holds Contributions for Others.
.136 The Interpretations clarify that if the auditor determines that the nature and extent of auditing
procedures should include verifying the existence and testing the measurement of investments in securities
(or interest in a trust that holds investments in securities), simply receiving a confirmation from a third party
(including a trustee), either in aggregate or on an investment-by-investment basis, does not in and of itself
constitute adequate audit evidence with respect to the valuation assertion. In addition, receiving such a
confirmation for investments in aggregate does not constitute adequate audit evidence with respect to the
existence assertion, although receiving confirmation on an investment-by-investment basis typically would
constitute adequate audit evidence with respect to the existence assertion. Further, the Interpretations remind
readers of management's responsibility for establishing an accounting and financial reporting process for
determining fair value measurements and indicate that if the auditor is unable to audit the existence or
measurement of investments at the financial statement date, the auditor should consider whether that scope
limitation requires an opinion qualification or disclaimer.
.137 Those Interpretations apply to audits of all nonissuers. One of the Interpretations uses the example
of a not-for-profit organization. Both Interpretations address at least in part difficulties in obtaining fair
values for equity securities for which a readily determinable fair value does not exist.

AICPA Governmental Audit Quality Center
.138 The AICPA Governmental Audit Quality Center (GAQC) is a firm-based, voluntary membership
center designed to improve the quality of governmental audits (including audits of NPOs) and the value of
such audits to purchasers of governmental audit services. Governmental audits are audits and attestation
engagements performed under Government Auditing Standards (GAS, also called the Yellow Book) of NPOs;
federal, state, or local governments; and certain for-profit organizations, such as housing projects and colleges
and universities that participate in governmental programs or receive governmental financial assistance. The
GAQC keeps member firms informed about the latest developments, as well as provides tools and informa
tion to help them better manage their audit practice. Firms that join demonstrate their commitment to audit
quality by agreeing to adhere to certain membership requirements.

.139 The GAQC has been in existence since September 2004. Since its launch, Center membership has
grown to over 500 firms from 50 states, the District of Columbia, Puerto Rico, and the U.S. Virgin Islands.
The membership accounts for 28 percent of the total number of single audits and 79 percent of the total federal
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expenditures covered by single audits performed by CPA firms in the Federal Audit Clearinghouse database
(http://harvester.census.gov/sac/) for the year 2003 (the latest year with complete submission data).
.140 The Center's focus is to promote the highest quality audits and to save firms time by providing a
centralized place to find the information they need, when they need it, to maximize quality and practice
success. Center resources include:

•

E-mail news alerts on current audit and regulatory developments keep member firms informed about
the latest developments

•

Dedicated Center web site at www.aicpa.org/GAQC with Resources, Community, Events and Prod
ucts, and a complete listing of GAQC members in each state

•

Online member discussion forums for sharing best practices and discussing issues firms are facing

•

Web casts, web seminars, and teleconferences updating members on a variety of technical, legislative,
regulatory, and practice management subjects (note that these activities are archived on the GAQC
Web site)

Help Desk—With all of the quality issues being noted in governmental audits, your firm
should consider joining the Center. To enroll or learn more about the GAQC, including
details on the membership requirements and fees for membership, go to www.aicpa.org/
GAQC; or e-mail GAQC staff at GAQC@aicpa.org. To preview member benefits, go to
www.aicpa.org/Memberships. You should also be aware that there are a number of other
resources available from the AICPA to assist you in performing these audits, including
technical guidance, practice aids, educational courses, and industry conferences. To view a
summary of events and products that relate to this area, you should go to www.aicpa.org/
GAQC/Events and www.aicpa.org/GAQC/Products.

Audit Documentation
.141 In December 2005, the AICPA ASB issued Statement on Auditing Standards (SAS) No. 103, Audit
Documentation. SAS No. 103 supersedes SAS No. 96, Audit Documentation (AICPA, Professional Standards, vol.
1, AU sec. 339A), and amends SAS No. 1, section 530, Dating of the Independent Auditor's Report (AICPA,
Professional Standards, vol. 1, AU sec. 530), as amended. SAS No. 103 establishes standards and provides
guidance to auditors of nonissuers on audit documentation. The auditor must prepare audit documentation
in connection with each engagement in sufficient detail to provide a clear understanding of the work
performed (including the nature, timing, extent, and results of audit procedures performed); the audit
evidence obtained and its source; and the conclusions reached. Audit documentation:
1. Provides the principal support for the representation in the auditor's report that the auditor per
formed the audit in accordance with generally accepted auditing standards (GAAS).

2. Provides the principal support for the opinion expressed regarding the financial information or the
assertion to the effect that an opinion cannot be expressed.

.142 Audit documentation is an essential element of audit quality. Although documentation alone does
not guarantee audit quality, the process of preparing sufficient and appropriate documentation contributes
to the quality of an audit.

.143 Audit documentation is the record of audit procedures performed, relevant audit evidence obtained,
and conclusions the auditor reached. Audit documentation, also known as working papers or workpapers,
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may be recorded on paper or on electronic or other media. When transferring or copying paper documenta
tion to another media, the auditor should apply procedures to generate a copy that is faithful in form and
content to the original paper document.2

.144 Audit documentation includes, for example, audit programs,3 analyses, issues memoranda, sum
maries of significant findings or issues, letters of confirmation and representation, checklists, abstracts or
copies of important documents, correspondence (including e-mail) concerning significant findings or issues,
and schedules of the work the auditor performed. Abstracts or copies of the organization's records (for
example, significant and specific contracts and agreements) should be included as part of the audit docu
mentation if they are needed to enable an experienced auditor to understand the work performed and
conclusions reached. The audit documentation for a specific engagement is assembled in an audit file.4

.145 The auditor need not retain in audit documentation superseded drafts of working papers or financial
statements, notes that reflect incomplete or preliminary thinking, previous copies of documents corrected
for typographical or other errors, and duplicates of documents.
.146 In addition to the objectives set out in paragraph 3 of SAS No. 103, audit documentation serves a
number of other purposes, including:
•

Assisting the audit team to plan and perform the audit;

•

Assisting auditors who are new to an engagement and review the prior year's documentation to
understand the work performed as an aid in planning and performing the current engagement;

•

Assisting members of the audit team responsible for supervision to direct and supervise the audit
work, and to review the quality of work performed;

•

Demonstrating the accountability of the audit team for its work by documenting the procedures
performed, the audit evidence examined, and the conclusions reached;

•

Retaining a record of matters of continuing significance to future audits of the same organization;

•

Assisting quality control reviewers (for example, internal inspectors) who review documentation to
understand how the engagement team reached significant conclusions and whether there is adequate
evidential support for those conclusions;

•

Enabling an experienced auditor to conduct inspections or peer reviews in accordance with applicable
legal, regulatory, or other requirements; and

•

Assisting a successor auditor who reviews a predecessor auditor's audit documentation.

.147 For the purposes of SAS No. 103, experienced auditor means an individual (whether internal or
external to the firm) who possesses the competencies and skills that would have enabled him or her to
perform the audit. These competencies and skills include an understanding of (1) audit processes, (2) the
SASs and applicable legal and regulatory requirements, (3) the business environment in which the entity
operates, and (4) auditing and financial reporting issues relevant to the organization's industry.
.148 SAS No. 103 provides guidance on the form, content, and extent of audit documentation. It also
discusses how to document significant findings or issues including documenting audit evidence that is
identified as being contradictory or inconsistent with the final conclusions, and how the auditor addressed
2 There may be legal, regulatory, or other reasons to retain the original paper document.

1 See paragraph 5 of Statement on Auditing Standards (SAS) No. 22, Planning and Supervision, as amended, for guidance regarding
preparation of audit programs.

4 The audit documentation contained within the audit file may consist of cross-references to documentation for audit engagements
with related entities.
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the contradiction or inconsistency. This SAS requires the identification of the preparer and reviewer of the
audit work. In addition, it provides guidance on audit documentation of the specific items tested, documen
tation if there is a departure from a SAS, revisions to audit documentation made after the date of the auditor's
report, and the ownership and confidentiality of audit documentation. See SAS No. 103 for specific guidance.

Retention of Working Papers
.149 SAS No. 103 says that the auditor should adopt reasonable procedures to retain and access audit
documentation for a period of time sufficient to meet the needs of his or her practice and to satisfy any
applicable legal or regulatory requirements for records retention. Such retention period, however, should
not be shorter than five years from the report release date. Statutes, regulations, or the audit firm's quality
control policies may specify a longer retention period.
.150 The SAS is effective for audits of financial statements for periods ending on or after December 15,
2006.

Significant and Common Engagement Deficiencies
.151 The following are some deficiencies commonly noted on not-for-profit engagements during recent
peer reviews and AICPA Professional Ethics Division investigations of CPA firms. As cited in last year's
alert, the list continues to include some of the same deficiencies identified in the past, indicating continuing
problems with the same matters. Consider reviewing this brief list, and then consider whether your
not-for-profit engagements may have similar deficiencies:

Significant Engagement Deficiencies
.152 To address significant engagement deficiencies, the following required pronouncements are not
implemented:
•

FASB Statement No. 116, Accounting for Contributions Received and Contributions Made, and/or

•

FASB Statement No. 117, Financial Statements of Not-for-Profit Organizations

Common Engagement Deficiencies
.153 Common engagement deficiencies include the following:
•

Failure to identify a voluntary health and welfare organization as such

•

Incorrect classification of contributions and related net assets as unrestricted, temporarily restricted,
or permanently restricted

•

Failure to present a statement of cash flows (as required by FASB Statement No. 117)

•

Inadequate audit procedures to support the statement of functional expenses

•

Improper accounting for restricted funds

•

Inadequate format, titles, and presentation of financial statements

Accounting Issues and Developments
Application of SOP 94-3 to Investments in For-Profit Entities (Interplay of the
Scope of SOP 94-3 With Appendix A of Chapter 8 of the NFP Guide)
.154 Paragraph 8.03 of the NFP Guide states:
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[I]nvestments not covered by FASB Statement No. 124, FASB Statement No. 133, as
amended, or AICPA Statement of Position (SOP) 94-3, Reporting of Related Entities by
Not-for-Profit Organizations, are referred to in this Guide as other investments.... Guidance
for measuring other investments is discussed in Appendix A (paragraph 8.35).
.155 Therefore, NFPs with investments in for-profit entities should first determine whether the for-profit
entity is required to be consolidated in conformity with paragraph 5 of SOP 94-3, before considering whether
the measurement guidance in Appendix A of Chapter 8 of the NFP Guide is applicable. Paragraph 5 of SOP
94-3 provides that NFPs with a controlling financial interest in a for-profit entity through direct or indirect
ownership of a majority voting interest in that entity should follow the guidance in Accounting Research
Bulletin 51 (ARB 51), Consolidated Financial Statements, in determining whether the financial position, results
of operations, and cash flows of the for-profit entity should be included in the NFP's financial statements.
Therefore, NFPs that have a controlling financial interest in a for-profit entity through direct or indirect
ownership of a majority voting interest in that entity, and that are required to consolidate that for-profit
entity pursuant to paragraph 5 of SOP 94-3, should consolidate that subsidiary and should not look to
Appendix A of Chapter 8 of the NFP Guide for guidance on measuring the investment.

Net Asset Classifications
.156 NFPs may have temporarily restricted net assets (purpose restricted) resulting from earnings and
the net appreciation on investments of donor-restricted endowments, as well as temporarily restricted net
assets resulting from purpose-restricted contributions other than endowments. Paragraph 17 of FASB
Statement No. 116 states that "if an expense is incurred for a purpose for which both unrestricted and
temporarily restricted net assets are available, a donor-imposed restriction is fulfilled to the extent of the
expense incurred unless the expense is for a purpose that is directly attributable to another specific external
source of revenue." The footnote to that paragraph provides further explanation, including the statement
that "temporarily restricted net assets with time restrictions are not available to support expenses until the
time restrictions have expired." Thus, to the extent an NFP makes expenditures that meet donor-imposed
purpose restrictions on net assets (including net assets resulting from earnings and/or appreciation), the
NFP should reclassify net assets from temporarily to unrestricted, unless the expenditure is for a purpose
that is directly attributable to another specific external source of revenue or the temporarily restricted net
assets are subject to time restrictions that have not expired. The guidance applies to temporarily restricted
net assets resulting from contributions other than endowments as well as temporarily restricted net assets
resulting from endowment income and/or net appreciation. In circumstances in which the NFP makes
expenditures that could satisfy more than one purpose restriction, GAAP does not define a hierarchy as to
which purpose restrictions are met from among the various sources of temporarily restricted net assets.
Accordingly, NFPs can choose which source of temporarily restricted net assets is decreased if an expense
is incurred for a purpose for which more than one source of temporarily restricted net assets (contributions,
endowment income, or net appreciation) is available? Readers should refer to the discussion below for
guidance regarding endowments.

Restricted Net Assets
.157 Paragraph 14 of FASB Statement No. 117 provides that information about the nature and amounts
of different types of permanent or temporary restrictions should be provided either by reporting their
amounts on the face of the statement of financial position or by including the relevant details in notes to
financial statements. Accordingly, NFPs should inventory the nature and amount of restricted net asset
balances. To produce and support the information required by paragraph 14, in practice, NFPs typically
5 Some States limit the availability of the appreciation of endowment funds available for expenditure in a particular year. For
example, Pennsylvania, in certain circumstances, limits the amount of expenditure to 7 percent of the average market value of
investments at the end of the prior year.
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maintain a listing of restrictions on individual gifts and endowment funds (often, this is done by maintaining
a separate record for each type of restriction, akin to fund accounting). Without information about restrictions
on individual gifts and endowment funds, management would be unable to fulfill its fiduciary responsibili
ties to donors and to substantiate that it has met donor's restrictions.

Alternative Investments—Reporting
.158 NFPs continue to increase their investments in various assets without readily determinable fair
values. Many of these investments are frequently referred to as alternative investments, and hedge funds,
private equity, venture capital, real estate, derivatives, managed futures, and natural resources. Some NFPs
report those investments at fair value in conformity with Appendix A, of Chapter 8 of the NFP Guide, while
others report them at cost, or perhaps using the equity method of accounting. Recent information suggests
that some not-for-profits may be measuring investments purported to be reported at fair value without
adequate support for that valuation. For example, some not-for-profits believe they are reporting invest
ments at fair value but may instead be using valuations provided by third parties, such as trustees or perhaps
fund managers that are not adequately independent in determining the measure or who prepare measures
that do not represent fair value in conformity with GAAP. If the NFP is reporting at fair value the auditor
may need to determine that it is in fact fair value. (Readers should refer to the section entitled "Alternative
Investments—Auditing" for a discussion of two Auditing Interpretations pertaining to alternative invest
ments).
.159 Auditors of not-for-profits with significant investments in alternative investments should carefully
consider the not-for-profit's exposure to risk. For instance, the auditor may consider risks associated with
(1) whether the not-for-profit is acting as a prudent investor in compliance with donor stipulations and
relevant laws, (2) the valuations of those alternative investments, and (3) potential effects on the organiza
tion's ability to continue as a going concern. Although many alternative investments apparently have
generated sizable investment returns over the last few years, there is no guarantee those rates of return will
continue.

.160 Alternative investments may also be in a form that generates tax on unrelated business income to
be reported on Form 990-T and that introduce a myriad of IRS requirements for information returns about
foreign corporations, reportable transactions, and foreign bank accounts.
.161 The AICPA has formed an Alternative Investments Task Force (comprised of members representing
NFP, health care, employee benefit plans, etc.) to consider internal control, financial reporting, and auditing
issues pertaining to alternative investments.

Insurable Interest
.162 Transactions exist in which donors donate an insurable interest in their life to an NFP, in conjunction
with the issuance of an insurance policy providing a beneficial interest to the NFP. The insurance policy may
be owned by the NFP or may be owned by a trust or third-party investor. The forms of these transactions
vary, but typically involve exchange transactions between third parties who promote or sell the arrange
ments, other third-party investors, and the NFP. Such transactions may be complex and have both financial
reporting and tax implications for NFPs.
.163 Auditors should ensure that such transactions are properly accounted for and disclosed in the NFP's
financial statements, and that any related tax liabilities are properly accrued. Also, auditors should consider
whether such transactions violate federal or state law.

Related Party Transactions
.164 Readers are reminded of the requirement to determine the existence of related-party relation
ships and transactions with such parties and to examine those transactions. The auditor of a not-for-profit
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organization should be aware that the definition of related parties in FASB Statement No. 57, Related Party
Disclosures, includes an organization's management and members of management's immediate family, as
well as affiliated entities. Accordingly, transactions with brother-sister organizations and certain national
and local affiliates as well as entities whose officers or directors are members of the not-for-profit organiza
tion's governing board should be considered. Paragraph 2 of FASB Statement No. 57 provides that financial
statements should include disclosures of material related party transactions, other than compensation
arrangements, expense allowances, and other similar items in the ordinary course of business. When
assessing materiality, qualitative and quantitative characteristics should be considered in determining the
existence of such transactions.

.165 The organization may consider implementing a policy that requires an annual written disclosure by
governing board members of the details of their transactions and other business involvements with the
organization, as well as disclosure of their other board memberships as a vehicle to identify such transactions.
.166 FASB Statement No. 57 requires the following disclosures for material related-party transactions:

•

The existence and nature of the relationship

•

A description of the transactions between the entities, summarized if appropriate, for the period
reported on, including amounts, if any, and any other information deemed necessary to an under
standing of the effects of those transactions on the reporting organization's financial statements

•

The dollar volume of transactions between the entities and the effects of any changes in the method
of establishing their terms from the preceding period

•

Amounts due from or to the related entities, and, if not otherwise apparent, the terms and manner
of settlement

Investment Expenses

.167 Readers are reminded to disclose investment expenses as required by paragraph 13.27 of the NFP
Guide. Paragraph 13.27 states that investment revenues may be reported net of related expenses, such as
custodial costs and internal and external investment advisory costs, provided that the amount of such
expenses is disclosed either on the face of a statement of activities or in notes to the financial statements.
Expenses that are netted against investment revenues should, however, be reported by their functional
classification on the separate statement that reports information about expenses by their natural classification
as well as by their functional classification in a matrix format (if the organization presents that statement).
.168 Investment income (or return) may be shown gross or net of expenses (per paragraph 13.27 of the
Guide), but if shown net, the amount of expenses must be disclosed.

.169 Below are illustrative examples:
Revenue:
Other revenue
Net investment income (or
return), net of expenses of
$1,707,248, etc.

$ 1,650,000

13,819,103

.170 An example of a note (probably part of a longer note) would be as follows:

Note X: Investment Income
Investment income (or return) as reported is net of related expenses of $1,707,248.
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.171 An example of the composition of investment return is as follows:
Composition of Investment Return:

Net Investment Income (or return):
Net realized and unrealized gains (losses)
Interest
Dividends

20X2

20X1

$ 1,000,000
$ 9,221,450
5,304,901

$(2,000,000)
$ 8,372,881
4,130,451

Investment income (or return)
Investment expenses

15,526,351
(1,707,248)

10,503,332
(1,395,277)

Net investment income (or return)

13,819,103

9,108,055

Implementation of FASB Interpretation No. 47
.172 FASB Interpretation No. 47, Accounting for Conditional Asset Retirement Obligations—an interpretation
of FASB Statement No. 143, is expected to be arduous for some NFPs to implement. It requires recognition of
a liability for the fair value of a conditional asset retirement obligation (CARO) if the liability can be
reasonably estimated. A common example of a CARO is the regulatory responsibility to handle and dispose
of asbestos in a special manner if the asbestos is exposed when a building undergoes major renovations or
is demolished. If there are plans or the expectation of plans (for example, obsolescence) to undertake a
renovation that would require removal of the asbestos, an NFP generally will have to recognize a liability
for the cost of removing and disposing of asbestos. The process to determine a reasonable estimation of
removal and disposal costs may be lengthy, so readers are encouraged to begin the assessment early.
.173 The fair value of the liability for the CARO should be recognized when incurred. A CARO would
be reasonably estimated if it is evident that the fair value of the obligation is embodied in the acquisition
price of the asset, if an active market exists for the transfer of the obligation or if sufficient information exists
to apply an expected present value technique. Sufficient information to apply an expected present value
technique exists if either:

1. The settlement date and method have been specified by others, such as through law, regulation, or
contract.
2. Information is available to reasonably estimate the settlement date or range of dates, method or
potential method of settlement, and the probabilities associated with methods and dates.

.1 74 Since sufficient information may not always be available to reasonably estimate the fair value of an
asset retirement obligation, FASB Statement No. 143, Accounting for Asset Retirement Obligations, requires a
liability to be recognized in the period during which sufficient information becomes available. If the asset
retirement obligation is not recognized, the following disclosures are required:
1.

A description of the obligation

2. The fact that a liability has not been recognized because the fair value cannot be reasonably estimated,
and

3. The reasons why fair value cannot be reasonably estimated

.175 FASB Interpretation No. 47 is effective no later than the end of the fiscal year ending after December
15, 2005. Adoption of FASB Interpretation No. 47 may prompt the recording of asset retirement obligations
in NFPs in which none had been recorded before and the implementation charge may be substantial. Below
are illustrative example disclosures upon implementation:
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In the "Property" section of the notes to the financial statements:

At December 31,2005, property, plant, and equipment includes capitalized asset retirement
obligations at a cost of $xxx and accumulated depreciation of $xxx.

•

Adoption of the "New Accounting Pronouncement" section of the notes to the financial statements:

Adoption of New Accounting Pronouncement—Financial Interpretation No. 47, Accounting
for Conditional Asset Retirement Obligations—In March 2005, the FASB issued FASB Interpre
tation No. 47. This Interpretation clarifies that the term conditional asset retirement obligation,
as used in FASB Statement No. 143, Accounting for Asset Retirement Obligations, refers to a
legal obligation to perform an asset retirement activity in which the timing and (or) method
of settlement is conditional on a future event that may or may not be within the control of
the entity. The obligation to perform the asset retirement activity is unconditional even
though uncertainty exists about the timing and (or) method of settlement. Uncertainty about
the timing or method of settlement of a conditional asset retirement obligation should be
factored into the measurement of the liability when sufficient information exists to make a
reasonable estimate of the fair value of the obligation. The Interpretation provides guidance
for entities to use in determining if a liability can be reasonably estimated and reported.
FASB Interpretation No. 47 is effective for fiscal years ending after December 15, 2005.
Effective December 31,2005, the Organization determined it has legal obligations to perform
certain asset retirement activities associated with constructed facilities and equipment. The
obligation was recognized in 2005 as a change in accounting principle that requires the
recognition of asset retirement obligations with a cumulative effect adjustment of $xxx
reflected in the consolidated statements of operations and changes in net assets and as a
component of other long-term liabilities on the consolidated balance sheets.
•

In the "Contingencies" section of the notes to the financial statements:

Effective December 31, 2005, the Organization adopted the provisions of FASB Statement
No. 143 as clarified by FASB Interpretation No. 47. An asset retirement obligation represents
a legal obligation associated with the retirement of a tangible long-lived asset that is incurred
upon the acquisition, construction, development, or normal operation of that long-lived
asset. This standard requires the Organization to recognize asset retirement obligations in
the period in which they are incurred, if a reasonable estimate of fair value can be made. The
asset retirement obligations are accreted to their present value at the end of each reporting
period. The associated estimated asset retirement costs are capitalized as part of the carrying
amount of the long-lived asset and depreciated over its useful life.
The Organization evaluated its leased and owned properties for potential asset retirement
obligations under FASB Statement No. 143. Based on this review, the Organization identified
obligations primarily related to the removal of certain materials previously utilized in the
construction process and a storage tank. The total asset retirement obligation recognized as
of December 31, 2005 was $xxx, which is recorded as other long-term liabilities in the
consolidated balance sheets.

•

Second illustrative example of notes to the financial statements:
In March 2005, the Financial Accounting Standards Board (FASB) issued FASB Interpreta
tion No. 47. FASB Interpretation No. 47 clarifies the term conditional asset retirement obligation
as it is used in FASB Statement No. 143, and requires a liability to be recorded if the fair
value of the obligation to retire an asset can be reasonably estimated. Asset retirement
obligations covered by FASB Interpretation No. 47 include those for which an entity has a
legal obligation to perform an asset retirement activity, however the timing and (or) method
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of settling the obligation are conditional on a future event that may or may not be within
the control of the entity.

In accordance with FASB Interpretation No. 47, the entity records all known asset retirement
obligations for which the fair value of the liability can be reasonably estimated, including
certain obligations relating to regulatory remediation. As a result of adopting the Interpre
tation, the entity recorded a cumulative effect of change in accounting principle of $xxx in
2005. The entity recorded a liability for asset retirement obligation of $xxx and increased the
carrying value of the related assets by $xxx, net of accumulated depreciation of $xxx.
.176 Also, because of the focus in FASB Interpretation No. 47 on the existence of legal obligations that
would trigger asset retirement obligations, lawyers can be expected to play an increasingly important role
in these disclosure determinations. Environmental lawyers and environmental consultants will have the
opportunity to add value as these disclosure and accounting determinations are made by CEOs, CFOs,
general counsel, and accounting firms in the coming months and years.

NFP Operating Measures
.177 Readers are reminded that paragraph 23 of FASB Statement No. 117, Financial Statements of Not-forProfit Organizations, provides that if an intermediate measure of operations is reported and the term operations
is not apparent from the details provided on the face of the statement, a note to financial statements should
describe the nature of the reported measure of operations or the items excluded from operations. Paragraph
23 of FASB Statement No. 117 is reproduced below:
Classifying revenues, expenses, gains, and losses within classes of net assets does not
preclude incorporating additional classifications within a statement of activities. For exam
ple, within a class or classes of changes in net assets, an organization may classify items as
operating and nonoperating, expendable and nonexpendable, earned and unearned, recur
ring and nonrecurring, or in other ways. This Statement neither encourages nor discourages
those further classifications. However, because terms such as operating income, operating
profit, operating surplus, operating deficit, and results of operations are used with different
meanings, if an intermediate measure of operations (for example, excess or deficit of operating
revenues over expenses) is reported, it shall be in a financial statement that, at a minimum,
reports the change in unrestricted net assets for the period. If an organization's use of the
term operations is not apparent from the details provided on the face of the statement, a note
to financial statements shall describe the nature of the reported measure of operations or the
items excluded from operations.

.178 FASB Statement No. 117 does not define a measure of operations, but permits organizations wide
latitude in choosing how to present the sequence of revenues, expenses, gains, and losses, so long as any
measure of operations is in a statement that includes at least the total change in unrestricted net assets.
.179 Because paragraph 23 of FASB Statement No. 117 essentially permits each organization to define
operations as it wishes, wide variety is found in practice among organizations that choose to present such a
measure. The following illustrate disclosures pertaining to a measure of operations:

•

Note X: Measure of Operations:
In its statement of activities, the Center includes in its definition of operations all revenues and
expenses that are an integral part of its programs and supporting activities. Investment income,
including net realized and unrealized gains and losses, earned in excess of the Center's aggregate
authorized spending amount, and contributions to temporarily and permanently restricted net assets
are recognized as nonoperating support, revenues, gains, and losses.
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Note X: Measure of Operations:
The Society includes in its definition of operations all income and expenditures relating to its
orchestra and supporting activities. Investment income, including net realized and unrealized gains
and losses, earned in excess of (or less than) the Society's authorized spending rate is recognized as
nonoperating income.

•

Note X: Results of Operations:

The Organization has defined a measure of operations that considers all revenues and expenses to
be related to operations, except endowment gains, expendable gifts invested in the endowment,
expendable capital gifts, changes in the equity of [Affiliated Organization], and certain other additions,
which are excluded from operations and included in the category called other changes.

Technical Practice Aids on Guidance for Losses From Natural Disasters
.180 The AICPA recently issued an accounting Technical Practice Aid (TPA), section 5400.05, "Account
ing and Disclosures Guidance for Losses From Natural Disasters—Nongovernmental Entities," regarding
the accounting and disclosures for losses from natural disasters for nongovernmental entities.
.181 In 2005, hurricanes devastated several states along the Gulf Coast of the United States, took many
lives, and caused considerable damage to entities. In its effort to provide financial reporting guidance on
accounting and disclosures of losses from natural disasters, AICPA staff identified certain accounting issues
and provided a road map reference to relevant accounting literature for nongovernmental entities that will
assist preparers and practitioners. For a more detailed discussion, readers should refer to the TPA at www.
aicpa.org/download/acctstd/Natural_disaster_TPA_5400.05.pdf.
.182 The AICPA has also issued the following auditing TPAs in response to the hurricanes. These TPAs
can be obtained at www.aicpa.org/members/div/auditstd/Recently lssued Technical Practice Aids.asp.
Auditors whose clients are affected by the hurricanes or other natural disasters should follow the guidance
in these TPAs, as appropriate.
•

TPA 9070.05, "Consideration of Impact of Losses From Natural Disasters Occurring After Comple
tion of Audit Field Work and Signing of the Auditor's Report But Before Issuance of the Auditor's
Report and Related Financial Statements"

•

TPA 8345.01, "Audit Considerations When Client Evidence and Corroborating Evidence in Support
of the Financial Statements Has Been Destroyed by Fire, Flood, or Natural Disaster"

•

TPA 8345.02, "Considerations When Audit Documentation Has Been Destroyed by Fire, Flood, or
Natural Disaster"

EITF Issues and FASB Staff Positions
.183 The FASB is very active in issuing Emerging Issues Task Force (EITF) Issues and FASB Staff Positions
(FSPs). Auditors should visit the FASB Web site to stay abreast of these many issues and understand those
accounting requirements that may pertain to their client's financial statements. In the AICPA general Audit
Risk Alert—2005/06 you will find a list of selected EITF Issues and FSPs that have been issued recently and
have broad interest. Recently issued EITF Issues and FSPs that may be of particular interest to auditors of
not-for-profit organizations are discussed in this section of the Alert.
.184 Some practitioners may inadvertently fail to consider FASB EITF consensus opinions when working
on not-for-profit engagements; however, EITF consensus opinions that do not conflict with guidance at levels
(a) and (b) of GAAP are applicable to not-for-profit organizations. Therefore, we present these EITF Issues
for consideration on your engagements. Readers should be aware that the guidance in EITF Issues No. 04-5,
AAM §8120.180

Copyright © 2006, American Institute of Certified Public Accountants, Inc.

72 9-06

8405

Not-for-Profit Organizations Industry Developments—2006

"Determining Whether a General Partner, or the General Partners as a Group, Controls a Limited Partnership
or Similar Entity When the Limited Partners Have Certain Rights," and No. 02-14, "Whether an Investor
Should Apply the Equity Method of Accounting to Investments Other Than Common Stock," should be
considered in conjunction with the guidance brought forward from the superseded Guides (paragraphs A.10
through A.13 included in Appendix A of Chapter 8 in the NFP Guide) and the guidance in AICPA SOP 94-3,
Reporting of Related Entities by Not-for-Profit Organizations. (NFP Guide, Chapter 8, Appendix B, paragraph
8.36). Thus, those consensus opinions do not apply to investments that are held in portfolios that are reported
at current market value or fair value. However, those consensus opinions should be considered if other
investments are reported at cost or lower of cost or market/fair value.

EITF Issue No. 04-5, "Determining Whether a General Partner, or the General Partners as a
Group, Controls a Limited Partnership or Similar Entity When the Limited Partners Have
Certain Rights"
.185 EITF Issue No. 04-5, "Determining Whether a General Partner, or the General Partners as a Group,
Controls a Limited Partnership or Similar Entity When the Limited Partners Have Certain Rights," provides
a framework to determine whether the general partners in a limited partnership control a limited partnership
or similar entity when the limited partners have certain rights. EITF Issue No. 04-5 does not apply to a general
partner that carries its investment in the limited partnership at fair value in conformity with Appendix A of
Chapter 8 of the NFP Guide (that is, with changes in fair value reported in the statement of activities in
accordance with GAAP). If an organization is required to apply the consolidation guidance included in ARB
51 and FASB Statement No. 94, Consolidation of All Majority-owned Subsidiaries, to its investment in a limited
partnership, it is within the scope of EITF Issue No. 04-5.
.186 The general partner's control of a limited partnership is presumed regardless of the extent of the
general partners' ownership interest. Assessment of whether the rights of limited partners overcome the
presumption of control is a matter of judgment that depends on facts and circumstances. The general partners
do not control a limited partnership if the limited partners have either (1) substantive ability to dissolve
(liquidate) the limited partnership or otherwise remove the general partner(s) without cause, or (2) substan
tive participating rights.
.187 EITF Issue No. 04-5 is effective (1) after June 29, 2005, for general partners of all new limited
partnerships formed and for existing limited partnerships for which the partnership agreements are modi
fied; and (2) no later than the beginning of the first reporting period in fiscal years beginning after December
15, 2005, for general partners in all other limited partnerships.

FASB Staff Position FAS 143-1, "Accounting for Electronic Equipment Waste Obligations"
.188 NFPs that conduct business with a European Union (EU)-member country and use electronic
equipment that are affected by an EU directive on disposing of electrical waste and electronic equipment
will have to account for any disposal obligations under FASB Statement No. 143. Such equipment is
dependent on electric currents or electromagnetic fields in order to work properly, including but not limited
to large household appliances, small household appliances, information technology (IT), and telecommuni
cations equipment, consumer equipment, lighting equipment, monitoring and control instruments, and
automatic dispensers.
.189 Readers should refer to the FASB Web site at www.fasb.org/fasb staff positions/fsp_fasl43-l.pdf
for further information on this FSP, including the scope and effective date.

FASB Staff Position FAS 115-1 and FAS 124-1, "The Meaning of Other-Than-Temporary
Impairment and Its Application to Certain Investments"
.190 FSP FAS 115-1 and FAS 124-1, "The Meaning of Other-Than-Temporary Impairment and Its
Application to Certain Investments," address the determination as to when an investment is considered
AICPA Audit and Accounting Manual
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impaired, whether that impairment is other than temporary, and the measurement of an impairment loss.
The FSP also includes accounting considerations subsequent to the recognition of an other-than-temporary
impairment and requires certain disclosures about unrealized losses that have not been recognized as
other-than-temporary impairments. The guidance in the FSP amends FASB Statements No. 115, Accounting
for Certain Investments in Debt and Equity Securities, and No. 124, Accounting for Certain Investments Held by
Not-for-Profit Organizations, and Accounting Principles Board (APB) Opinion No. 18, The Equity Method of
Accounting for Investments in Common Stock. Appendix B to the FSP shows the amendments to those
pronouncements. Readers should refer to the FASB Web site at www.fasb.org/fasb_staff_positions/fsp
fasll5-1&fasl24-1.pdf for further information on this FSP, including the scope and effective date.

FASB Staff Position FAS 13-1, "Accounting for Rental Costs Incurred during a
Construction Period"
.191 Accounting guidance for leasing arrangements is provided in FASB Statement No. 13, Accounting
for Eeases, as amended and interpreted. This FSP was issued in response to questions as to whether lessees
can capitalize rental costs associated with ground and building operating leases that are incurred during a
construction period. FSP FAS 13-1 states that there is no distinction between the right to use a leased asset
during the construction period and the right to use that asset after the construction period. Rental costs
associated with ground or building operating leases and incurred during a construction period are therefore
recognized as rental expense and included in income from continuing operations. FASB Statement No. 13
and FASB Technical Bulletin 85-3, Accounting for Operating Eeases with Scheduled Rent Increases, provide
guidance to determine how to allocate rental costs over the lease term.
.192 FSP FAS 13-1 should be applied to the first reporting period beginning after December 15, 2005.
Earlier adoption is permitted for financial statements or interim financial statements that have not been
issued. Lessees are required to cease capitalizing rental costs as of the effective date of FSP FAS 13-1 for
operating lease arrangements entered into prior to the FSP's effective date.

FASB Staff Position FAS 106-2, "Accounting and Disclosure Requirements Related to the
Medicare Prescription Drug, Improvement and Modernization Act of 2003"
.193 The guidance in FSP FAS 106-2, "Accounting and Disclosure Requirements Related to the Medicare
Prescription Drug, Improvement and Modernization Act of 2003," related to the accounting for the subsidy
applies only to the sponsor of a single-employer defined benefit postretirement health care plan for which:
•

The employer has concluded that prescription drug benefits available under the plan to some or all
participants for some or all future years are "actuarially equivalent" to Medicare Part D and thus
qualify for the subsidy under the Act, and

•

The expected subsidy will offset or reduce the employer's share of the cost of the underlying
postretirement prescription drug coverage on which the subsidy is based.

.194 This FSP also provides guidance for the disclosures about the effects of the subsidy for an employer
that sponsors a postretirement health care benefit plan that provides prescription drug coverage but for
which the employer has not yet been able to determine actuarial equivalency.
.195 Readers should refer to the FASB Web site at www.fasb.org/fasb staff positions/fsp_fasl06-2.pdf
for further information on this FSP, including the scope and effective date.

FSP FIN 45-3, "Application of FASB Interpretation No. 45 to Minimum Revenue Guarantees
Granted to a Business or Its Owners"
.196 FSP FIN 45-3, "Application of FASB Interpretation No. 45 to Minimum Revenue Guarantees Granted
to a Business or Its Owners," applies to entities that issue minimum revenue guarantees.

AAM §8120.191

Copyright © 2006, American Institute of Certified Public Accountants, Inc.

72

9-06

8407

Not-for-Profit Organizations Industry Developments—2006

.197 This FSP amends FASB Interpretation No. 45, Guarantor's Accounting and Disclosure Requirements for
Guarantees, Including Indirect Guarantees of Indebtedness of Others. Paragraph 3(a) through 3(d) of FASB
Interpretation No. 45 provides characteristics of contracts that are included in the scope of that Interpretation.
The characteristic in paragraph 3(a) is contracts that contingently require the guarantor to make payments
to the guaranteed party based on changes in an underlying that is related to an asset, a liability, or an equity
security of the guaranteed party. Paragraph 3(a) lists examples of contracts with that characteristic. The list
is not all-inclusive. FSP FIN 45-3 adds an example to the listing—a guarantee granted to a business or its
owner(s) that the revenue of the business (or a specific portion of the business) for a specified period of time
will be at least a specified amount (referred to in the FSP as a minimum revenue guarantee).
.198 FSP FIN 45-3 is effective for new minimum revenue guarantees issued or modified on or after the
beginning of the first fiscal quarter following November 10, 2005. Earlier application is permitted. The
disclosure requirements in paragraphs 13 through 16 of FASB Interpretation No. 45 should be applied to all
minimum revenue guarantees in financial statements of interim or annual periods ending after the beginning
of the first fiscal quarter following November 10, 2005.

FASB Staff Position APB 18-1, "Accounting by an Investor for Its Proportionate Share of
Accumulated Other Comprehensive Income of an Investee Accounted for under the Equity
Method in Accordance with APB Opinion No. 18 upon a Loss of Significant Influence”
.199 The FASB issued guidance for investors that account for investments following the guidance in APB
Opinion No. 18.
.200 Under APB Opinion No. 18, an investor records its proportionate share of the investee's net income
or net loss as investment income and a corresponding increase or decrease to the investment account. An
investor records its proportionate share of an investee's equity adjustments for other comprehensive income
as increases or decreases to the investment account with a corresponding adjustment in equity. See paragraph
19(e) of APB Opinion No. 18 and paragraph 121 of FASB Statement No. 130, Reporting Comprehensive Income.

.201 FSP APB 18-1, "Accounting by an Investor for Its Proportionate Share of Accumulated Other
Comprehensive Income of an Investee Accounted for under the Equity Method in Accordance with APB
Opinion No. 18 upon a Loss of Significant Influence," provides guidance for investors on accounting for their
proportionate share of an investee's equity adjustments for other comprehensive income upon loss of
significant influence. FSP APB 18-1 requires that investors offset their proportionate share of an investee's
equity adjustments for other comprehensive income against the carrying value of the investment at the time
significant influence is lost. If the offset would result in an investment with a carrying value that is less than
zero, the investor should reduce the investment carrying value to zero and record the remaining balance to
income.
.202 FSP APB 18-1 does not provide guidance for entities that have historically not recorded their
proportionate share of an investee's equity adjustments for other comprehensive income. FSP APB 18-1 is
effective as of the first reporting period beginning after July 12, 2005.

Recent Auditing, Attestation, and Quality Control Pronouncements
and Related Guidance
.203 Presented below is a list of auditing, attestation, and related guidance issued since the publication
of last year's Alert. For information on auditing and attestation standards, quality control standards, and
related guidance that may have been issued subsequent to the writing of this Alert, please refer to the AICPA
Web site at www.aicpa.org/members/div/auditstd/technic.htm.
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.204 You may also look for announcements of newly issued standards in the The CPA Letter, Journal of
Accountancy, and the quarterly electronic newsletter, In Our Opinion, issued by the AICPA's Auditing
Standards team and available at www.aicpa.org/members/div/auditstd/opinion/index.htm.
.205 Note: SAS No. 104 through No. Ill were issued together and are known as the "risk assessment"
standards. They apply to audits conducted in accordance with GAAS.

Statement on Auditing
Standards (SAS) No. 112

Communicating Internal Control Related Matters Identified in
an Audit

(June 2006)

(SAS) No. 111

Amendment to Statement on Auditing Standards No. 39,
Audit Sampling

(March 2006)
SAS No. 110

Performing Audit Procedures in Response to Assessed Risks
and Evaluating the Audit Evidence Obtained

(March 2006)
SAS No. 109

Understanding the Entity and Its Environment and Assessing
the Risks of Material Misstatement

(March 2006)
SAS No. 108

Planning and Supervision

(March 2006)
SAS No. 107

Audit Risk and Materiality in Conducting an Audit

(March 2006)
SAS No. 106

Audit Evidence

(March 2006)
SAS No. 105

Amendment to Statement on Auditing Standards No. 95,
Generally Accepted Auditing Standards

(March 2006)
SAS No. 104

(March 2006)
SAS No. 103

Amendment to Statement on Auditing Standards No. 1,
Codification of Auditing Standards and Procedures ("Due
Professional Care in the Performance of Work")
Audit Documentation This SAS supersedes SAS No. 96 of
the same name (AICPA,

(December 2005)
Professional Standards, vol. 1, AU sec. 339A)

(Applicable to audits
conducted in accordance with
generally accepted auditing
standards (GAAS))
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SAS No. 102
Statement on Standards for
Attestation Engagements
(SSAE) No. 13
(December 2005)
(Applicable to audits conducted
in accordance with GAAS)

AICPA Auditing Interpretation
No. 1 of AU section 328,
Auditing Fair Value Measurements
and Disclosures
AICPA Auditing Interpretation
No. 1 of AU section 332,
Auditing Derivative Instruments,
Hedging Activities, and
Investments in Securities

(July 2005)
(Applicable to audits conducted
in accordance with GAAS)

AICPA Technical Practice Aid
9070.05

(August 2005)

Defining Professional Requirements in Statements on Auditing
Standards and Statement on Standards for Attestation
Engagements (SSAE) No. 13, Defining Professional
Requirements in Statements on Standards for Attestation
Engagements.
These Statements define the terminology the ASB will use
to describe the degrees of responsibility that the
requirements impose on the auditor or the practitioner.

"Auditing Interests in Trusts Held by a Third-Party
Trustee and Reported at Fair Value"
"Auditing Investments in Securities Where a Readily
Determinable Fair Value Does Not Exist"
These Interpretations clarify that simply receiving a
confirmation from a third party (including a trustee) does
not in and of itself constitute adequate audit evidence
with respect to the valuation assertion of interests in trusts
or investments in securities. The Interpretations also
reiterate the responsibility of management to institute
accounting and financial reporting processes for the
determination of fair value measurements. According to
the Interpretations, if the auditor is unable to audit the
existence or measurement of interests in investments in
securities at the financial statement date, the auditor
should consider whether that scope limitation requires the
auditor to qualify his or her opinion or disclaim an
opinion.

"Consideration of Impact of Losses From Natural
Disasters Occurring After Completion of Audit Field
Work and Signing of the Auditor's Report But Before
Issuance of the Auditor's Report and Related Financial
Statements"

(nonauthoritative)

AICPA Technical Practice Aid
8345.01
(September 2005)

"Audit Considerations When Client Evidence and
Corroborating Evidence in Support of the Financial
Statements Has Been Destroyed by Fire, Flood, or Natural
Disaster"

(nonauthoritative)
AICPA Technical Practice Aid
8345.02

"Considerations When Audit Documentation Has Been
Destroyed by Fire, Flood, or Natural Disaster"

(September 2005)
(nonauthoritative)

AICPA Practice Alert No. 05-1

Auditing Procedures With Respect to Variable Interest Entities

(September 2005)

The purpose of this Practice Alert is to provide guidance
to auditors in planning and performing auditing
procedures with respect to variable interest entities.

(nonauthoritative)

(continued)
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AICPA Audit and Accounting
Practice Aid

(nonauthoritative)

This publication provides guidance on the use of
Statement on Auditing Standards (SAS) No. 70 reports in
audits performed in accordance with GAAS. In addition,
this publication includes checklists and forms to help
implement the guidance.

Auditing Recipients of Federal Awards: Practical Guidance for
Applying OMB Circular A-133,, third edition

(nonauthoritative)

This new edition covers the 2003 revision to Government
Auditing Standards. It includes a CD-ROM containing
detailed programs and checklists to assist in the audits of
entities that receive federal assistance.

Accounting Trends &
Techniques

Not-for-Profit Organizations

Guidance on Management
Override of Internal Controls

9-06

SAS No. 70 Reports and Employee Benefit Plans

AICPA Audit and Accounting
Practice Aid

(nonauthoritative)

72

This publication provides extensive illustrative financial
statements and note disclosures for not-for-profit
organizations.
Management Override of Internal Controls: The Achilles' Heel
of Fraud Prevention? The Audit Committee and Oversight of
Financial Reporting

(nonauthoritative)
This guidance is available through the AICPA Audit
Committee Effectiveness Center at
www.aicpa.org/audcommctr (go to "Spotlight Area").
AICPA Toolkit

The AICPA Audit Committee Toolkit:
Not-for-Profit Organizations

(nonauthoritative)
This toolkit provides a comprehensive set of best practices
for audit committees of not-for-profit organizations to
help them carry out their responsibilities effectively. The
not-for-profit toolkit covers governance topics ranging
from increasing the usefulness of the audit committee
charter and hiring the chief audit executive to conducting
an executive session and evaluating independent auditors.
It is available through the AICPA Audit Committee
Effectiveness Center at www.aicpa.org/audcommctr/
toolkitsnpo/homepage.htm.

AICPA Toolkit

The AICPA Audit Committee Toolkit:
Government Organizations

(nonauthoritative)

This toolkit covers a variety of governance topics,
including conducting an executive session, discussions to
expect from the independent auditor, peer review of CPA
firms, evaluating independent auditors, fraud, and
internal controls. It is available through the AICPA Audit
Committee Effectiveness Center at www.aicpa.org/
audcommctr /toolkitsgovt/ homepage.htm.
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.206 As necessary, auditors should obtain and understand the complete text of the applicable standards
and other guidance. You should visit the applicable Web site for complete information.

Auditing Standards Available on AICPA Web Site
.207 The standards and interpretations promulgated by the AICPA ASB are available free of charge by
visiting the AICPA Audit and Attest Standards Team's page at www.aicpa.org/members/div/
auditstd/Auth_Lit_for_NonIssuers.htm. Members and nonmembers alike can download the auditing,
attestation, and quality control standards by either choosing a section of the codification or an individual
statement number. You can also obtain copies of AICPA standards and other guidance by contacting the
AICPA at (888) 777-7077 or online at www.cpa2biz.com.

Recent AICPA Independence and Ethics Pronouncements
.208 The AICPA Independence and Ethics Alert—2005/06 (product no. 022476kk) contains a complete
update on new independence and ethics pronouncements. This Alert can be obtained by calling the AICPA
at (888) 777-7077 or going online at www.cpa2biz.com. Readers should obtain that Alert to be aware of
independence and ethics matters that will affect their practice.
.209 In addition to the other matters discussed in Independence and Ethics Alert—2005/06, auditors should
be aware of these recent issuances by the AICPA Professional Ethics Executive Committee (PEEC):

•

Revised Interpretation 501-1, Response to Requests by Clients and Former Clients for Records, to provide
guidance to members on their ethical responsibilities when a client or former client makes a request
for client records, supporting records, or other documents that are in the custody or control of the
member. The revised interpretation defines key terms and requires that client provided records be
returned to the client upon request but that client records prepared by the member and supporting
records may be withheld if the engagement is incomplete or there are fees due to the member for the
specific engagement. In addition, the committee has deleted Ethics Ruling No. 182 of ET section 591,
Ethics Rulings on Other Responsibilities and Practices (AICPA, Professional Standards, vol. 2, ET sec.
591.363-.364) because the substance of this ethics ruling has been incorporated into the revised
Interpretation 501-1.

•

New Interpretation 101-15, Financial Relationships, defines financial interest, direct financial interest,
and indirect financial interest as used in Interpretation 101-1, and provides guidance to members in
determining whether financial interests should be considered direct or indirect financial interests.
Readers should refer to the AICPA Web site at www.aicpa.org/download/ethics/interpl01_l.pdf
for further information.

•

Ethics Ruling No. 113, "Acceptance or Offering of Gifts or Entertainment under Rule 102, Integrity
and Objectivity," and Ethics Ruling No. 114, "Acceptance or Offering of Gifts and Entertainment to or
From an Attest Client Under Rule 101, Independence," that provide guidance on how a member's offer
or acceptance of gifts or entertainment, to or from a client (both attest and nonattest), or a customer
or vendor of the member's employer, affects a member's independence or objectivity. Readers should
refer to the AICPA Web site at www.aicpa.org/download/ethics/Gifts_and_Entertainment_
Rulings.pdf for further information.

•

New Conceptual Framework for AICPA Independence Standards. The PEEC has approved the release of
a "Conceptual Framework for AICPA Independence Standards" (AICPA, Professional Standards, ET
sec. 100.01), and a related revision to "Other Considerations" of Interpretation No. 101-1, "Interpretation
of Rule 101" (AICPA, Professional Standards, ET sec. 101.02) of the Code of Professional Conduct. Readers
should refer to the AICPA Web site at www.aicpa.org/download/ethics/Ethics_Interpretation_
101-l_and_Conceptual_Framework.pdf for further information, including the effective date.
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Recent Accounting Pronouncements and Related Guidance
.210 Presented below is a list of accounting pronouncements and other guidance issued since the
publication of last year's Alert. For information on accounting standards issued subsequent to the writing
of this Alert, please refer to the AICPA Web site at www.aicpa.org, and the FASB Web site at www.fasb.org.
You may also look for announcements of newly issued standards in The CPA Letter and Journal of Accountancy.
FASB Statement No. 156

Accounting for Servicing of Financial Assets

(March 2006)
FASB Statement No. 155

Accounting for Certain Hybrid Instruments

(February 2006)

FASB EITF Issues

Go to www.fasb.org/eitf/ for a complete list of EITF Issues.

(Various dates)
FASB Staff Positions

(Various dates)

AICPA Statement of
Position 05-1

Go to www.fasb.org/fasb staff_positions/ for a complete list of
FASB Staff Positions (FSPs). Some of the recently issued FSPs
address issues relating to FASB Statements No. 13, No. 115, No.
123(R), No. 124, and No. 143, among others.

Accounting by Insurance Enterprises for Deferred Acquisition Costs
in Connection With Modifications or Exchanges of Insurance
Contracts

(September 2005)

AICPA Technical Practice
Aids 1200.06-15

"Accounting by Noninsurance Enterprises for Property and
Casualty Insurance Arrangements That Limit Insurance Risk"

(February 2005)

(Nonauthoritative)
AICPA Technical Practice
Aids2130.09-.35

"Application of SOP 03-3, Accounting for Certain Loans or Debt
Securities Acquired in a Transfer, to Debt Securities"

(December 2005)

(Nonauthoritative)

AICPA Technical Practice
Aids 5400.05

"Accounting and Disclosures Guidance for Losses From
Natural Disasters—Nongovernmental Entities"

(September 2005)
(Nonauthoritative)

AICPA Technical Practice
Aids 5600.07-.17

"Determing a Lease Term for Accounting Purposes"

(November 2005)

(Nonauthoritative)
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AICPA Technical Practice
Aids 6910.16-20

"Nonregistered Investment Partnerships"

(January 2006)

(Nonauthoritative)

AICPA Technical Practice
Aid 6930.09

"Accounting and Disclosure Requirements for Single-Employer
Employee Benefit Plans Related to the Medicare Prescription
Drug, Improvement and Modernization Act of 2003"

(August 2005)
(Nonauthoritative)

AICPA Technical Practice
Aid 6930.10

"Accounting and Disclosure Requirements for Multiemployer
Employee Benefit Plans Related to the Medicare Prescription
Drug, Improvement and Modernization Act of 2003"

(August 2005)

(Nonauthoritative)

Statement on Standards
for Accounting and
Review Services (SSARS)
No. 14

Compilation of Pro Forma Financial Information. This SSARS
expands SSARS to apply when an accountant is engaged to
compile or issues a compilation report on pro forma financial
information.

(July 2005)
SSARS No. 13

(July 2005)

SSARS No. 12
(July 2005)

Interpretation No. 27 of
AR Section 100

Compilation of Specified Elements, Accounts, or Items of a Financial
Statement. This SSARS expands SSARS to apply when an
accountant is engaged to compile or issues a compilation report
on one or more specified elements, accounts, or items of a
financial statement.

Omnibus Statement on Standards for Accounting and Review
Services—2005. This SSARS amends SSARS No. 1, Compilation
and Review of Financial Statements and SSARS No. 2, Reporting on
Comparative Financial Statements. The SSARS also rescinds
Interpretation No. 26, "Communicating Possible Fraud and
Illegal Acts to Management and Others" of SSARS No. 1.
"Applicability of SSARSs to Reviews of Nonissuers Who Are
Owned By or Controlled By an Issuer"

On the Horizon
.211 Auditors should keep abreast of auditing and accounting developments and upcoming guidance

that may affect their engagements. You should check the appropriate standard-setting Web sites (listed
below) for a complete picture of all accounting and auditing projects in progress. Presented below is brief
information about some ongoing projects that are especially relevant to the not-for-profit industry. Remem
ber that exposure drafts are nonauthoritative and cannot be used as a basis for changing GAAP or GAAS.
.212 The following table lists the various standard-setting bodies' Web sites where information may be
obtained on outstanding exposure drafts, including downloading a copy of the exposure draft. These Web
sites contain much more in-depth information about proposed standards and other projects in the pipeline.
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Web Site

AICPA Auditing
Standards Board (ASB)
(Note that for audits of
public companies, the
PCAOB sets auditing
standards.)

www.aicpa.org/members/div/auditstd/drafts.htm

AICPA Accounting
Standards Executive
Committee (AcSEC)

www.aicpa.org/members/div/acctstd/edo/index.htm

Financial Accounting
www.fasb.org
Standards Board (FASB)

Governmental
Accounting Standards
Board (GASB)

www.gasb.org

Professional Ethics
Executive Committee
(PEEC)

www.aicpa.org/members/div/ethics/index.htm

Help Desk—The AICPA's standard-setting committees publish exposure drafts of pro
posed professional standards exclusively on the AICPA Web site. The AICPA will notify
interested parties by e-mail about new exposure drafts. To have your e-mail address put on
the notification list for all AICPA exposure drafts, send your e-mail address to service®
aicpa.org. Indicate "exposure draft e-mail list" in the subject header field to help process the
submissions more efficiently. Include your full name, mailing address and, if known, your
membership and subscriber number in the message.

Overhaul Project—AICPA Audit and Accounting Guide
Not-for-Profit Organizations
.213 The AICPA is currently overhauling the AICPA Audit and Accounting Guide Not-for-Profit Organi
zations, addressing numerous accounting, auditing, industry, and regulatory issues that have transpired since
the NFP Guide was originally issued in 1996. During this period, the AICPA will continue to issue annual
editions of the NFP Guide, updated to reflect recent pronouncements.

Auditing Pipeline—Nonpublic Companies
.214 The proposed standards discussed in this section would not apply to the audits of public companies
and other audits conducted under the standards of the Public Company Accounting Oversight Board
(PCAOB). Readers should keep abreast of the status of the following projects and projected exposure drafts,
inasmuch as they will substantially affect the audit process. More information can be obtained on the
AICPA's Web site at www.aicpa.org.

Proposed SAS, The Auditor's Communication With Those Charged With Governance
.215 This proposed SAS, The Auditor's Communication With Those Charged With Governance, would super
sede SAS No. 61, Communication With Audit Committees (AICPA, Professional Standards, vol. 1, AU sec. 380),
as amended. The proposed SAS identifies specific matters to be communicated, many of which are generally
consistent with the existing requirements in SAS No. 61. However, the proposed SAS includes certain
additional matters to be communicated and provides additional guidance on the communication process.
Specifically, SAS No. 61 currently establishes communication requirements for entities that either have an
audit committee or have formally designated oversight of the financial reporting process to a group
equivalent to an audit committee. The proposed SAS would broaden the applicability of the SAS to audits
of the financial statements of all nonissuers, and establish a requirement for the auditor to communicate to
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those charged with governance certain significant matters related to the audit. Furthermore, the proposed
SAS uses the term those charged with governance to refer to those with responsibility for overseeing the strategic
direction of the entity and obligations related to the accountability of the entity, including overseeing the
entity's financial reporting process and internal control over financial reporting. It uses the term management
to refer to those who have executive responsibility for the conduct of the entity's operations, including
preparation of the entity's financial statements. Readers should be alert to the issuance of a final Statement.

Proposed Statement on Standards for Attestation Engagements, Reporting on an Entity's
Internal Control Over Financial Reporting
.216 This proposed SSAE establishes standards and provides guidance to the practitioner who is engaged
to issue or does issue an examination report on the effectiveness of an entity's internal control over financial
reporting as of a point in time (or on an assertion thereon). Specifically, guidance is provided regarding the
following:
•

Conditions that must be met for a practitioner to accept an engagement to examine the effectiveness
of an entity's internal control and the prohibition of acceptance of an engagement to review such
subject matter

•

Engagements to examine the design and operating effectiveness of an entity's internal control

•

Engagements to examine the design and operating effectiveness of a portion of an entity's internal
control (for example, internal control over financial reporting of an entity's operating division or its
accounts receivable)

•

Engagements to examine only the suitability of design of an entity's internal control (no assertion is
made about the operating effectiveness of internal control)

•

Engagements to examine the design and operating effectiveness of an entity's internal control based
on criteria established by a regulatory agency

.217 As potential users of Statement on Standards for Attestation Engagements (SSAE) No. 10, Attestation
Standards: Revision and Recodification (AICPA, Professional Standards, vol. 1, AT sec. 501) reports, the nonprofit
community should be alert for the issuance of a final standard in the fourth quarter of 2006.

Amendment to SAS No. 69, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles, for Nongovernmental Entities
.218 The ASB has issued an exposure draft introducing a proposed SAS entitled Amendment to Statement
on Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With Generally Accepted Accounting
Principles, for Nongovernmental Entities. This proposed SAS, which applies only to nongovernmental entities,
has been issued in response to the FASB's proposed Statement of Financial Accounting Standards entitled
The Hierarchy of Generally Accepted Accounting Principles. The FASB proposal moves responsibility for the
GAAP hierarchy for nongovernmental entities from the auditing literature (SAS No. 69) to the accounting
literature. The proposed SAS deletes the GAAP hierarchy for nongovernmental entities from SAS No. 69,
The Meaning of Present Fairly in Conformity With Generally Accepted Accounting Principles (AICPA, Professional
Standards, vol. 1, AU sec. 411), as amended. The ASB decided to coordinate the provisions and effective date
of this exposure draft with the FASB proposed statement, which can be obtained at www.fasb.org.
Accounting Pipeline

Proposed FASB Statement Employer's Accounting for Defined Benefit Pension
and Other Postretirement Plans—an amendment of FASB Statements No. 87,
No. 88, No. 106, and No. 132(R)
.219 This proposed Statement would improve financial reporting by requiring employers to recognize
the overfunded or underfunded positions of defined benefit postretirement plans, including pension plans
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(plans), in their balance sheets. The proposal would also require that employers measure plan assets and
obligations as of the date of their financial statements. The proposed changes would increase the transparency
and completeness of financial statements for shareholders, creditors, employees, retirees, donors, and other
users. The exposure draft applies to plan sponsors that are public and private companies and nongovern
mental not-for-profit organizations. This proposed Statement would apply to not-for-profit organizations
and other entities that do not report other comprehensive income in accordance with the provisions of FASB
Statement No. 130, Reporting Comprehensive Income.
.220 Furthermore the FASB-staff-prepared examples that illustrate the application by not-for-profit
organizations of the March 31, 2006 FASB Exposure Draft, Employers' Accounting for Defined Benefit Pension
and Other Postretirement Plans, were posted to the FASB Web site on May 2, 2006. Those examples were
prepared to assist not-for-profit organizations in their consideration of the proposed standard by showing
how a not-for-profit organization would apply the retrospective application provisions of the Exposure Draft
at initial implementation and how such an entity would report actuarial gains or losses and prior service
costs or credits in a statement of activities. Examples have been provided for:

1. A not-for-profit organization that presents, either by requirement or by choice, an intermediate
measure of operations (performance indicator) that is functionally equivalent to income from
continuing operations of a for-profit entity
2. A not-for-profit organization that chooses to present an intermediate measure of operations that is
not functionally equivalent to income from continuing operations of a for-profit entity
3. A not-for-profit organization that chooses not to present an intermediate measure of operations.

.221 Please see the following link for the illustrative examples for not-for-profit organizations and other
entities that do not report other comprehensive income www.fasb.org/draft/ed_pensions_addendum_
for_nfps.pdf.

.222 Readers should be alert for the issuance of a final statement, which is expected to occur in the third
quarter of 2006. Refer to the FASB Web site at www.fasb.org for complete information.

Proposed FASB Statement, Qualifying Special-Purpose Entities and Isolation of
Transferred Assets—an amendment of FASB Statement No. 140
.223 This proposed Statement would amend and clarify FASB Statement No. 140, Accounting for T ransfers
and Servicing of Financial Assets and Extinguishments of Liabilities, in several ways. The objectives of this project
are to amend FASB Statement No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguish
ments of Liabilities, to (1) specify the conditions under which a qualifying special-purpose entity (SPE) is
required to achieve sale accounting, (2) eliminate inconsistent application of the principles FASB Statement
No. 140 is based on, and (3) address other issues related to transfers of financial assets that arose during
redeliberations on the amendment of FASB Statement No. 140 in order to improve the comparability of
financial statements.
.224 Readers should be alert for the issuance of a final statement, which is expected to occur in the third
quarter of 2006. Refer to the FASB Web site at www.fasb.org for complete information.

Proposed FASB Statement, Fair Value Measurements
.225 In June 2004, the FASB published an exposure draft of a proposed Statement, Fair Value Measure
ments, which seeks to establish a framework for measuring fair value that would apply broadly to financial
and nonfinancial assets and liabilities, improving the consistency, comparability, and reliability of the meas
urements. The fair value framework would clarify the fair value measurement objective and its application
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under authoritative pronouncements that require fair value measurements. The proposed Statement would
replace any current guidance for measuring fair value in those pronouncements and would expand current
disclosures. Readers should be alert for the issuance of a final Statement, which is expected in the second
quarter of 2006. Refer to the FASB Web site at www.fasb.org for complete information.

Proposed FASB Statement, The Hierarchy of Generally Accepted Accounting Principles
.226 This proposed Statement would identify the sources of accounting principles and the framework
for selecting the principles to be used in the preparation of financial statements of nongovernmental
companies that are presented in conformity with U.S. GAAP (or the GAAP hierarchy). The GAAP hierarchy
is currently presented in AICPA SAS No. 69. However, the FASB believes that the GAAP hierarchy should
be directed specifically to companies because it is the company, not the auditor, who is responsible for
selecting its accounting principles for financial statements. Accordingly, the FASB concluded that the GAAP
hierarchy should reside in the accounting literature established by the FASB. The FASB decided to carry
forward the GAAP hierarchy as set forth in SAS No. 69, subject to certain modifications. The FASB staff will
coordinate with the AICPA and the PCAOB in order to ensure that each of the documents has a uniform
effective date.

Exposure Draft of a Statement of Position, Clarification of the Scope of the Audit and
Accounting Guide Audits of Investment Companies and Accounting by Parent Companies
and Equity Method Investors for Investments in Investment Companies
.227 The proposed Statement of Position (referred to hereafter as the Investment Companies Guide
SCOPE SOP) provides specific conditions for determining whether an entity is within the scope of the AICPA
Audit and Accounting Guide Investment Companies (the Audit Guide). For those entities that are investment
companies under the Investment Companies Guide SCOPE SOP, the SOP also addresses the retention of the
specialized industry accounting for investment companies by a parent company in consolidation or by an
investor that has the ability to exercise significant influence over the investment company and applies the
equity method of accounting to its investment in the entity (referred to as an equity method investor).

.228 Readers should be alert to the fact that the Investment Companies Guide SCOPE SOP would
reconcile and conform SOP 94-3, Reporting of Related Entities by Not-for-Profit Organizations, and the AICPA
Audit and Accounting Guide Health Care Organizations(the Health Care Guide) to clarify that not-for-profit
organizations, including not-for-profit health care organizations, that are parent companies of/or equity
method investors in for-profit entities that apply investment company accounting pursuant to the Investment
Companies Guide SCOPE SOP, should consider whether investment company accounting should be
retained in the financial statements of the not-for-profit organization parent company or equity method
investor pursuant to the Investment Companies Guide SCOPE SOP.
.229 Specifically, for those entities that are investment companies under the Investment Companies
Guide SCOPE SOP, the Investment Companies Guide SCOPE SOP also addresses the retention of that
specialized industry accounting by a parent company in consolidation. For example, not-for-profit organi
zations with a controlling financial interest in a for-profit entity, through direct or indirect ownership of a
majority voting interest in that entity, that applies investment company accounting pursuant to the Invest
ment Companies Guide SCOPE SOP should consider whether investment company accounting should be
retained in the financial statements of the parent not-for-profit organization pursuant to the Investment
Companies Guide SCOPE SOP.
.230 Also, for those entities that are investment companies under the Investment Companies Guide
SCOPE SOP, the SOP also addresses the retention of that specialized industry accounting by an investor that
has the ability to exercise significant influence over the investment company and applies the equity method
of accounting to its investment in the entity. For example, not-for-profit organizations with investments in
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the common stock of a for-profit entity that applies investment company accounting pursuant to the SOP,
wherein the not-for-profit organization's investment qualifies for the equity method in conformity with APB
Opinion No. 18, should consider whether investment company accounting should be retained in the financial
statements of the investor not-for-profit organization pursuant to the Investment Companies Guide SCOPE
SOP.

.231 Furthermore, Chapter 8 of the NPO Guide permits investment portfolios to be reported at fair value
in certain circumstances. Not-for-profit organizations that report investment portfolios at fair value in
conformity with the NPO Guide would be permitted to continue to do so.
.232 Readers should be alert to the final issuance of the Investment Companies Guide SCOPE SOP
expected in the third quarter of 2006.

Exposure Draft of a Statement of Position, Disclosures Concerning Credit Losses
Related to Loans
.233 The SOP addresses disclosures within the financial statements by creditors concerning credit losses
related to loans involving the allowance for loan losses. It provides a framework for determining such
disclosures, and it requires specific disclosures in the financial statements or related notes, in addition to the
disclosures required by other authoritative accounting literature.
.234 The scope of the SOP would include NFPs with multiyear promises to give that are due in more
than one year since such promises meet the definition of a loan in FASB Statement No. 114, Accounting by
Creditors for Impairment of a Loan—an amendment of FASB Statements No. 5 and 15. The SOP would also require
extensive financial statement disclosures about the allowance for loan losses (paragraphs 11-22). Readers
should be aware that the Exposure Draft SOP will provide an example for a not-for-profit organization with
various unconditional promises to give.

.235 Readers of the SOP should also be alert that Chapter 5 of the AICPA Audit and Accounting Guide
Not-for-Profit Organizations currently includes certain illustrative disclosures pertaining to contributions
receivable that overlap with disclosures required by the Exposure Draft SOP. In order to make this illustrated
disclosure more user-friendly to readers, including helping readers obtain an understanding of the overall
disclosure requirements in developing comments on the exposure draft, AcSEC believes the illustrative
disclosures in the SOP should be more comprehensive than if they include only information required by the
exposure draft. Accordingly, the illustrated disclosure includes certain disclosures pertaining to receivables
as currently illustrated in the NFP Guide, so that readers need not piece together the disclosures in the ED
SOP and those included in the NFP Guide. Upon issuance of the SOP, the NFP Guide will be conformed to
completely merge the illustrated disclosure in the SOP with the illustrative disclosures in the NFP Guide.
Readers should be alert to the issuance of the ED SOP, which is expected to be released for public comment
some time in the second quarter of 2006.

Proposed FASB Statements, Business Combinations, and Consolidated Financial
Statements, Including Accounting and Reporting of Noncontrolling Interests in Subsidiaries
.236 The primary objective of applying the acquisition method project is to develop a single high-quality
standard of accounting for business combinations that can be used for both domestic and cross-border
financial reporting. The goal is to develop a standard that includes a common set of principles and related
guidance that produces decision-useful information and minimizes exceptions to those principles. The
standard should improve the completeness, relevance, and comparability of financial information about
business combinations by:
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1. Clarifying which assets and liabilities should be recognized in the initial accounting for the business
combination.
2. Requiring that the assets acquired and the liabilities assumed be consistently measured at a relevant
attribute.
3. Defining the scope of the standard in a way that ensures that similar economic events are accounted
for similarly. (That mean, by requiring that all transactions or other events in which an acquirer
obtains control of a business be accounted for by applying the acquisition method).

.237 The exposure drafts on business combinations, purchase method procedures, and noncontrolling
interests were published on June 30,2005. The FASB's goal is to issue the two final Standards in the first half
of 2007. The target effective date for the two proposed Statements will be reviewed near the end of
redeliberations.

Combinations of Not-for-Profit Organizations
.238 In November 1999, the FASB affirmed its earlier decision to undertake a project on combinations of
not-for-profits that is separate from its business combinations project. As a result of that decision, combina
tions of not-for-profits are excluded from the scope of FASB Statement No. 141, Business Combinations. The
FASB also agreed to delay the effective date of FASB Statement No. 142, Goodwill and Other Intangible Assets,
as it applies to combinations of not-for-profits, until the FASB addresses the issues related to such combina
tions.
.239 The objective of this project is to develop guidance on the accounting and reporting for combinations
of not-for-profits. As of the December 20,2005, meeting, the FASB resolved the remaining issues in the NFP
combinations project.

.240 The proposed exposure draft will require the following of a not-for-profit organization that acquires
a business or nonprofit activity through a merger or acquisition:
1. Account for goodwill and inherent contributions received using a single approach. Under the
approach, an acquirer would recognize either (a) goodwill, to the extent that the consideration
transferred is more than the identifiable net assets acquired, or (b) a contribution received, to the extent
that the consideration transferred is less than the identifiable net assets acquired.
2. Consistent with the proposed FASB Statement on business combinations:
a.

Apply the fair value measurement principle for assets acquired and liabilities assumed, including
its exceptions for assets held for sale, deferred taxes, operating leases, and certain employee
benefits.

b.

Exclude transaction costs incurred in connection with a merger or acquisition from the measure
of the fair value of the consideration transferred for the business or nonprofit activity. Those costs
should be accounted for separately from the acquisition in accordance with applicable GAAP.

c.

Apply the guidance for the measurement period and determine what is part of the exchange.

d.

Apply the same disclosure requirements (paragraphs 71-73 and 75-81), to the extent that they
apply. Those disclosure requirements include disclosure objectives and disclosures that are
included in the proposed Statement on business combinations but not by FASB Statement
No. 141, Business Combinations, such as the maximum potential amount of future payments for
contingent consideration, the nature of any preexisting relationship, and a reconciliation of the
beginning and ending balance of liabilities for contingent consideration and contingencies that
are required to be measured at fair value.
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Disclose the information required by paragraph 74, if the acquirer is a public NFP organization
(including those organizations that have public debt obligations outstanding). Those disclosures
are:
(1)

The amounts of revenue and results of operations of the acquiree since the acquisition date,
if practicable, and

(2)

The results of operations of the combined entity as if the acquisition had occurred at the
beginning of the period, if practicable.

3. Account for donor-related intangible assets consistent with guidance for customer-related intangible
assets that is in the proposed FASB Statement on business combinations.

4. If it reports a performance indicator in accordance with the requirements of the AICPA Audit and
Accounting Guide Health Care Organizations, present any contribution inherent in a merger or
acquisition separately from the performance indicator, unless the acquired business or nonprofit
activity meets the criteria to be classified as held for sale in paragraph 32 of FASB Statement No. 144,
Impairment or Disposal of Long-Lived Assets.

.241 For a tentative summary of the decisions reached by the FASB on the combinations of not-for-profit
organizations, go to www.fasb.org and look at project updates. An exposure draft is planned for the second
quarter of 2006. Readers should be alert for the issuance of a final Statement.

AICPA Audit and Accounting Products and Services
AICPA

Web Site
.242 AICPA Online (www.aicpa.org) is the AICPA's Web site on the Internet. The site offers users the
opportunity to stay abreast of developments in accounting and auditing. Online resources include profes
sional news, membership information, state and federal legislative updates, AICPA press releases, speeches,
exposure drafts, and a list of links to other accounting- and finance-related sites. The AICPA Web site also
features a "Talk to Us" section, allowing users to send e-mail messages directly to AICPA representatives or
teams. The AICPA Web site includes a separate section that deals with Circular A-133 audit issues, including
a document that provides unofficial answers to frequently asked questions, at www.aicpa.org/belt/
al33main.htm.

Order Department (Service Center Operations)
.243 To order AICPA products, call the AICPA Member Service Center at (888) 777-7077 or fax to (800)
362-5066. The best times to call are 8:30 A.M. to 11:30 A.M. and 2:00 P.M. to 7:30 P.M., Eastern Standard Time.
Also, visit the CPA2Biz Web site at www.cpa2biz.com to obtain product information and place online
orders.

Industry Conference
.244 The AICPA National Governmental and Not-for-Profit Training Program will be held on October
16-18, 2006, in Las Vegas, and the AICPA Not-for-Profit Financial Executive Forum on November 15-17,
2006, in San Francisco at the Hyatt Embarcadero. For further information, call the AICPA CPE Conference
Hotline at (888) 777-7077 or for a detailed brochure, log onto www.cpa2biz.com/conferences. Furthermore,
NorthStar Conferences offered 2 new programs this year for the not-for-profit community. The first was
Not-for-Profit Governance: Provocative Issues, Practical Solutions, Effective Oversight which was held on
May 4-5,2006, in New York and the second was Not-For-Profit Reporting: Techniques to Communicate Both
Transparency and Mission which was held on April 27-28, 2006, in New York. For further information and
to sign up for next year's conferences, log onto www.northstarconferences.com.
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Accounting and Auditing Technical Hotline
.245 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call (888) 777-7077.

Ethics Hotline
.246 The AICPA Professional Ethics Team answers inquiries concerning independence and other behav
ioral issues related to the application of the AICPA Code of Professional Conduct. Call (888) 777-7077.

AICPA Audit Quality Centers

Governmental Audit Quality Center
.247 The GAQC, which is designed to improve the quality of governmental audits, provides firm
members with a set of best practices and tools in the specialized area of governmental auditing, including
Yellow Book and Circular A-133 audits. It also includes a comprehensive Web site at www.aicpa.org/GAQC.
See additional detail about the Center in the section of this Alert entitled "AICPA Governmental Audit
Quality Center."

Employee Benefit Plan Audit Quality Center
.248 The AICPA Employee Benefit Plan Audit Quality Center is intended to provide a forum that spurs
CPA firms performing audits to make immediate quality improvements to employee benefit audits under
the Employee Retirement Income Security Act of 1974 (ERISA), including pension, health and welfare, and
401 (k) plans. In addition to gaining access to best practices, guidelines, and tools focused around quality
improvement, members of the Center are subject to membership requirements that demonstrate the firm's
commitment to audit quality in this area. Additional information about the Center can be found at www.
aicpa.org/ebpaqc.

Paperbacks
.249 The AICPA offers many paperbacks for CPAs working with or for not-for-profit organizations.
Among the available are the following:
•

Using Competition for Performance Improvement: A Resource for Practitioners Advising Govern
ments and Not-for-Profits (product no. 056507kk)

•

Using the AICPA Audit and Accounting Guide Not-for-Profit Organizations (product no. 012645kk)

•

New! Beyond Vision and Mission—Reaching Operations and Financial Goals in Governments and
NPOs (product no. 056514kk)

Continuing Professional Education Courses
.250 The AICPA offers many continuing professional education (CPE) courses related to not-for-profits,
many of them available for both group study and self-study. Among the available titles are the following:
•

Accounting and Reporting Practices of Not-for-Profit Organizations (product no. 743273kk)

•

Form 990: AICPA's Answer to Unlocking the Tax Complexities (product no. 731057kk)

•

Clever Cases on Current Complexities Confronting Governments & Not-for-Profits (product no.
731911kk)
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•

Religious Organizations: Key Accounting, Tax, and Financial Issues (product no. 732561kk)

•

Governmental & Nonprofit Annual Update (2005-2006 Edition) (product no. 731932kk)

•

Not-For-Profit Organizations Strategic Briefing—2005/2006 (product no. 780039kk)

•

Fraud in the Governmental and Not-For-Profit Environments: What a Steal! (available in text
[product no. 731921kk] and DVD [product no. 180922kk])

•

Advanced Accounting and Auditing Problems for NPOs (product no. 731121kk)

•

Advanced Auditing of HUD-Assisted Projects (product no. 730191kk)

•

Applying A-133 to Nonprofit and Governmental Organizations (product no. 730206kk)

•

Audits of HUD-Assisted Projects (product no. 730296kk)

•

Analytical Procedures for Nonprofit Organizations (product no. 730220kk)

•

Cost Allocation in Nonprofits: Who Gets It? (product no. 730414kk)

•

Managing Nonprofit Organizations Like a Business (product no. 730343kk)

•

Nonprofit Auditing and Accounting Update (2005-2006 Edition) (available in text [product no.
732091kk] and DVD [product no. 182071kk])

•

Auditing Nonprofits: Tips and Traps (product no. 731522kk)

•

Private Foundations: Mastering the Unique Tax Aspects (product no. 732271kk)

•

Solving Complex Single Audit Issues for Government and Nonprofit Organizations (product no.
734409kk)

•

Nonprofit Organizations: Guide to Advanced Tax Planning (product no. 736767kk)

•

Workpaper Techniques for Government and Nonprofit Organizations (product no. 732634kk)

•

The Revised Yellow Book: Government Auditing Standards (product no. 736114kk)

•

New! Not-for-Profit Accounting & Reporting From Start to Finish (product no. 732980kk)

.251 For more information about AICPA CPE courses, call the AICPA Member Service Center at
(888) 777-7077 or visit the AICPA Web site at www.aicpa.org.

Online CPE
.252 AICPA CPExpress, offered exclusively through CPA2Biz.com, is the AICPA's flagship online learn
ing product with enhancements such as a new user interface and improved functionality. AICPA CPExpress
now offers a free trial subscription to the entire product for up to 30 days. AICPA members pay $149
(nonmembers pay $369) for a new subscription and $119 (nonmembers pay $319) for the annual renewal.
Divided into one- and two-credit courses that are available 24/7, AICPA CPExpress offers hundreds of hours
of learning in a wide variety of topics. To register or learn more, visit www.cpa2biz.com.

The AICPA Audit Committee Toolkit: Not-for-Profit Organizations
.253 In response to increasing interest in not-for-profit governance, the AICPA has issued a new NPO
Audit Committee Toolkit. Audit committees have a big job to do in an organization—difficult when the
members have other responsibilities and the audit committee role is a part-time job with huge accountability.
The AICPA Audit Committee Toolkit: Not-for-Profit Organizations is the needed help for audit committees
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to do the job they need to do as effectively and efficiently as possible. Providing these tools in the public
interest, the AICPA, with the generous support of our sponsors, endeavors to help audit committees, internal
auditors, and the leaders of the financial management organization execute corporate governance. The toolkit
contains information, checklists, and sample policies to help not-for-profit organizations improve board
governance through the establishment of effective audit committees. For example, tools included in the
toolkit include an audit committee charter matrix, a detailed description of the audit process, a set of
expectations for internal auditors, and a description of how to conduct an executive session. Not-for-profit
auditors may consider providing a copy of the toolkit to their clients. The AICPA's Not-for-Profit Audit
Committee Toolkit is available at www.aicpa.org/audcommctr/homepage.htm. A professionally printed
soft-cover book version of this Toolkit is available for purchase (product no. 991004kk).

Not-for-Profit Organizations Checklists
.254 The AICPA Accounting and Auditing Publications Team publishes Checklists and Illustrative Finan
cial Statements for Not-for-Profit Organizations, (product no. 008985kk) a nonauthoritative publication designed
to help those preparing reports and financial statements of not-for-profits.

New! Paperback CD-ROM
.255 Moving from the strategic planning phase to the implementation phase is complicated and hard
work. Beyond Vision and Mission—Reaching Operational and Financial Goals in Governments and NPOs (product
no. 056514kk) provides numerous tools and techniques to help the agency or organization achieve its ongoing
vision and mission.
.256 The current economic environment puts constant pressure on organizations to operate more
efficiently, economically, and effectively, so it is important to help these entities reach their operational and
financial goals. Each chapter in this 248-page guide describes the CPA's vital role in the strategic implemen
tation process and provides:

•

Step-by-step illustrations, including worksheets, checklists, and questionnaires that show how to
implement an organizational strategy

•

Instructions on how to use the mission focus to help you set goals and impartially resolve priority issues

•

Instructions on how to direct the formulation of sensible strategies to accomplish your objectives and
achieve your goals

•

Instructions on how to develop user-friendly performance measures that actually monitor progress toward
goals instead of chasing outputs

•

Chapter highlights and a list of exhibits as a preface to each chapter

•

Examples of strategy implementation plans for governmental and not-for-profit organizations

•

Additional sources of information in the strategy implementation process

•

A PowerPoint presentation for management and clients

•

A CD-ROM containing customizable versions of the same illustrations included in the book

Practice Aids
.257

•

New! Accounting Trends and Techniques—Not-for-Profit Organizations is a comprehensive Practice Aid
(product no. 006616kk) that illustrates a wide variety of financial statement formats and disclosures
for not-for-profits.
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Fraud Detection in a GAAS Audit, Revised Edition (product no. 006615kk), is a Practice Aid that provides
CPAs with the most recent information related to the implementation of SAS No. 99, Consideration of
Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 316).

Technical Practice Aids
.258 AICPA Technical Practice Aids includes questions received by the AICPA Technical Hotline on
various subjects and the responses to those questions. TPA sections 6140 and 6960 include questions and
answers specifically pertaining to not-for-profits. Technical Practice Aids is available both as a subscription
service and in paperback form (product no. 005145kk).

Help Desk—AICPA publications can be obtained by calling AICPA Member Service Center
at (888) 777-7077 or faxing a request to (800) 362-5066.

Guidance for Audit Committees on the Risk of Fraud From Management
Override of Internal Control
.259 The AICPA Antifraud Programs and Controls Task Force has issued a document entitled Manage
ment Override of Internal Controls: The Achilles' Heel of Fraud Prevention-—The Audit Committee and Oversight of
Financial Reporting. The document offers assistance to audit committees in addressing the risk of fraud arising
from management override of internal control over financial reporting.
.260 The guidance contains the following major sections:
•

Management Override and the Audit Committee's Responsibilities

•

Actions to Address the Risk of Management Override of Internal Controls

•

Suggested Audit Committee Procedures: Strengthening Knowledge of the Business and Related
Financial Statement Risks (Appendix)

.261 The following are some of the topics related to audit committees that are covered in the document:
•

Maintaining an appropriate level of skepticism.

•

Strengthening the audit committee's understanding of the business.

•

Brainstorming to identify fraud risks.

•

Using the code of conduct to assess financial reporting culture.

•

Cultivating a vigorous whistle-blower program.

•

Developing a broad information and feedback network including communications with internal
auditors, independent auditors, compensation committee, and key employees.

.262 The document can be downloaded from the "Spotlight Area" on the AICPA's Audit Committee
Effectiveness Center Web page at www.aicpa.org/audcommctr/homepage.htm.

References for Additional Guidance
Government Accountability Office
.263 The Government Accountability Office Web site at www.gao.gov contains links to the hundreds of
reports and testimony to the Congress each year on a variety of subjects, including accounting, budgeting,
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and financial management. Printed copies of GAO reports and testimony can be obtained from the U.S.
Government Accountability Office, 441 G St NW, Room LM, Washington, DC 20548; phone (202) 512-6000;
fax (202) 512-6061; Web www.gao.gov/docsearch/repandtest.html.

.264 The GAO's Web site also includes Comptroller General decisions and legal opinions, GAO policy
documents, and special publications. You may subscribe to GAO daily electronic alerts at www.gao.gov/
subtest/subscribe.html.
.265 The following publications are available on the GAO's Web site at www.gao.gov/govaud/
ybk01.htm.

•

2003 Government Auditing Standards—These standards relate to financial and performance audits and
attestation engagements of governmental organizations, programs, activities, and functions, and of
governmental funds received by contractors, not-for-profit organizations, and other nongovernmen
tal organizations. The 2003 Government Auditing Standards (GAS, also known as the Yellow Book) is
a comprehensive revision of the 1994 version of Government Auditing Standards and its Amendments
No. 1 through No. 3. (Note that the contents of those Amendments were incorporated into the
revision.)

•

Government Auditing Standards: Answers to Independence Questions responds to questions related to
Government Auditing Standards independence requirements, including implementation time frame,
underlying concepts, and application in specific nonaudit circumstances.

•

Interpretation of Continuing Education and Training Requirements—Government Auditing Standards es
tablishes specific CPE requirements for auditors working on audits performed in accordance with
those standards. This Interpretation guides audit organizations and individual auditors on imple
menting the CPE requirements by answering the most frequently asked questions from the audit
community. The GAO is expected to soon revise this Interpretation and has issued an Internet notice
to amend paragraph 46 of the Interpretation.

Other Guidance

.266 Auditors should also be aware of the economic, regulatory, and professional developments that may
affect the audits they perform, as described in the AICPA general Audit Risk Alert—2005/06 (product no.
022335kk), and AICPA Compilation and Review Alert—2005/06 (product no. 022306kk). These Alerts may
be obtained by calling AICPA Member Service Center at (888) 777-7077 or faxing a request to (800) 362-5066.
Obtaining product information and placing online orders can be done at www.cpa2biz.com. (The 2005/06
versions of these publications will be issued later this year.)

.267 Copies of FASB publications referred to in this document may be obtained directly from the FASB
by calling the FASB Order Department at (800) 748-0659.
.268 This Audit Risk Alert replaces Not-for-Profit Organizations Industry Developments—2005. The Not-forProfit Organizations Industry Developments Audit Risk Alert is published annually. As you encounter audit or
industry issues that you believe warrant discussion in next year's Alert, please feel free to share them with
us. Any other comments that you have about the Alert would be appreciated. You may e-mail these
comments to lwest@aicpa.org or write to:
Lori A. West, CPA
AICPA Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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Appendix—Useful Internet Web Sites
If used properly, the Internet can be a valuable tool for auditors. Through the Internet, auditors can access a
wide variety of global business information. For example, information is available relating to industry
statistics, resources for not-for-profit organizations (NPOs) and their finance professionals, professional
news, state CPA society information, Internal Revenue Service (IRS) information, software downloads,
university research materials, currency exchange rates, stock prices, annual reports, and legislative and
regulatory initiatives. Not only are such materials accessible from the computer, but they are available at any
time, often free of charge.
A number of resources provide direct information, whereas others may simply point to information inside
and outside of the Internet. Auditors can use the Internet to:

•

Obtain audit and accounting research information

•

Obtain texts, such as audit programs

•

Discuss audit issues with peers

•

Communicate with audit clients

•

Obtain information from a client's Web site

•

Obtain information on professional associations

There are caveats to keep in mind when using the Internet. Reliability varies considerably. Some information
on the Internet has not been reviewed or checked for accuracy; caution is advised when accessing data from
unknown or questionable sources. Although a vast amount of information is available on the Internet, much
of it may be of little or no value to auditors. Accordingly, auditors should learn to use search engines
effectively to minimize the amount of time browsing through useless information. The Internet is best used
in tandem with other research tools, because it is unlikely that all desired research can be conducted solely
from Internet sources.
The following listing summarizes the various Web sites of many of the organizations referred to in this Audit
Risk Alert, as well as others that auditors of not-for-profits may find useful.

Name of Site
American Institute of
CPAs

Content
Information for CPAs on accounting,
auditing, industry activities, the
activities of the AICPA, and other
matters

Accountant's Home Page Resources for accountants and financial
and business professionals

Internet Address
www.aicpa.org

www.computercpa.com

Action Without Borders

Includes a directory of not-for-profit
organizations and volunteering
resources, a newsletter on not-for-profit
organization issues, job postings and
frequently asked questions.

www.idealist.org

American Society of
Association Executives

Provides resources to assist association
executives and individuals from forprofit companies that provide products
and services to the association
community

www.asaecenter.org
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Name of Site

Content

Internet Address

BBB Wise Giving
Alliance

Promotes giving and helps contributors
obtain accurate information about
charitable organizations

www.give.org

Board Source

Resources to help strengthen not-forprofit organization boards of directors

www.boardsource.org/

The Chronicle of
Philanthropy

Articles from the Chronicle of
Philanthropy newspaper and links to
other sites

www.philanthropy.com

CompassPoint
Nonprofit Services

Workshops, consulting, publications,
and other information and resources of
interest to managers of not-for-profit
organizations

www.compasspoint.org

Council on Foundations

Includes research, publications, and
other information of interest to
foundations and corporate donors

www.cof.org

CPAnet

Links to other Web sites of interest to
CPAs

www.cpanet.com/

Department of Housing
Information on programs, resources,
and Urban Development: and other matters
Office of Inspector
General

www.hud.gov/offices/oig/

Real Estate Assessment
Center

www.hud.gov/offices/reac

Financial Accounting
Standards Board

Information on the activities of this
standard-setting body

www.fasb.org

FedWorld.Gov

U.S. Department of Commerce
sponsored site providing access to
government publications

www.fedworld.gov

The Foundation Center

Information for not-for-profit
organizations, donors, and researchers

www.fdncenter.org

Giving Institute

American Association of Fund-Raising
Counsel sponsored site providing
information trends in giving and
sources of support

www.aafrc.org

Government
Accountability Office

Policy and guidance materials, reports
on federal agency major rules

www.gao.gov

Guidestar

Information on not-for-profit
organizations and news and resources
for not-for-profit organizations and
donors

www.guidestar.org

Hoovers Online

Online information on various
companies and industries

www.hoovers.com

Independent Sector

A forum to encourage giving,
volunteering, not-for-profit initiative,
and citizen action

www.independentsector.org

Information for TaxExempt Organizations
(an IRS site)

A Treasury Department site providing
information and answers to frequently
asked questions regarding tax-exempt
organizations

www.irs.gov/

(continued)
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Internet Address

Management Assistance
Program for Nonprofits

Includes the Nonprofit Manager's
Library and other resources

www. mapfornonprofits.org

National Association of
College and University
Business Officers

Provides information geared to colleges
and universities, including accounting
tutorials on specific situations
encountered in higher education
accounting

www.nacubo.org

National Committee On
Planned Giving

Provides information and resources
regarding charitable planned gifts

www.ncpg.org

Public Company
Accounting Oversight
Board (PCAOB)

Information on accounting and
auditing, the activities of the PCAOB,
and other matters

www.pcaobus.org

The National Center for
Charitable Statistics

Provides statistics on revenue and
expenses of not-for-profit organizations

nccs.urban.org

The Nonprofit
Resource Center

Information and links to other sites
covering financial management,
governance, legal, and other matters

www.not-for-profit.org

The Nonprofit Risk
Management Center

Provides information to help not-forprofit organizations control their risks

www.nonprofitrisk.org

The Nonprofit Times
Online

Articles from the Nonprofit Times
newspaper and links to other sites

www.nptimes.com

Tax Analysts Online

Provides information on current tax
developments

www.tax.org

U.S. Department of
Education

Information on programs, resources,
and other matters

www.ed.gov

U.S. Tax Code Online

A complete text of the U.S. Tax Code

www.fourmilab.ch/
uscode/26usc/

OMB information and literature
U.S. Office of
Management and Budget

Vision Project

Information on the profession's Vision
Project

9-06

www.whitehouse.gov/OMB/

www.cpavision.org

[The next page is 8461.]
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High-Technology Industry
Developments—2005/06
STRENGTHENING AUDIT INTEGRITY
SAFEGUARDING FINANCIAL REPORTING

NOTICE TO READERS
HIGH-TECHNOLOGY INDUSTRY DEVELOPMENTS—2005/06
This Audit Risk Alert is intended to provide auditors of financial statements of the high-technology
industry with an overview of recent economic, technical, and professional developments that may
affect the audits they perform.

This publication is an Other Auditing Publication, as defined in AU section 150, Generally Accepted
Auditing Standards (AICPA, Professional Standards, vol. 1). Other Auditing Publications have no
authoritative status; however, they may help the auditor understand and apply generally accepted
auditing standards.

If an auditor applies the auditing guidance included in an Other Auditing Publication, he or she
should be satisfied that, in his or her judgment, it is both appropriate and relevant to the circumstances
of his or her audit. The auditing guidance in this document has been reviewed by the AICPA Audit
and Attest Standards staff and published by the AICPA and is presumed to be appropriate. This
document has not been approved, disapproved, or otherwise acted on by a senior technical committee
of the AICPA.
Written by Karin Glupe, CPA
Technical Manager
Accounting and Auditing Publications

How This Alert Can Help You1
.01 This Audit Risk Alert can help you plan and perform your high-technology industry audits. The
knowledge delivered by this Alert can assist you in achieving a more robust understanding of the hightechnology business environment in which your clients operate—an understanding that is more clearly
linked to the assessment of the risk of material misstatement of the financial statements. Also, this Alert
delivers information about emerging practice issues and about current accounting, auditing, and regulatory
developments.

.02 If you understand what is happening in the high-technology industry and if you can interpret and
add value to that information, you will be able to offer valuable service and advice to your clients. This Alert
assists you in making considerable strides in gaining that industry knowledge and understanding it.
.03 This Alert is intended to be read in conjunction with the AICPA general Audit Risk Alert—2005/06
(product no. 022336kk).
1 This Alert is intended to assist auditors of both public and non-public companies. As such, references to AICPA professional
standards, i.e., generally accepted auditing standards (GAAS) and PCAOB professional standards are included. In referring to AICPA
professional standards, this Alert cites the applicable sections of the AICPA Professional Standards publication. In referring to PCAOB
standards, this Alert cites the applicable sections of the AICPA's publication entitled PCAOB Standards and Related Rules. In those cases
in which the standards of the AICPA and those of the PCAOB are the same, this Alert cites the applicable section of the AICPA
Professional Standards publication only.
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.04 References to Professional Standards. When referring to the professional standards, this Alert cites
the applicable sections of the codification and not the numbered statements, as appropriate. For example,
Statement on Auditing Standards (SAS) No. 54 is referred to as AU section 317 of the AICPA Professional
Standards.

New Auditing, Attestation, and Quality Control Pronouncements, and
Other Guidance
.05 Presented below is a list of auditing, attestation, and quality control pronouncements and other
guidance issued since the publication of last year's Alert. The AICPA general Audit Risk Alert—2005/06
(product no. 022336kk) contains a summary explanation of most of these issuances. For information on
auditing, attestation, and other standards and guidance issued subsequent to the writing of this Alert, please
refer to the AICPA Web site at www.aicpa.org and the Public Company Accounting Oversight Board
(PCAOB) Web site at www.pcaobus.org. The PCAOB sets standards for auditors of public companies and
other Securities and Exchange Commission (SEC) registrants only. You may also look for announcements of
newly issued standards in the CPA Letter, Journal of Accountancy, and the quarterly electronic newsletter, "In
Our Opinion," issued by the AICPA's Auditing Standards team and available at www.aicpa.org/members/
div/auditstd/opinion/index.htm.

AICPA Audit Interpretation
No. 1 of AU section 328,
Auditing Fair Value
Measurements and Disclosures,
and AICPA Audit
Interpretation No. 1 of
AU section 332, Auditing
Derivative Instruments,
Hedging Activities, and
Investments in Securities

"Auditing Interests in Trusts Held by a Third-Party Trustee and
Reported at Fair Value," and "Auditing Investments in Securities
Where a Readily Determinable Fair Value Does Not Exist,"
respectively

(July 2005)

AICPA Audit Interpretation
No. 1 of AU section 625,
Reports on the Application
of Accounting Principles

"Requirement to Consult with the Continuing Accountant"

(January 2005)

AICPA Audit Interpretation
No. 12 to AU section 623,
Special Reports

"Evaluation of the Appropriateness of Informative Disclosures in
Insurance Enterprises' Financial Statements Prepared on a
Statutory Basis"

(Amended January 2005)

AICPA Audit Interpretation
No. 14 to AU section 623,
Special Reports

"Evaluating the Adequacy of Disclosure and Presentation in
Financial Statements Prepared in Conformity with an Other
Comprehensive Basis of Accounting (OCBOA)"

(Amended January 2005)

AICPA Audit Interpretation
No. 15 to AU section 623,
Special Reports

"Auditor Reports on Regulatory Accounting or Presentation
When the Regulated Entity Distributes the Financial Statements to
Parties Other Than the Regulatory Agency Either Voluntarily or
Upon Specific Request"

(January 2005)
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AICPA Attest Interpretation
No. 6 of AT section 101,
Attest Engagements

"Reporting on Attestation Engagements Performed in Accordance
with Government Auditing Standards"

(December 2004)

AICPA Technical Practice
Aid (TPA) section 9070.05

(August 2005)

"Consideration of Impact of Losses From Natural Disasters
Occurring After Completion of Audit Field Work and Signing of
the Auditor's Report But Before Issuance of the Auditor's Report
and Related Financial Statements"

(Nonauthoritative)

AICPA TPA section 8345.01
(September 2005)

"Audit Considerations When Client Evidence and Corroborating
Evidence in Support of the Financial Statements Has Been
Destroyed by Fire, Flood, or Natural Disaster"

(Nonauthoritative)

AICPA TPA section 8345.02

"Considerations When Audit Documentation Has Been Destroyed
by Fire, Flood, or Natural Disaster"

(September 2005)
(Nonauthoritative)

AICPA Practice Alert 2005-01

Auditing Procedures With Respect to Variable Interest Entities

(September 2005)
(Nonauthoritative)

Revised AICPA Ethics
Interpretation No. 101-3

"Performance of Nonattest Services"

(January 2005)

PCAOB Auditing
Standard No. 4

Reporting on Whether a Previously Reported Material Weakness
Continues to Exist

(To Be Determined 2005)
(Applicable to audits
conducted in accordance
with PCAOB standards only)

PCAOB Conforming
Amendment

Conforming Amendment to PCAOB Related Auditing and Professional
Practice Standards Resulting from the Adoption of the Auditing
Standard No. 4

(To Be Determined 2005)

(Applicable to audits
conducted in accordance
with PCAOB standards only)
PCAOB Rules

Ethics and Independence Rules Concerning Independence, Tax Services,
and Contingent Fees

(To Be Determined 2005)
(Applicable to audits
conducted in accordance
with PCAOB standards only)
(continued)
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PCAOB Staff Questions
and Answers

1. Auditing Internal Control Over Financial Reporting: question 37,
and questions 38 through 55

(Various dates)

2. Attest Engagements Regarding XBRL Financial Information
Furnished Under the XBRL Voluntary Financial Reporting Program
on the Edgar System

(Applicable to audits
conducted in accordance
with PCAOB standards only)
AICPA Audit and
Accounting Practice Aid

5-06

The Auditor's Guide to Understanding PCAOB Auditing
Standard No. 2

(Nonauthoritative)

AICPA Audit and
Accounting Practice Aid

SAS No. 70 Reports and Employee Benefit Plans

(Nonauthoritative)
AICPA Audit and
Accounting Practice Aid

Illustrative Disclosures on Derivative Loan Commitments

(Nonauthoritative)
AICPA Audit and
Accounting Practice Aid

Auditing Recipients of Federal Azoards: Practical Guidance for Applying
OMB Circular A-133—Third Edition

(Nonauthoritative)
Accounting Trends &
Techniques

Employee Benefit Plans

(Nonauthoritative)
Accounting Trends &
Techniques

Not-for-Profit Organizations

(Nonauthoritative)

Guidance on Management
Override of Internal Controls

Management Override of Internal Controls: The Achilles' Heel of Fraud
Prevention—The Audit Committee and Oversight of Financial Reporting

(Nonauthoritative)

AICPA Toolkit

The AICPA Audit Committee Toolkit: Not-for-Profit Organizations

(Nonauthoritative)

AICPA Toolkit

The AICPA Audit Committee Toolkit: Government Organizations

(Nonauthoritative)
Statutory Framework

A Statutory Framework for Reporting Significant Deficiencies in
Internal Control to Insurance Regulators

(May 2005)
(Nonauthoritative)

.06 For summaries of the above standards and other guidance, visit the applicable Web site. The
standards and interpretations promulgated by the AICPA Auditing Standards Board (ASB) are now
available free of charge by visiting the AICPA's Audit and Attest Standards Team's page at
www.aicpa.org/members/div/auditstd/Auth_Lit_for_NonIssuers.htm. Members and nonmembers alike
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can download the auditing, attestation, and quality control standards by either choosing a section of the
codification or an individual statement number. You can also obtain copies of AICPA standards and other
guidance by contacting Service Center Operations at (888) 777-7077 or going online at www.cpa2biz.com.

New Accounting Pronouncements and Other Guidance
.07 Presented below is a list of accounting pronouncements and other guidance issued since the publi
cation of last year's Alert. The AICPA general Audit Risk Alert—2005/06 (product no. 022336kk) contains a
summary explanation of most of these issuances. For information on accounting standards issued subsequent
to the writing of this Alert, please refer to the AICPA Web site at www.aicpa.org, and the FASB Web site at
www.fasb.org. You may also look for announcements of newly issued standards in the CPA Letter and Journal
of Accountancy.
Financial Accounting
Standards Board (FASB)
Statement No. 152

Accounting for Real Estate Time-Sharing Transactions—an amendment of
FASB Statements No. 66 and 67

(December 2004)
FASB Statement No. 153

Exchanges of Nonmonetary Assets—an amendment of APB Opinion No. 29

(December 2004)

FASB Statement
No. 123(R)

Share-Based Payment

(December 2004)
FASB Statement No. 154

Accounting Changes and Error Corrections—a replacement of APB Opinion
No. 20 and FASB Statement No. 3

(May 2005)
FASB Interpretation
No. 47

Accounting for Conditional Asset Retirement Obligations—an interpretation
of FASB Statement No. 143

(March 2005)

FASB Emerging Issues
Task Force (EITF) Issues

Go to www.fasb.org/eitf/ for a complete list of EITF Issues.

(Various dates)
FASB Staff Positions

(Various dates)

Go to www.fasb.org/fasb_staff_positions/ for a complete list of FASB
Staff Positions (FSPs). A number of the recently issued FSPs address
issues relating to FASB Statements No. 143, and No. 150, among
others; and FASB Interpretations 46(R).

AICPA Statement of
Position (SOP) 05-1

Accounting by Insurance Enterprises for Deferred Acquisition Costs in
Connection with Modifications or Exchanges of Insurance Contracts

AICPA TPA section
1200.06-1200.15

Accounting by Noninsurance Enterprises for Property and Casualty
Insurance Arrangements That Limit Insurance Risk

(February 2005)
(Nonauthoritative)
(continued)
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Accounting and Disclosure Requirements for Single-Employer Employee
Benefit Plans Related to the Medicare Prescription Drug, Improvement, and
Modernization Act of 2003

(August 2005)
(Nonauthoritative)

AICPA TPA
section 6930.10

Accounting and Disclosure Requirements for Multiemployer Employee
Benefit Plans Related to the Medicare Prescription Drug, Improvement, and
Modernization Act of 2003

(August 2005)
(Nonauthoritative)
AICPA TPA
section 5400.05

Accounting and Disclosure Guidance for Losses from Natural Disasters—
Nongovernmental Entities

(September 2005)

(Nonauthoritative)

SEC Rules, Regulations,
Accounting Bulletins, etc.

Go to www.sec.gov for a complete list of all SEC Guidance.

(Various dates)

.08 For summaries of the above standards and other guidance, visit the applicable Web site. To obtain
copies of AICPA standards and other guidance, contact Service Center Operations at (888) 777-7077 or go
online at www.cpa2biz.com.

Current Economic and Industry Developments
General Industry Trends and Conditions
.09 Information technology (IT) spending by North American companies has trended downward for the
first half of 2005, according to the Gartner Technology Demand Index (TDI), an index included in IT Watch,
a monthly economic indicator service of Gartner, Inc. (Gartner). Gartner also indicated that U.S. tech buyers
underspent budgets in the first quarter of 2005 by 3.7 percent as compared to the first quarter of 2004.
However, according to Gartner, IT budgets are expected to grow in 2006. Overall, the tech business is
currently in a state of high uncertainty, primarily as a result of a confluence of technological shifts. New
generations of chips, software, and wireless devices are entering the market simultaneously. As a result, there
has been an increased level of competition for leadership and survival in the high tech sector.
.10 Lower cost technology should heighten demand for such products, but may also result in slower
revenue growth. IDC, a global market research firm based in Framingham, Massachusetts, has forecasted an
average of only 6-percent industry growth from 2005 to 2008, as compared to a 10-percent annual rate in the
1990s.

.11 Business investment in IT hardware and software now totals just 4.1 percent of domestic demand.
Consumer purchases of technology only account for 2.7 percent of domestic demand. Instead, Americans
have been spending more on housing and health care. Because tech spending has not increased in recent
years, jobs in info tech companies are only 3.5 percent of the domestic workforce, down from 3.7 percent in
1997.
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.12 Overseas, strong consumer demand caused an increase of European personal computer (PC) sales
by 15 percent in the first quarter of 2005. However, Forrester Research Inc. projects that overall business tech
spending in Europe will only rise 3 percent in 2005, as a result of worsening economic conditions.

What Is High Technology, and What Are Its Industry Segment Conditions?
.13 It is difficult to find common ground on the precise definition of the high-technology industry.
According to the AEA (formerly known as the American Electronics Association), the high-technology
industry is made up of 45 Standard Industrial Classification (SIC) codes. These sectors fall into three broad
categories, namely, high-technology manufacturing, communications services, and software and computerrelated services.
.14 High technology is a lot like quality—people know it when they see it—but it is not easy to define.
This means the definition of the high-technology industry varies greatly depending on the combination of
products and services selected to define the industry. For the purposes of this Alert, we will use a definition
that segments the industry into five classifications, namely, PCs; semiconductors; mainframes, servers, and
storage; networking and telecommunications equipment; and software and services.

Personal Computers
.15 The worldwide PC market performed well in the fourth quarter of 2004. It managed to produce
double-digit growth rates both year on year, as an indication of continued expansion of the installed base,
and sequentially, largely as a result of year-end holiday sales and strong consumer activity. In 2004, according
to Standard and Poor's, U.S. businesses upgraded old machines, and consumers bought PCs that supported
wireless and digital media. Sales are estimated to increase fairly steadily to 249 million units in 2008,
according to IDC, and compound annual growth in unit sales is projected at 10 percent through 2008. In
Europe, the Middle East, and Africa, strong demand for portable PCs continued in the first half of 2005, as
total shipments rose 15.7 percent, year over year, according to Standard & Poor's.
.16 Short product life cycles are a fundamental characteristic of this industry sector. For example, the life
cycle of a desktop PC is thought to be two years or less, and it is estimated that up to 50 percent of profits
from PCs and related products are generated in the first three to six months of sales. As a result, computer
makers face the risk of inventory obsolescence. (See the "Inventory Valuation" section later in this Alert for
a discussion of this issue.)

Semiconductors
.17 In 2004, the U.S. semiconductor industry had to contend with excess inventories, resulting from
revenue growth that was less than anticipated. There has been an underinvestment in semiconductor chips
since 2001, but Standard & Poor's believes that spending on semiconductor equipment will increase
approximately 5 percent in 2005, after a weak first half of the year. Standard & Poor's also forecasts a moderate
rebound in chip sales in the second half of 2005, as chipmakers continue to reduce their excess inventory
levels. A potential PC upgrade cycle and growth in wireless handsets could raise semiconductor demand;
however, consumer spending could still suffer as a result of higher oil prices, relatively weak job growth,
and higher interest rates.
.18 Advances in computing, digital media processing, and wireless technology have enabled the semi
conductor industry to create lifestyle-changing devices. PCs still account for the largest proportion of chip
demand, although that percentage has decreased in recent years. In the past, governments, the military, and
businesses consumed the majority of IT resources. But as consumers buy more of the computing power
created each year, IT companies will have to create IT products with features that appeal to consumers.
According to Gartner, 45 percent of the semiconductor chips made in the world today are for consumer
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devices, and, by 2013, consumer devices will account for more than half of semiconductor chips made in the
world, thereby outpacing the use of commercial chips. Gartner also predicts that ten billion processors will
ship in 2006.

.19 According to the Semiconductor Industry Association (SIA), approximately 50 percent of the semi
conductors sold in 2004 were used in consumer products such as electronic devices, PCs, wireless handsets,
and automobiles. During the same interval, 45 percent were used in products purchased by corporations,
and only 5 percent were used in products purchased by the government. Mobile phones accounted for about
12 percent of semiconductor sales in 2004, and that percentage is expected to continue to grow. Much of the
growth is coming from developing economies in Asia, such as China and India. Also, the semiconductor
content per phone is rapidly increasing as features such as cameras and color screens are added to mobile
phones. Automobiles also continue to be a source of steady demand for semiconductor chips, particularly
as new safety technologies are implemented in vehicles. According to the SIA, worldwide spending for
automotive chips was estimated to be 6.7 percent of the total semiconductor spending for 2004.
.20 New generations of chips are becoming smaller and more powerful, and, therefore, are becoming
cost-effective for tasks beyond computing and communication applications. According to Standard & Poor's,
the increased market penetration of chips into the consumer, automotive, and industrial markets should
cause chip demand to vary more with the overall economy, rather than as a function of the computing and
networking markets.

Mainframes, Servers, and Storage
.21 The actual growth rate for spending on servers was 4.7 percent in 2004, and the growth rate is expected
to remain on track in 2005 at 3 percent, according to IDC. A good environment for hardware and software
replacement and migration is helping fuel new enterprise spending for IT infrastructure, according to IDC
analysts. IDC anticipates growing demand in emerging markets, such as Eastern Europe and Asia, as well
as in mature markets such as the United States and Western Europe. Worldwide server revenues grew
approximately 6 percent in 2004 to $49 billion, according to IDC.

.22 From a regional perspective, the United States will continue to hold the greatest share of the
worldwide server market through the end of the forecast period, followed by Western Europe and Asia and
the Pacific Rim (excluding Japan). IDC expects the strongest growth over the next five years to be in Central
and Eastern Europe, as well as Asia and the Pacific Rim region.
.23 In terms of products, a key growth area will be the server blade market, which is expected to reach
$9 billion by 2008. IDC expects sales of blade servers to increase by 67 percent in 2005. IDC believes the blade
or modular computing market is a new area of opportunity for server vendors and will bring dramatic
changes to the server landscape while creating new areas of demand for server management, virtualization,
network equipment, and clustering.

.24 Servers based on the Linux operating system will have comparable market share numbers in 2008,
representing approximately 29 percent of all server unit shipments and about $9.7 billion in revenues.
Microsoft Windows-based servers are expected to capture 60 percent of all server unit shipments in 2008 and
represent the largest server operating environment in terms of revenues with $22.7 billion. IDC anticipates
Windows and Linux servers combined to total more than 50 percent of server market revenues in 2008, up
from just 37 percent in 2003.
.25 The data storage industry has remained very competitive, as companies contend with new entrants
into the marketplace, along with facing customers that are still hesitant to update their IT infrastructure. Data
storage companies have attempted to gain market share through cost cutting and new product releases that
focus on the low- and mid-range segments of the storage markets. The industry is also emphasizing research
and development (R&D) to help create products with improved functionality and lower cost applications.
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.26 In addition, according to Standard & Poor's, many storage systems have implemented a “hub-based"
inventory model, in order to reduce risk and limit exposure to demand fluctuations. This model forces
suppliers to maintain ownership of a product until it is shipped to the vendor's customers; traditionally, a
vendor would receive products from a supplier and immediately assume ownership. For vendors of storage
systems, the new inventory model limits overall risk in case a customer cancels or postpones an order. For
storage system component suppliers, however, this inventory model increases their risk.

.27 As with other segments of the high-technology industry, there is the potential for rapid inventory
obsolescence. As demand for new types of servers and storage systems increases, older types may become
obsolete. As a result, you may need to consider an increased level of risk associated with inventory valuations.
(For a further discussion, see the section entitled “Inventory Valuation" later in this Alert.)

Networking and Telecommunications Equipment
.28 According to the 2005 telecommunications market review and forecast by the Telecommunications
Industry Association (TIA), worldwide telecommunications revenue totaled $2.1 trillion in 2004, up 9.4
percent from 2003. (The U.S. market accounted for $785 billion, while other regions spent a combined $1.4
trillion.) According to the TIA, over the 2004 to 2008 period, the U.S. telecommunications industry will grow
at a projected 9.5-percent compound annual rate, rising to $1.1 trillion. Networking equipment spending
increased by 4.3 percent in 2004, and spending is expected to grow by another 7.9 percent in 2005.
.29 In the United States, competition between telecom companies and cable companies continues to
intensify, as their service offerings have become increasingly intertwined. For instance, cable companies are
beginning to offer inexpensive Internet-based phone services. Telephone companies have argued that cable
companies should be subject to the same regulations as telephone companies, but the Federal Communica
tions Commission (FCC) and Congress believe that less regulation for cable will help drive competition.

.30 U.S. landline toll service spending fell 4.2 percent to $72.8 billion in 2004, according to the TIA.
However, wireless services continued to grow in 2004, and the TIA expects wireless services revenues to
increase at a 10.4-percent compound annual growth rate to approximately $151 billion by 2008. The U.S.
wireless market consists of transport services, handsets, infrastructure, including wireless fidelity (Wi-Fi)
equipment, and professional services in support of the wireless infrastructure. The Cellular Telecommuni
cations Industry Association (CTIA) estimates that the number of wireless subscribers increased by 13.7
percent in 2004. Total wireless capital investment in 2004 reached almost $28 billion in 2004, which was more
than the first 10 years of wireless investment combined. According to the TIA, this level of capital investment
is expected to continue; total U.S. spending on wireless communications is expected to grow by 9.3 percent
in 2005.
.31 Internet protocols (IP) that allow telephony and voice communications, will drive voice/data
convergence activity in greater than 95 percent of large companies by 2010, according to Gartner. Gartner
also estimates that by 2010,40 percent of companies will have integrated their entire voice and data networks
into a single network, and that more than 95 percent of both large and midsized companies will have begun
consolidating their networks.

.32 Broadband services continue to gain traction. According to Standard and Poor's, the number of
broadband subscribers increased from five million in 2001 to more than 32 million in 2004. TIA estimates
that, in the U.S., the number of broadband subscribers will exceed dial-up subscribers in 2005. However, it
is expected that China will soon have the greatest number of subscribers. In the U.S., it is possible that
broadband would be universally available by the end of 2007, with the help of wireless broadband, or
WiMAX, which is a high-capacity wireless access system.
.33 Merger and acquisition (M&A) activity has significantly increased over the past year, as highlighted
by several large deals (including SBC's purchase of AT&T, Verizon's purchase of MCI, and Sprint's merger
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with Nextel). Continued consolidation could lead to higher prices and less competition, or conversely, large
companies could invest in new technology that could help small and medium-sized businesses if these
smaller businesses can access larger companies' internet and phone networks. Gartner estimates that by 2009,
half of all large network service providers will have merged or been acquired.
.34 Standard & Poor's sees continued growth in telecom's wireless, digital subscriber line (DSL), and
long-distance customer bases as a result of bundling efforts. Also, Standard & Poor's expects telecom
companies to continue looking outside of their traditional services for growth, by offering higher speed data
and video offerings, and take aggressive actions to keep customers loyal.
.35 Standard & Poor's also expects mid-single-digit industry growth in enterprise networking and
telecommunications, as telecom service providers continue to upgrade their communications infrastructure
to better handle data and mobile applications. The market's underlying growth driver is the demand for
bandwidth, which creates the need for new networks and upgrades to existing networks. As consumers
become more interested in higher speed connections and video-on-demand, these applications will drive
more demand for bandwidth.
.36 Although some of the larger U.S. telecommunications companies spent their cash balances on
acquisitions, others have used cash to reduce their debt and improve their credit profiles. For example, during
2004, AT&T lowered its long-term debt by 47 percent. Despite companies' efforts to improve their credit
ratings, the rating agencies have remained cautious in upgrading telecommunication companies, and in
certain instances, have downgraded certain large telecom companies. Key business risks underlying such
downgrades included heightened competitive pressures from cable companies, and integration risks stem
ming from recent acquisitions. These lower debt ratings result in higher capital costs and higher interest
costs, which in turn could slow growth and weigh on liquidity.

Software and Services
.37 Forrester Research, Inc. breaks the U.S. software market into three broad segments:

1. Purchases of commercial software, whether in prepackaged or in customizable forms
2. Purchases of custom-developed software by IT services companies

3. The value of internally developed software.

.38 If people think about software today, they primarily think of commercial software from leading
software vendors, such as Microsoft, IBM, Oracle, SAP, Computer Associates International, Symantec,
Veritas, BMC Software, and Adobe Systems, to name just a few of the largest of thousands of software
vendors. Commercial software includes both packaged off-the-shelf software and component-based soft
ware that can be configured and customized by the purchaser. 2004 was a difficult year for such software
giants. Software buyers were reluctant to buy any new packaged software, for fear that it might be outdated
once Microsoft's next PC operating system is introduced in 2006. Oracle and other companies that sell
enterprise resource planning (ERP) software also underperformed in 2004 because many large companies
already had installed expensive ERP systems in prior years, and were reluctant to buy more ERP products.
.39 Twenty years ago, custom-developed software still dominated the commercial software segment,
especially for enterprise operations and applications. However, the role of custom-developed software has
steadily diminished as commercial packaged and semi-packaged software has grown in sophistication and
scope.

.40 According to Standard & Poor's, although purchases of both packaged and custom software have
been rising since late 2003, the software market as a whole remains depressed. However, major software
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investment is expected to significantly improve in 2005, as companies begin to heavily invest in disaster
recovery and security to protect themselves against acts of terrorism, spammers, viruses, and identity theft.

.41 M&A activity in the software industry has accelerated in recent months, most notably with the
acquisition of PeopleSoft by Oracle, and the merger of Symantec Corp, and Veritas Software Corp. Standard
& Poor's believes that the recent surge in M&A activity will continue, as a result of intense pricing pressure
experienced by software companies and because corporate clients are reducing the number of vendors with
which they conduct business.

. 42 Internet companies are also beginning to make a comeback; according to IDC, the percentage of the
U.S. population with Internet access rose from 46 percent in 2000 to 71 percent in 2003, and annual growth
to 80 percent is expected in 2006. Many domestic Internet companies have been looking abroad for new
growth opportunities. There have been some notable acquisitions involving European Internet companies,
but Asian Internet companies have remained the main focus of potential acquisitions. For Asia and the Pacific
Rim region (excluding Japan) in 2005, IDC forecasts annual growth of 25 percent for Internet devices, 19
percent for online users, and 46 percent for Internet buyers. Standard & Poor's expects Internet-related M&A
activity in Asia to remain active in 2005. It is also expected that as these newly merged companies begin to
integrate operations, Internet companies will also spend more money on marketing initiatives and R&D to
create new offerings.

Audit Issues and Developments
Assessing Audit Risks in the Current Environment
. 43 The proper planning and execution of an audit has always required that auditors have an under
standing of the high-technology industry and the nature of the client's business. Auditors of high-technology
companies will need to obtain an understanding of the client's products, services, and distribution processes,
and the terms and conditions of sales arrangements. Such an understanding enhances the ability to plan and
perform auditing procedures. For most audit firms, obtaining this understanding means that the most
experienced partners and managers must become involved early and often in the audit process.
. 44 You should keep the following points in mind as you plan and perform audits of high-technology
clients:
•

Understand how your client is affected by changes in the current business environment.

•

Understand the stresses on your client's internal control over financial reporting, and the impact on
effectiveness.

•

Identify key risk areas, particularly those involving significant estimates and judgments.

•

Approach the audit with objectivity and skepticism, setting aside prior experiences with or belief in
management's integrity.

•

Pay special attention to complex transactions, especially those presenting difficult issues of form
versus substance.

•

Consider whether additional specialized knowledge is needed on the audit team.

•

Make management aware of identified audit differences on a timely basis.

•

Question the unusual, and challenge anything that does not make sense.

•

Foster open, ongoing communications with management and the audit committee, including discus
sions about the quality of financial reporting and any pressure to accept less than high-quality
financial reporting.

AICPA Audit and Accounting Manual

AAM §8130.44

8472
•

Alerts

70

5-06

When faced with a "gray" area, perform appropriate procedures to test and corroborate manage
ment's explanations and representations, and consult with others as needed.

45 Specific points to keep in mind with respect to high-technology clients include:

.

• Consider the inappropriate use of "bill-and-hold" accounting, for example, in circumstances in which
the customer has not requested the delay in shipment or provided a ship date that is unreasonably
delayed under the circumstances.
•

Identify "round-trip" transactions. (See the "Accounting Issues and Developments" section later in
this Alert for a detailed discussion of these transactions.)

•

Consider nonmonetary transactions.

•

Pay attention to whether persuasive evidence of the arrangement exists at the time revenue is
recognized and whether legal title to the goods has been transferred and the customer has all the risks
and rewards of ownership at that time.

•

Consider customers' rights of return, particularly those of distributors, and whether all the require
ments of Financial Accounting Standards Board (FASB) Statement of Financial Accounting Standards
No. 48, Revenue Recognition When Right of Return Exists, have been satisfied for revenue recognition.

Audit Planning
. 46 Guidance for auditors regarding the specific procedures that should be considered in planning an
audit, among other matters, is provided in AU section 311, Planning and Supervision (AICPA, Professional
Standards, vol. 1; for audits conducted in accordance with PCAOB Standards: AICPA, PCAOB Standards and
Related Rules). AU section 311 states that the auditor should obtain a knowledge of matters that relate to the
nature of the entity's business, organization, and operating characteristics, and consider matters affecting
the industry in which the entity operates, including, among other matters, economic conditions as they relate
to the specific audit. For audits of high-technology companies, you should consider obtaining information
relating to:
•

The types of products being developed and marketed as well as their corresponding life cycles

•

Whether those products are relatively standard or require significant customization

•

Whether the company has a practice of allowing customers to return products for new or upgraded
models

•

Whether the company sells standalone products or a bundle of products and services (that is,
multiple-element arrangements)

•

The company's current marketing programs, for example, pricing incentives and the nature of any
incentives that may affect the timing of revenue recognition

•

Whether the company uses a standard form of sales agreement; if standard sales agreements are not
used, the processes by which sales agreements are evaluated for propriety of revenue recognition

•

Compensation plans for management and sales personnel that may provide an incentive to misstate
revenue

•

Factors used by stock analysts to value the entity

•

The general terms of the company's arrangements with distributors and value-added resellers
(VARs), if the company uses them
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•

The kind of arrangements and warranty provisions the company typically enters into with its
end-user customers

•

If sales are made internationally, the laws of the local jurisdiction relating to billing, transfer of title,
or other items that may affect revenue recognition

•

The competitive environment.

The Competitive Environment
.47 Currently, the high-technology industry is extremely competitive, as discussed in the "Current
Economic and Industry Developments" section above. Industry participants use a variety of pricing mecha
nisms and other product offerings to gain market share and increase their customer base. A number of
segments of the industry—most notably, the PC segment—sell what is considered a commodity. If a product
is considered a commodity, the primary means of differentiation is price, and it is not unusual for participants
in the industry to engage in aggressive pricing practices or offer generous sales concessions to gain or retain
market share.
.48 Rapid innovation and substantial technological change also characterize the industry. New industry
players and products continuously emerge, and companies are under constant pressure to enhance the
capabilities and quality of their products and services. Clients whose products become technologically
inferior become vulnerable to customer demands for price or other concessions.

.49 The pressure to meet quarterly or annual earnings targets creates a strong incentive for entities to
complete transactions by the end of the reporting period. Customers can take advantage of this desire to
meet revenue expectations by forcing companies to lower prices or provide more liberal sales terms in
contracts negotiated near the end of a reporting period. For this reason, it is not uncommon for hightechnology companies to report a proportionately higher number of sales near the end of a reporting period.
This situation generally leads to a greater risk of material misstatement to the financial statements.

Outsourcing
.50 High-tech companies are increasingly outsourcing various business functions, primarily to remain
competitive and improve profit margins. Outsourced functions can include finance, accounting, data entry,
transaction processing, manufacturing, human resources, and call center operations. Gartner estimates that
by 2015,30 percent of traditional IT services jobs will be handled by people based in emerging markets, such
as India, China, Russia, and Brazil.
.51 Such outsourcing may result in less control of business functions, which in turn could result in
weakened internal control and security over systems. In addition, the privacy of customer financial and other
personal data could be compromised. Also, internal controls are at risk of being weakened by inadequate
training at the entity handling the outsourced work.

.52 Auditors should consider and comply with the auditing requirements of AU section 324, Service
Organizations (AICPA, Professional Standards, vol. 1; and for audits conducted in accordance with PCAOB
Standards: AICPA, PCAOB Standards and Related Rules), as amended. In response to the increased legal risks
associated with outsourcing significant business activities, auditors should consider complying with the
auditing requirements of AU section 337, Inquiry of a Client's Lawyer Concerning Litigation, Claims, and
Assessments (AICPA, Professional Standards, vol. 1), and AU section 317, Illegal Acts by Clients (AICPA,
Professional Standards, vol. 1).
.53 Auditors of public companies and other issuers should comply with Appendix B of PCAOB Auditing
Standard No. 2, An Audit of Internal Control over Financial Reporting Performed in Conjunction With an Audit of
AICPA Audit and Accounting Manual
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Financial Statements (AICPA, PCAOB Standards and Related Rules'), and the related PCAOB Staff Questions
and Answers available at www.pcaobus.org.

Impairment or Disposal of Assets
.54 If a high-tech company decides to move a manufacturing plant to an overseas location, certain
long-lived assets within the old manufacturing plant may be deemed to be impaired. FASB Statement No.
144, Accounting for the Impairment or Disposal of Long-Lived Assets, provides the primary guidance on
accounting for the impairment of long-lived assets. In general, the accounting for the impairment of
long-lived assets depends on whether the asset is to be held and used or held for disposal. Long-lived assets
to be held and used should be reported at cost, less accumulated depreciation, and should be evaluated for
impairment if circumstances indicate that impairment may have occurred. Long-lived assets to be disposed
of by sale (assets for which management has committed to a plan of disposal) generally should be reported
at the lower of the carrying amount or fair value, less costs to sell.
.55 The movement of a plant to an overseas location likely would be deemed an unusual or infrequent
event. Unusual or infrequent (but not both) transactions are to be presented in the income statement as
separate elements of income from continuing operations, as required by Accounting Principles Board (APB)
Opinion No. 30, Reporting the Results of Operations-Reporting the Effects of Disposal of a Segment of a Business,
and Extraordinary, Unusual and Infrequently Occurring Events and Transactions. The presentation should not
imply that the amounts are extraordinary items because they would not meet the criteria of being both
infrequent and unusual. Clients may present plant closings on the face of the income statement as a
component of continuing operations, such as "provision for plant closing." Disclosures stating the effect and
nature of the transaction or event can be made in the financial statement footnotes using captions, such as
unusual items or nonrecurring items, as well as on the face of the income statement, as stated above.

.56 Assets that are to be abandoned, exchanged for a similar productive asset, or distributed to owners
in a spin-off are to be considered as held and used until they are disposed. If the asset is to be abandoned,
the depreciable life is revised in accordance with FASB Statement No. 154, Accounting Changes and Error
Corrections. If the asset is to be exchanged for a similar productive asset or distributed to owners in a spin-off,
an impairment loss is to be recognized at the date of exchange or distribution, if the carrying amount of the
asset exceeds its fair value at that date.

Accounting for Exit Activities and Personnel Reductions
.57 An increase in the outsourcing of jobs may result in significant reductions in domestic personnel. In
such cases, auditors should ensure that they have properly accounted for employee-related termination
charges, such as severance packages, voluntary separation charges, fees for outplacement services offered to
terminated employees, and bonuses and educational allowances offered to assist employees in finding new
jobs. Accounting literature that may need to be considered when employee layoffs occur includes:
•

FASB Statement No. 146, Accounting for Costs Associated with Exit or Disposal Activities. This Statement
addresses financial accounting and reporting for costs associated with exit or disposal activities; the
Statement requires that a liability for a cost associated with an exit or disposal activity be recognized
when the liability is incurred, and establishes that fair value is the objective for initial measurement
of the liability.

•

FASB Statement No. 88, Employers' Accounting for Settlements and Curtailments of Defined Benefit Pension
Plans and for Termination Benefits. This Statement establishes standards for accounting for curtailments
and termination benefits, among other issues. Practitioners should refer to paragraphs 6 through 14
for guidance on curtailments, and paragraphs 15 through 17 for guidance on termination benefits.

•

FASB Statement No. 106, Employers' Accounting for Postretirement Benefits Other Than Pensions. This State
ment requires recording as a loss the effect of curtailments, such as the termination of employees'
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services earlier than expected. Refer to paragraphs 96 through 99 for guidance on how to account for
plan curtailments. The Statement also provides guidance on how to measure the effects of termination
benefits in paragraphs 101 and 102.
•

FASB Statement No. 112, Employers' Accounting for Postemployment Benefits—an amendment of FASB
Statements No. 5 and No. 43. This Statement requires that entities providing postemployment benefits
to their former or inactive employees accrue the cost of such benefits. Accrual would occur in
accordance with FASB Statement No. 5 when four conditions are met. Inactive employees include
those who have been laid off, regardless of whether they are expected to return to work. Postemploy
ment benefits that can be attributed to layoffs can include salary continuation, supplemental unem
ployment benefits, severance benefits, job training and counseling, and continuation of benefits, such
as health care and life insurance. FASB Statement No. 112 does not require that the amount of
postemployment benefits be disclosed; however, financial statement disclosure should be made if an
obligation for postemployment benefits is not accrued because the amount cannot be reasonably
estimated.

.58 FASB Statement No. 132, Employers' Disclosures about Pensions and Other Postretirement Benefits. This
Statement standardizes the disclosure requirements for pensions and other postretirement benefits. Among
other disclosures, the Statement requires the disclosure of the amount of any gain or loss recognized as a
result of a settlement or curtailment. Additionally, the cost of providing special or contractual termination
benefits recognized during the period and a description of the nature of the event are required to be disclosed.

Expanding Into Nontraditional Areas
.59 High-tech companies that add or expand products, services, and businesses may generate audit risks
and risks to themselves. You should consider the following factors if your client is adding or expanding
products, services, or businesses:
•

Management may lack expertise in the new areas. For example, cable companies may not possess the
knowledge and skills needed to manage the business and risk of providing Internet-based phone
services. This lack of expertise may contribute to financial statement misstatements and internal
control weaknesses. You may want to assess management's level of expertise in the new areas of
business and consider that assessment in the determination of your audit procedures.

•

Management may not properly implement industry-specific accounting principles related to the new
areas. You should determine that proper accounting principles are being applied concerning the new
areas of business.

•

The accounting, operations, and other systems related to the new areas may lack adequate testing
and proper integration with core systems. Thus, these new systems may have inadequate internal
control, which may result in unreliable accounting data. You should consider this when planning
and performing the audit. Guidance for internal control is provided in AU section 319, Consideration
of Internal Control in a Financial Statement Audit (AICPA, Professional Standards, vol. 1; and for audits
conducted in accordance with PCAOB Standards: AICPA, PCAOB Standards and Related Rules).

•

The company may fail to comply with regulations attendant to the new area of business (such as FCC
regulations). The company's failure to comply with such regulations may result from unfamiliarity
with the regulations and a lack of expertise in the new area. You may want to inquire about the
regulations that exist in new business areas (to the extent necessary to perform a proper audit). AU
section 317, Illegal Acts by Clients (AICPA, Professional Standards, vol. 1), describes an auditor's
responsibilities regarding violations of laws or governmental regulations.

.60 You may want to assess management's depth and a company's strategic plans when a client enters
complicated, new areas of business. If you require the help of a specialist, you should consider the guidance
in AU section 336, Using the Work of a Specialist (AICPA, Professional Standards, vol. 1).
AICPA Audit and Accounting Manual

AAM §8130.60

8476

Alerts

70

5-06

Increased Merger and Acquisition Activity
.61 With M&As of high-tech companies on the rise, auditors may need to refamiliarize themselves with
the latest accounting standards relevant to this area. Additionally, if your audit engagements involve an
M&A, you should be prepared to conduct the necessary audit procedures related to those transactions.

Applicable Accounting Guidance
.62 FASB Statement No. 141, Business Combinations, addresses financial accounting and reporting for
business combinations, including the application of the purchase method, and the accounting for goodwill
and other intangible assets acquired.

Possible Internal Control Weaknesses
.63 Subsequent to a merger, management typically reduces personnel and eliminates positions and
functions in hopes of saving money and gaining efficiencies. Management may shift personnel to different
positions and alter standard operating procedures. By making these changes, however, management may
risk creating deficiencies in internal control and in business operations.

.64 You should take these issues into account in their consideration of internal control and their
assessment of control risk. These possible gaps and deficiencies in internal control may affect the nature,
timing, and extent of audit testing and may represent reportable conditions or weaknesses in internal control
that should be communicated to management and the audit committee. Auditors should refer to the guidance
set forth under AU section 319.

Increased Fraud Risks
.65 Employees may have an increased opportunity to commit fraud when entities merge. With major
changes in the company's operations, there may be breakdowns in internal control, including the poor
segregation of duties and a lack of supervisory reviews, which employees can take advantage of by
committing fraud. Furthermore, the bitterness that can follow a merger may trigger some employees to
rationalize that the commission of fraud is justified. You should refer to the guidance set forth in AU section
316, Consideration of Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1; and for audits
conducted in accordance with PCAOB Standards: AICPA, PCAOB Standards and Related Rules), when
assessing the risk of fraud.

Spring Loading and Premerger Outlays
.66 An entity acquiring another entity may try to worsen the reported financial performance of the
purchased company during the period immediately preceding the acquisition date, the stub period. By
worsening the financial performance of the acquired company before the acquisition, management will find
it much easier to report "improved" performance after the acquisition, thus demonstrating the positive effects
of the business combination and providing an increase in reported earnings. This practice is often referred
to as spring-loading. Generally, the practice involves accelerating the purchased company's payment of
payables and other obligations, and writing down investments and other assets on the purchased company's
books. Some of these practices, such as paying down payables, may not necessarily violate the letter of any
generally accepted accounting principles (GAAP) standard. However, other financial engineering techniques
do violate GAAP because they may involve the deliberate inflation of reserves and allowances recorded on
the acquired company's books. These inflated reserves are then reversed in the period following the
acquisition providing a generous burst of earnings growth. Accounts that can be manipulated in this manner
include:
•

Reserves for merger costs

•

Inventory obsolescence allowance
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•

Pension allowances

•

Restructuring reserves

•

Reserves for worker's compensation and medical insurance

8477

You should be on the lookout for these kinds of accounting practices and determine that the appropriate
accounting treatment in accordance with GAAP is being followed.

.67 AU section 315, Communications Between Predecessor and Successor Auditors (AICPA, Professional
Standards, vol. 1; and for audits conducted in accordance with PCAOB Standards: AICPA, PCAOB Standards
and Related Rules'), says the successor auditor must obtain sufficient competent evidential matter to afford
him or her a reasonable basis for expressing an opinion of the financial statements under audit, including
the opening balances. The predecessors' working papers alone are not sufficient evidential matter. The
successor must use his or her judgment and evaluate the results of those working papers as they pertain to
the opening balances. The successor also should consider other audit evidence available, such as the
predecessor audit report, the results of inquiries with the predecessor auditor and audit procedures
performed in the current-year's engagement that may provide evidence about opening balances or consis
tency. Also, the successor may apply procedures to the account balances at the beginning of the period, such
as vouching for fixed assets from prior years.

Compliance With the Sarbanes-Oxley Act
.68 Management of public companies may fail to consider the effect of the Sarbanes-Oxley Act of 2002
(Sarbanes-Oxley) and related SEC regulations on the merger. For example, a company may encounter a
serious challenge if it acquires a privately held company that has not had to comply with Sarbanes-Oxley.
Necessary internal controls may not be in place at the acquired entity. Auditors of public companies need to
pay special attention to the proper compliance with Sarbanes-Oxley at the acquired entity and should
consider the guidance contained in PCAOB Auditing Standard No. 2.

Revenue Recognition

. 69 Revenue recognition continues to pose significant audit risk to auditors. The high-technology
industry is one of the more challenging industries when it comes to the topic of revenue recognition.

. 70 The SEC sought to fill the gap in the accounting literature with Staff Accounting Bulletin (SAB) No.
101, Revenue Recognition in Financial Statements, which was issued in December 1999, and the companion
document, Revenue Recognition in Financial Statements—Frequently Asked Questions and Answers, which was
issued in October 2000. SAB No. 101 was superseded by SAB No. 104, Revenue Recognition, in December 2003.
SAB No. 104 states that if a transaction falls within the scope of specific authoritative literature on revenue
recognition, that guidance should be followed; in the absence of such guidance, the revenue recognition
criteria in FASB Statement of Financial Accounting Concepts No. 5, Recognition and Measurement in Financial
Statements of Business Enterprises. The criteria, namely, that revenue should not be recognized until it is (a)
realized or realizable and (b) earned, should be followed. However, SAB No. 104 is more specific, stating
additional requirements for meeting those criteria, and reflects the SEC staff's view that the four basic criteria
for revenue recognition in AICPA SOP 97-2, Software Revenue Recognition, should be a foundation for all basic
revenue recognition principles. Those criteria are:
•

Persuasive evidence of an arrangement exists.

•

Delivery has occurred.

•

The vendor's fee is fixed or determinable.
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Collectibility is probable.

. 71 The SEC continues to see instances of questionable and inappropriate revenue recognition practices.
Significant issues encountered recently include:
•

Complex arrangements that provide for separate, multiple deliverables (for example, multiple
products and/or services), at different points in time, during the contract term.

•

Nonmonetary (for example, barter) transactions in which fair values are not readily determinable
with a sufficient degree of reliability.

. 72 The SEC has requested that the Emerging Issues Task Force (EITF) address certain of these issues to
clarify the application of GAAP in these transactions. However, the SEC staff generally believes that the
existing accounting literature provides analogous guidance for a number of these issues, including SOP 97-2;
APB Opinion No. 29; SOP 81-1, Accounting for Performance of Construction-Type and Certain Production-Type
Contracts; FASB Concept Statement No. 5; and FASB Concept Statement No. 6, Elements of Financial Statements.
. 73 In an industry as varied as high technology, invariably there will be significant differences among
companies regarding the types of products and services sold, and how they are sold. Characteristics of
high-technology revenue transactions that may affect revenue recognition include the following:
•

Bundled sales. The bundling of installation or other services with product sales can complicate the
revenue recognition process.

•

Indirect versus direct selling. Many high-technology companies use a combination of direct sales with
a network of VARs and distributors to sell their products to end users. Sales made through
distributors, as well as significant single sales, often can have unique, nonstandard terms. It is
common for high-technology companies to provide incentives or sales concessions to their VARs and
distributors that go beyond the rights of return granted to end users. Many of the incentives and
concessions raise revenue recognition issues.

•

Bill-and-hold sales. It is not uncommon for high-technology companies to enter into bill-and-hold
transactions. In a bill-and-hold transaction, a customer agrees to purchase the goods but the seller
retains physical possession until the customer requests shipment. Normally, such an arrangement
does not qualify as a sale because delivery has not occurred.

•

International sales. High-technology companies may make sales in non-U.S. legal jurisdictions. The
laws in these jurisdictions relating to product sales can vary significantly from U.S. laws. For example,
some countries may prohibit the billing for goods until delivery occurs or may have rules regarding
transfer of title that may be significantly different from U.S. rules.

•

Licensing Arrangements. During the tech downturn, software vendors were willing to relax the terms
of the licensing agreements, in order to hold on to their customers. However, as corporate spending
on software has increased, licensing fees have also increased, and now are, on average, 20 percent of
the purchase price of an application. Software vendors are now paying closer attention to the terms
of their licensing agreements with customers, and are now more willing to confront late-paying
customers. Gartner believes that the cost of software licenses could increase by 50 percent by 2006.
You may need to pay close attention to the terms of licensing agreements, and the revenue recognized
as a result of licensing fees.

AICPA's Audit Guide on Revenue Recognition
.74 The AICPA Audit Guide Auditing Revenue in Certain Industries (the Guide) assists auditors in auditing
assertions about revenue in selected industries not covered by other AICPA Audit and Accounting Guides.
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You can look to this Guide for descriptions and explanations of auditing standards, procedures, and practices
as they relate to auditing assertions about revenue in both the computer software and high-technology
manufacturing industries.

.75 This Guide:
•

Discusses the responsibilities of management, boards of directors, and audit committees for reliable
financial reporting.

•

Summarizes key accounting guidance regarding whether and when revenue should be recognized
in accordance with GAAP.

•

Identifies circumstances and transactions that may signal improper revenue recognition.

•

Summarizes key aspects of the auditor's responsibility to plan and perform an audit under GAAS.

•

Describes procedures that the auditor may find effective in limiting audit risk arising from improper
revenue recognition.

. 76 You can order the AICPA Audit Guide Auditing Revenue in Certain Industries (product no. 012515kk)
from the AICPA at (888) 777-7077 or go online at www.cpa2biz.com.

Inventory Valuation
. 77 The primary literature on inventory accounting is Accounting Research Bulletin (ARB) No. 43,
Restatement and Revision of Accounting Research Bulletins, as amended, Chapters 3A and 4, which provide the
following summary:
Inventory shall be stated at the lower of cost or market, except in certain exceptional cases when it
may be stated above cost. Cost is defined as the sum of the applicable expenditures and charges
directly or indirectly incurred in bringing inventories to their existing condition and location. Cost
for inventory purposes may be determined under any one of several assumptions as to the flow of
cost factors (such as first-in, first-out; average; and last-in, last-out).

. 78 Whether inventory is properly stated at lower of cost or market can be a very significant issue for
high-technology audit clients because of the rapid changes that can occur in many areas of the industry, and
the need for entities to keep up with the newest technology. Examples of factors that may affect inventory
pricing include:
•

A competitor's introduction of a technologically advanced version of the product that may decrease
the salability of a client's products.

•

Changes in the products promoted by the industry as a whole, such as a shift from analog to digital
technology, which may affect salability.

•

Changes in foreign economies that could result in situations such as a slowdown of sales to that region
or lower priced imports from that region.

•

Changes in technology to produce high-technology products that can give competitors a selling-price
advantage.

•

Changes in regulations that could affect the competitive environment.

•

The entity's own product changes that may not be well researched as a result of the pressure to
introduce new products quickly, resulting in poor sales or high returns.
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.79 The highly competitive environment and the rapid advancement of technological factors contribute
to the common problem of rapid inventory obsolescence in the high-technology industry. As such, you
should consider whether the carrying amount of inventories is appropriate.

. 80 You can look at many factors in determining the proper valuation of inventories. A few examples of
factors that may be useful include the following:
•

Product sales trends and expected future demand

•

Sales forecasts prepared by management as compared with industry statistics

•

Anticipated technological advancements that could render existing inventories obsolete or that could
significantly reduce their value

•

Inventory valuation ratios, such as gross profit ratios, inventory turnover, obsolescence reserves as
a percentage of inventory, and days' sales in inventory

•

New product lines planned by management and their effects on current inventory

•

New product announcements by competitors

•

Economic conditions in markets in which the product is sold

•

Economic conditions in areas in which competitive products are produced

•

Changes in the regulatory environment

•

Unusual or unexpected movements, or lack thereof, of certain raw materials for use in work-in
process inventory

•

Levels of product returns

•

Pricing trends for the type of products sold by the client

•

Changes in standards used by the industry

. 81 These are not the only issues of importance to consider. You may need to address many other issues,
including the client's taking of physical inventories in high-technology entities. Consider guidance set forth
in AU section 331.09-.13 (AICPA, Professional Standards, vol. 1). Among the issues for your consideration are
the following:
•

When addressing a number of difficult types of inventory, such as chemicals used in the process, you
may need to take samples for outside analysis. The work of a specialist may also be needed, in which
case you should follow the guidance set forth in AU section 336.

•

The extent to which raw materials have been converted to work-in-process will need to be determined
to assess the value of the work-in-process.

•

Indications of old or neglected materials or finished goods need to be considered in the valuation of
the inventory.

•

The client's inventory held by others, as well as field service inventories for use in servicing the client's
products, will need to be considered.

. 82 In addition, the SEC staff believes that inventory reserves create a new cost basis and thus cannot be
subsequently reversed into income as a change in estimate if, for example, demand were forecasted to pick
up and thereby a previously established excess and obsolete inventory reserve were deemed no longer
necessary.
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.83 There are also risks posed by the use of contract manufacturers. In many of those circumstances, the
hardware vendor will provide the contract manufacturer with a guarantee against its loss due to excess raw
material inventory (and, possibly, against the value added in the manufacturing or assembly process) that
would occur if the vendor were to reduce purchases beyond a certain point. Such a guarantee may represent
a contingent loss that needs to be recognized or disclosed under FASB Statement No. 5. The disclosure
requirements of FASB Statement No. 47, Disclosure of Long-Term Obligations, also need to be considered.

Evaluating Going Concern
.84 A number of high-technology industry sectors have experienced intense competition, recurring
operating losses, negative cash flows, and the inability to obtain debt or equity financing.
.85 Certain conditions, considered in the aggregate, may lead you to question the entity's ability to
continue as a going concern. In general, conditions and events that might indicate caution about going
concern issues could include (a) negative trends, such as recurring operating losses; (b) financial difficulties,
such as loan defaults or denial of trade credit from suppliers; (c) internal challenges, such as substantial
dependence on the success of a particular product line or service; or (d) external matters, for example, pending
legal proceedings or loss of a principal supplier. Also consider the case of an entity's excessive and unusual
reliance on external financing, rather than on money generated from the company's own operations as a
going-concern issue.
.86 Key in evaluating these risk factors is whether:
•

Existing conditions and events can be mitigated by management's plans and their effective imple
mentation.

•

The company has the ability to control the implementation of mitigating plans rather than depending
on the actions of others.

•

The company's assumption about its ability to continue as a going concern is based on realistic, rather
than overly optimistic, assessments of its access to needed debt or equity capital or its ability to sell
assets in a timely manner.

•

Liquidity challenges have been appropriately satisfied and disclosed.

. 87 When evaluating management's plans to continue as a going concern, an appropriate level of
professional skepticism is important. For example, you may want to scrutinize the company's assumptions
to continue as a going concern to assess whether those assumptions are based on overly optimistic or
"once-in-a-lifetime" occurrences.
. 88 Key factors in your evaluation of the ability to continue as a going concern are part of the guidance
provided in AU section 341, as amended.

Auditor's Responsibilities Related to a Going-Concern Issue
. 89 Auditors should be aware of their responsibilities pursuant to AU section 341.02 and .031b. That
Statement provides guidance about conducting an audit of financial statements to evaluate whether there is
substantial doubt about a client's ability to continue as a going concern for a reasonable period of time.
. 90 Continuation of an entity as a going concern is generally assumed in the absence of significant
information to the contrary. Information that significantly contradicts the going-concern assumption, or the
ability to remain a going concern, relates to the entity's inability to continue to meet its obligations as they
become due without substantial disposition of assets outside the ordinary course of business, restructuring
of debt, externally forced revisions of its operations, or similar actions. AU section 341 does not require you
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to design audit procedures solely to identify conditions and events that, when considered in the aggregate,
indicate there could be substantial doubt about the entity's ability to continue as a going concern. The results
of auditing procedures designed and performed to achieve other audit objectives should be sufficient for
that purpose.

. 91 If there is substantial doubt about the entity's ability to continue as a going concern, you should
consider whether it is likely that management plans can mitigate existing conditions and events and whether
those plans can be effectively implemented. If you obtain sufficient competent evidential matter to alleviate
doubts about going-concern issues, you should give consideration to the possible effects on the financial
statements and the adequacy of the related disclosures. If, however, after considering identified conditions
and events, along with management's plans, you conclude that substantial doubt remains about the entity's
ability to continue as a going concern, the audit report should include an explanatory paragraph to reflect
that conclusion. In these circumstances, refer to the specific guidance set forth under AU section 341.

Consideration of Fraud

. 92 AU section 316 is the primary source of authoritative guidance about an auditor's responsibilities
concerning the consideration of fraud in a financial statement audit.

Considering Fraud Risk Factors
. 93 You may identify events or conditions that indicate incentives or pressures to perpetrate fraud,
opportunities to carry out the fraud, or attitudes and rationalizations to justify a fraudulent action. Such
events or conditions are referred to as "fraud risk factors." Fraud risk factors do not necessarily indicate the
existence of fraud; however, they often are present in circumstances in which fraud exists.
. 94 AU section 316 provides fraud risk factor examples that have been written to apply to most
enterprises. Remember that fraud risk factors are only one of several sources of information you consider
when identifying and assessing risk of material misstatement due to fraud. A number of examples of fraud
risk factors that may exist in the high-technology industry include the following:
•

Management's excessive interest in maintaining sales or earnings without regard to proper account
ing or to the company's established revenue recognition policies.

•

Significant amounts of executive compensation tied to stock performance.

•

Excessive involvement of nonfinancial management, such as sales personnel in financial reporting.

•

A failure by management to display and communicate an appropriate attitude regarding internal
control and financial reporting. Specific indicators might include—

— Poor or no coordination between sales, accounting, and legal personnel regarding the terms of
sales agreements that affect revenue recognition.

— Lack of control over contract documentation, and insufficient review and understanding of the
sales agreements by finance personnel.
— Lack of communication throughout the organization regarding acceptable revenue recognition
practices.
— The existence of side agreements.
•

A highly competitive environment.

•

High vulnerability to technological changes and product obsolescence.
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•

Significant volumes of product sold into a distribution channel without a corresponding increase in
end-user demand.

•

Continuing sales to resellers coupled with a lack of enforcement of payment terms on previously
outstanding balances.

•

Frequent changes in marketing or distribution methods or strategies.

•

Existence of an unusual number of contract amendments, late changes, or both.

•

The use by management of unusually aggressive accounting practices in recognizing revenue.

•

Complicated criteria for recognizing sales transactions, making it difficult to assess the completion
of the earnings process. (For additional information about revenue-recognition-related issues, see the
"Revenue Recognition" section of this Alert.)

•

Inadequate responses or an unwillingness to respond to inquiries about known regulatory or legal
issues.

•

Significant related-party transactions.

•

A significant portion of management compensation represented by bonuses, stock options, or other
incentives.

•

Excessive interest by management in maintaining or increasing an entity's stock price.

•

Existence of nonmonetary transactions.

. 95 AU section 316 also identifies risk factors related to misstatements arising from fraudulent financial
reporting, such as a high degree of competition or market saturation and rapidly changing technology or
rapid product obsolescence. All of these factors are present in the high-technology industry, implying
potential audit concerns.

Identifying Risks That May Result in a Material Misstatement Due to Fraud
. 96 In identifying risks of material misstatement due to fraud, it is helpful to consider the information
that has been gathered in accordance with the requirements of AU section 316.19-34. Your identification of
fraud risks may be influenced by characteristics such as the size, complexity, and ownership attributes of the
entity. In addition, you should evaluate whether identified risks of material misstatement due to fraud can
be related to specific financial-statement account balances or classes of transactions and related assertions,
or whether they relate more pervasively to the financial statements as a whole. Certain accounts, classes of
transactions, and assertions that have high inherent risk because they involve a high degree of management
judgment and subjectivity also may present risks of material misstatement due to fraud because they are
susceptible to manipulation by management.

Practical Guidance

.97 The AICPA has developed a Practice Aid entitled Fraud Detection in a GAAS Audit, Revised Edition
(product no. 006615kk), which provides practical help on considering fraud in a financial statement audit.
Also see the AICPA's Antifraud & Corporate Responsibility Resource Center at www.aicpa.org/antifraud,
an online resource providing comprehensive tools, information, and resources devoted to the prevention,
detection, and investigation of fraud.
Foreign Currency Hedges

. 98 The multinational nature of the computer hardware industry means that companies within this
industry can be greatly affected by changes in the dollar's value versus other currencies. Revenues can be
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affected if the company generates a significant portion of their sales from outside the United States, and
expenses can also be affected if the company has a significant operating presence in international markets.
The increasing level of global exposure can often cause wide variations in these companies' operating results.
To limit the financial risk associated with these currency fluctuations, companies are therefore increasing
their usage of hedging techniques, according to Standard & Poor's. However, it is still important to
understand both the net impact of currency swings on reported financial statements and the actual level of
business activity on a constant currency basis.

Accounting Issues and Developments
Revenue Recognition

Income Statement Classification
. 99 The appropriate classification of amounts within the income statement or balance sheet can be as
important as the appropriate measurement or recognition of such amounts. In the current environment, an
auditor may need to be particularly concerned about income statement misclassifications designed to
increase reported revenue (for example, reporting agency transactions on a gross basis and showing sales
discounts as a marketing expense rather than a revenue reduction). Several EITF consensus provisions
provide guidance on the proper classification of certain revenue and expense items. For example, consider
the following:
•

EITF Issue No. 99-17, "Accounting for Advertising Barter Transactions"

•

EITF Issue No. 99-19, "Reporting Revenue Gross as a Principal versus Net as an Agent"

•

EITF Issue No. 00-10, "Accounting for Shipping and Handling Fees and Costs"

•

EITF Issue No. 00-14, "Accounting for Certain Sales Incentives"

•

EITF Issue No. 00-25, "Vendor Income Statement Characterization of Consideration Paid to a Reseller
of the Vendor's Products"

•

EITF Issue No. 01-9, "Accounting for Consideration Given by a Vendor to a Customer (Including a
Reseller of the Vendor's Products)"

•

EITF Issue No. 02-16, "Accounting by a Customer (Including a Reseller) for Certain Consideration
Received from a Vendor"

•

EITF Issue No. 03-10, "Application of EITF Issue No. 02-16 by Resellers to Sales Incentives Offered
to Consumers by Manufacturers"

.100 SEC registrants should apply the guidance provided in SEC Regulation S-X regarding classification
of amounts in financial statements.

Round Tripping
.101 Round tripping is another technique used to artificially inflate revenues and has appeared in several
restatement scenarios. It involves transactions in which the company sells products and services to the same
entity from which it buys products and services. Often, the transactions occur in close temporal proximity
and completing one transaction is dependent on completing the other. The fair value of both transactions
may be overstated such that the company can report higher revenue at the "cost" of increased expenses. In
addition, the products and services purchased back may not be used in the same period the revenue is
recognized, resulting in more than a basic incorrect grossing-up of the income statement.
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Vendor Financing
.102 The reduced liquidity of many customers is resulting in an increased use of vendor financing that
goes well beyond normal trade terms. That requires consideration of whether the fee is fixed or determinable
and/or collectible. In addition, provisions of APB Opinion No. 21, Interest on Receivables and Payables, need
to be considered.

Nonmonetary or Barter Transactions
.103 Abuses in the area of nonmonetary or barter transactions have also been a focus of several recent
restatements. It is very common for telecommunications companies to "swap" network capacity; some of
these companies in the past may have inappropriately inflated their operating results by recognizing revenue
for the network capacity sold, and recording a long-term fixed asset for the capacity purchased. In order for
a network capacity swap transaction to be appropriately accounted for as revenue and a capital expenditure
at fair value:
•

The network capacity received in the exchange cannot be sold in the same line of business as the
network capacity given up in the exchange.

•

The network capacity received must be a productive asset that is dissimilar to the network capacity
given up.

•

There must be determinable fair values of the assets exchanged.

Capacity swap arrangements typically include complex terms that require professional judgment to deter
mine proper accounting treatment.
.104 Other principle issues for barter transactions are whether there is a legitimate business purpose for
the transaction and whether there is sufficient objective evidence of fair values. Also of concern are
"disguised" barter transactions that escape analysis because of the presence of "boot" or as a result of a time
lapse between transactions that are, in fact, negotiated together. Abuses are seen most often in situations in
which there is little hard inventoriable cost associated with the deliverables.

.105 In December 2004, the FASB issued FASB Statement No. 153, Exchanges of Nonmonetary Assets—an
amendment of APB Opinion No. 29, that affected the accounting for nonmonetary exchanges. APB Opinion No.
29 provided an exception to the basic measurement principle (fair value) for exchanges of similar productive
assets; such exception required that some nonmonetary exchanges, although commercially substantive, be
recorded on a carryover basis. FASB Statement No. 153 eliminates the exception to fair value for exchanges
of similar productive assets and instead creates a general exception for exchange transactions that do not
have commercial substance—that is, transactions that are not expected to significantly change the cash flows
of the reporting entity. By focusing the exception on exchanges that lack commercial substance, the FASB
believes this financial reporting more faithfully represents the economics of the transactions.

Price Protection Agreements
.106 A price protection clause requires a high-technology company to rebate or credit a portion of the
sales price if the company subsequently reduces its price for a product and the distributors and VARs are
entitled to the benefits of the price concession for past sales or for software or products in inventory.
High-technology companies should provide appropriate allowances at the date of revenue recognition for
price concessions; however, revenue should not be recognized until reasonable and reliable estimates of the
effects of price concessions can be made.

Guaranteed Minimum Resale Value
.107 EITF Issue No. 95-1, "Revenue Recognition on Sales with a Guaranteed Minimum Resale Value,"
provides guidance when a manufacturer sells equipment to a purchaser and guarantees that the purchaser
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will receive a minimum resale amount at the time the equipment is disposed of. The seller may agree to (a)
reacquire equipment at a guaranteed price at specified time periods as a means to facilitate its resale or (b)
pay the purchaser for the deficiency. According to the EITF, the manufacturer is precluded from recognizing
a sale if the manufacturer guarantees the resale value of the equipment. Rather, the manufacturer should
account for the transaction as a lease, using the guidance in FASB Statement No. 13, Accounting for Leases.

Telecommunications Industry Purchase and Sale Agreements
.108 The expansion of fiber optics communications has increased the frequency of transactions involving
the "sale" of network capacity. The granting of the right to use such capacity for a defined period of time is
often referred to as an indefeasible right of use (IRU). Accounting by the purchaser of the network capacity is
fairly straightforward: The amount paid for the capacity would be recorded as an asset, and that asset would
be amortized over the term of the agreement. For the provider of the capacity, however, the question of when
to recognize revenue can become rather complex.
.109 The first step in determining when to recognize revenue is to evaluate whether the contract is a lease
or an arrangement to provide a service. To the extent that a network capacity contract grants to the purchaser
the right to use specific assets for a period of time, providers of the capacity have concluded that such a
contract meets the definition of a lease. If the purchaser is not granted the right to use specific identifiable
assets, the contract is considered to be an arrangement for the provision of services. Under GAAP, revenue
generated from long-term service contracts is typically recognized over time as performance occurs.
.110 For capacity contracts that meet the definition of a lease, the appropriate lease classification must
then be determined (i.e., a sales-type lease or an operating lease). For a network capacity transaction to be
appropriately classified and accounted for as a sales-type lease, certain criteria must be met; otherwise, the
transaction must be classified as an operating lease. Such criteria differ depending on whether the leased
asset is considered equipment or real estate. A lease of real estate must transfer title to the lessee in order to
be classified as a sales-type lease by the lessor; however, equipment leases need not transfer title in order to
be classified and accounted for as sales-type leases. In addition, FASB Interpretation No. 43, Real Estate Sales,
which provides interpretive guidance on the definition of real estate for accounting evaluations, states that
assets subject to telecommunications capacity agreements are to be treated as real estate for accounting
purposes. Prior to this Interpretation, the assets subject to telecommunications capacity agreements were
generally viewed as equipment, and such agreements were therefore classified as sales-type leases.

.111 In addition, as the industry has evolved, many capacity arrangements have become more flexible,
and no longer grant the purchaser the right to use identifiable assets for a specific period of time. Such
contracts are not considered to be leases, but are instead considered contracts for the provisions of services.
Therefore, sales-type lease accounting may not apply for more recent capacity contracts.

Inventory Costs
.112 In November 2004, the FASB issued FASB Statement No. 151, Inventory Costs—an amendment of ARB
No. 43, Chapter 4, which clarifies that abnormal amounts of idle facility expense, freight, handling costs, and
wasted materials (spoilage) should be recognized as current-period charges and requires the allocation of
fixed production overheads to inventory based on the normal capacity of the production facilities.

.113 This standard will most likely affect the high-technology industry in the computer segment in which,
in the past, there has been confusion about whether companies should capitalize or expense unusual amounts
of costs associated with production below normal levels.
.114 The standard is effective for inventory costs incurred during fiscal years beginning after June 15,
2005. Earlier application is permitted for inventory costs incurred during fiscal years beginning after
November 23, 2004. The provisions of FASB Statement No. 151 should be applied prospectively. The final
standard can be obtained on the FASB Web site at www.fasb.org.
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Employee Stock Options

.115 Knowledgeable workers are the prime assets of high-technology businesses and are the key to wealth
creation. Accounting for their compensation sometimes raises difficult accounting issues if high-technology
companies include stock options in employee compensation packages. High-technology companies grant
stock options to essential employees to attract, motivate, and retain them, in addition to granting stock
options, awards of stock, or warrants to consultants, contractors, vendors, lawyers, finders, lessors, and
others. Issuing equity instruments makes a lot of sense, partly because of the favorable accounting treatment
and partly because the use of equity conserves cash and generates capital.

.116 In reaction to increased scrutiny from the press, Congress, regulators, and others, the FASB issued
a revised standard, FASB Statement No. 123(R), Share-Based Payment, in December 2004. The Statement
addresses the accounting for employee stock options. It also addresses the accounting for transactions in
which a company incurs liabilities that are based on the fair value of the company's equity instruments or
that may be settled by issuing equity instruments in exchange for employee services. The Statement only
affects employee stock options (and related liabilities); it does not affect the accounting for similar transac
tions involving parties other than employees. It also does not affect the accounting for employee stock
ownership plans (ESOPs), which are subject to SOP 93-6, Employers' Accounting for Employee Stock Ownership
Plans. Generally, the approach in the Statement is similar to the approach described in FASB Statement No.
123, Accounting for Stock-Based Compensation. However, the Statement requires all share-based payments to
employees, including grants of employee stock options, to be recognized in the income statement based on
their fair values.

.117 The main purpose of this Statement is to recognize the cost of employee services received in exchange
for equity instruments and related liabilities in an entity's financial statements. Key provisions of the
Statement are as follows:
•

For public entities, the cost of employee services received in exchange for equity instruments is
measured using the fair value of those instruments on the grant date. The compensation cost is then
recognized over the requisite service period (usually the vesting period). Generally, no cost is
recognized if the equity instruments do not vest.

•

For public entities, the cost of employee services received in exchange for liabilities is measured at
the fair value of the liabilities initially, then remeasured at each reporting date through the settlement
date. The pro rata change in the fair value of the liability during the requisite service period is
recognized over that period. After the requisite service period is complete, the change in fair value
is recognized in the financial statements in the period of the change.

•

On the grant date, the estimated fair value of employee stock options and similar instruments is
determined using options pricing models (unless observable market prices are available).

•

If an equity award is modified after the grant date, incremental compensation cost is recognized. This
amount is the difference between the fair value of the modified award and the fair value of the original
award immediately before the modification.

•

If the terms of employee share purchase plans are no more favorable than those available to all holders
of the same class of shares, and substantially all employees can participate on an equitable basis, those
plans are not considered compensatory.

•

Excess tax benefits, as defined by the Statement, are treated as additional paid-in capital. Cash
retained as a result of those benefits is reported in the statement of cash flows as cash from financial
activities. The write-off of deferred tax assets as a result of unrealized tax benefits associated with
recognized compensation is reported as income tax expense.

•

The Statement allows nonpublic companies to elect to use the intrinsic method to measure the cost
of employee stock options and similar instruments, as well as liability instruments. Public companies
may also use the intrinsic method if it is not reasonably possible to estimate grant-date fair value.
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The notes to the financial statements of all entities should include information that users need to
understand the nature of employee stock options and similar instruments and the effect those
instruments have on the financial statements.

.118 In April 2005, the SEC adopted a rule amending the compliance dates for FASB Statement No. 123(R).
The new rule does not change the accounting that the Statement requires, but it does allow companies more
time to implement it. Originally, the deadline was the beginning of the first interim or annual period after
June 15, 2005, or December 15, 2005 for small business issuers. The SEC now requires implementation no
later than the beginning of the first fiscal year after those dates. For example, calendar year-end companies,
excluding small business issuers, do not have to comply with FASB Statement No. 123(R) until the first
quarter of 2006. However, companies with a June 30 year-end, excluding small business issuers, must comply
with the Statement's requirements beginning July 1, 2005.

.119 The SEC also issued SAB No. 107, Share-Based Payment, in April 2005, to help public companies
implement the provisions of FASB Statement No. 123(R). The SAB does not alter any conclusions in FASB
Statement No. 123(R), but states that amounts represented in financial statements for stock option expenses
are highly judgmental estimates. For example, because the grant-date fair value estimate required by FASB
Statement No. 123(R) is not intended to predict the ultimate value realized by an option holder, the staff will
not object to reasonable fair value estimates made in good faith, even if subsequent events indicate other
estimates would have been more accurate. See the SEC Web site at www.sec.gov/interps/account/
sabl07.pdf for complete information.
.120 Some tech companies have chosen to accelerate the vesting periods of their stock options to avoid
expensing the options. Some have also cut back on the number of options they grant, to limit the dilution
caused by the granting and exercising of large blocks of options. Others have started granting restricted stock
in place of granting stock options.
.121 You should continue to follow the developments of this Statement and discuss its implications with
your high-technology clients. For information on this Statement and other accounting standards issued
subsequent to this Alert, please refer to the FASB Web site at www.fasb.org. You may also look for
announcements of newly issued standards in the CPA Letter and Journal of Accountancy.

Research and Development Costs
.122 As noted in last year's Alert, ongoing innovation is the heart of competition in the high-technology
industry and is required for survival. Consequently, most high-technology companies devote a substantial
portion of their resources to R&D activity. According to paragraphs 8(a) and 8(b) of FASB Statement No. 2,
Accounting for Research and Development Costs:
Research is planned search or critical investigation aimed at discovery of new knowledge with the
hope that such knowledge will be useful in developing a new product or service . . .
Development is the translation of research findings or other knowledge into a plan or design for a new
product or process . . . whether intended for sale or use.

.123 High-technology management may reduce net loss or increase earnings by capitalizing R&D costs,
which are significant for many companies in the high-technology industry. However, FASB Statement No.
2, as interpreted by FASB Interpretation No. 4, Applicability of FASB Statement No. 2 to Business Combinations
Accounted for by the Purchase Method, prohibits capitalization and requires R&D to be expensed when incurred,
except for acquired R&D with alternative future uses purchased from others. In addition to the requirement
to expense internal R&D, FASB Statement No. 2 requires disclosure in the financial statements regarding the
total amount of R&D costs charged to expense.
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.124 Some high-technology companies acquire their assets through M&As. One purpose of these business
combinations is to acquire in-process R&D. You may need to hire a technology specialist to determine which
acquired technology objects have alternative future uses. For clients with technology with alternative future
uses, you should verify that they are properly valued and capitalized.

.125 The AICPA Practice Aid, Assets Acquired in a Business Combination to Be Used in Research and
Development Activities: A Focus on Software, Electronic Devices, and Pharmaceutical Industries (product no.
006609kk), may be helpful in valuing these intangible assets. The Practice Aid can be obtained by calling
AICPA Service Center Operations at (888) 777-7077 or by going online at www.cpa2biz.com.

On the Horizon
.126 Auditors should keep abreast of auditing and accounting developments and upcoming guidance
that may affect their engagements. You should check the appropriate standard-setting Web sites (listed
below) for a complete picture of all accounting and auditing projects in process. Presented below is brief
information about some ongoing projects that may be relevant to your high-technology engagements. Refer
to the AICPA general Audit Risk Alert—2005/06 (product no. 022336kk) for additional summaries of some of
the more significant ongoing projects and exposure drafts outstanding. Remember that exposure drafts are
nonauthoritative and cannot be used as a basis for changing GAAP, GAAS, or PCAOB Standards.

.127 The following table lists the various standard-setting bodies' Web sites, where information may be
obtained on outstanding exposure drafts and from which copies of exposure drafts may be downloaded.
These Web sites contain much more in-depth information about proposed standards and other projects in
the pipeline.
Standard-Setting Body
AICPA Auditing Standards
Board (ASB) (Note that for
audits of public companies,
the Public Company
Accounting Oversight Board
sets auditing standards.)
AICPA Accounting Standards
Executive Committee (AcSEC)
Financial Accounting
Standards Board (FASB)
Professional Ethics Executive
Committee (PEEC)
PCAOB

Web Site
www.aicpa.org/members/div/auditstd/drafts.htm

www.aicpa.org/members/div/acctstd/edo/index.htm
www.fasb.org

www.aicpa.org/members/div/ethics/index.htm
www.pcaobus.org

Help Desk—The AICPA's standard-setting committees publish exposure drafts of pro
posed professional standards exclusively on the AICPA Web site. The AICPA will notify
interested parties by e-mail about new exposure drafts. To be added to the notification list
for all AICPA exposure drafts, send your e-mail address to service@aicpa.org. Indicate
"exposure draft e-mail list" in the subject header field to expedite your submission. Include
your full name, mailing address and, if available, your membership and subscriber number
in the message.

Auditing Pipeline—Nonpublic Companies
.128 The proposed standards discussed in this section apply to auditors of nonissuers only. Readers
should keep abreast of the status of the following projects and projected exposure drafts, inasmuch as they
will substantially affect the audit process. More information can be obtained on the AICPA's Web site at
www.aicpa.org.
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Proposed Statement on Auditing Standards (SAS), Communication of Internal Control
Related Matters Noted in an Audit
.129 This proposed SAS will supersede SAS No. 60, Communication of Internal Control Related Matters Noted
in an Audit (AICPA, Professional Standards, vol. 1, AU sec. 325), and significantly strengthen the quality of
auditor communications of such matters in audits of nonpublic companies. Readers should be alert for the
issuance of a final standard in the first quarter of 2006.

Proposed SAS, Audit Documentation
.130 This proposed SAS will supersede the same-named SAS No. 96, Audit Documentation (AICPA,
Professional Standards, vol. 1, AU sec. 339), and establish standards and provide guidance to an auditor of a
nonissuer on audit documentation for audits of financial statements or other financial information being
reported on.
.131 In developing this exposure draft, the ASB considered the documentation requirements of the
PCAOB's Auditing Standard No. 3, Audit Documentation; the International Auditing and Assurance Stand
ards Board's exposure draft, ISA 230, Audit Documentation, issued in September 2004; suggestions received
from the National Association of State Boards of Accountancy; and Government Auditing Standards (GAS,
also known as the Yellow Book), issued by the Comptroller General of the United States.

.132 In addition to the proposed SAS, the exposure draft includes proposed amendments to SAS No. 1,
Codification of Auditing Standards and Procedures (AICPA, Professional Standards, vol. 1, AU sec. 530.01 and .05,
"Dating of the Independent Auditor's Report"). The proposed amendment requires that the auditor's report
not be dated earlier than the date on which the auditor has obtained sufficient competent audit evidence to
support the opinion on the financial statements. It also proposes an amendment to SAS No. 95, Generally
Accepted Auditing Standards (AICPA, Professional Standards, vol. 1, AU sec. 150.05). The amendment adds a
requirement for the auditor to document his or her justification for a departure from the SASs in the working
papers. This proposed SAS was finalized and approved by the ASB in October, and readers should be alert
for the issuance of a final standard in the fourth quarter of 2005.

Proposed SAS, Defining Professional Requirements in Statements on Auditing Standards,
and Proposed Statement on Standards for A ttestation Engagements, Defining Professional
Requirements in Statements on Standards for Attestation Engagements
.133 The ASB has issued an exposure draft of a proposed SAS entitled Defining Professional Requirements
in Statements on Auditing Standards and a proposed Statement on Standards for Attestation Engagements
(SSAE) entitled Defining Professional Requirements in Statements on Standards for Attestation Engagements. The
proposed SAS and SSAE define the terminology the ASB will use to describe the degrees of responsibility
that the requirements impose on the auditor or the practitioner. The proposed SAS and SSAE was finalized
and approved by the ASB in October, and readers should be alert for the issuance of final standards in the
fourth quarter of 2005.

Eight SASs Related to Audit Risk Proposed
.134 The AICPA's ASB has issued an exposure draft of eight proposed SASs. These proposed SASs were
originally exposed on December 2, 2002 (except for the amendment to SAS No. 1, which was approved for
exposure by the ASB on April 28, 2005). The ASB believes that the requirements and guidance provided in
the proposed SASs, if adopted, would result in a substantial change in audit practice and in more effective
audits. The primary objective of the proposed SASs is to enhance auditors' application of the audit risk model
in practice by requiring:
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•

More in-depth understanding of the entity and its environment, including its internal control, to
identify the risks of material misstatement in the financial statements and what the entity is doing to
mitigate them.

•

More rigorous assessment of the risks of material misstatement of the financial statements based on
that understanding.

•

Improved linkage between the assessed risks and the nature, timing, and extent of audit procedures
performed in response to those risks.

.135 The exposure draft consists of the following proposed SASs:

•

Amendment to "Due Professional Care in the Performance of Work" of Statement on Auditing Standards No.
1, Codification of Auditing Standards and Procedures

•

Amendment to Statement on Auditing Standards No. 95, Generally Accepted Auditing Standards

•

Audit Evidence

•

Audit Risk and Materiality in Conducting an Audit

•

Planning and Supervision

•

Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement

•

Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit Evidence Obtained

•

Amendment to Statement on Auditing Standards No. 39, Audit Sampling

.136 The proposed SASs establish standards and provide guidance concerning the auditor's assessment
of the risks of material misstatement in a financial statement audit, and the design and performance of audit
procedures whose nature, timing, and extent are responsive to the assessed risks. Additionally, the proposed
SASs establish standards and provide guidance on planning and supervision, understanding the nature of
audit evidence, and evaluating whether the audit evidence obtained affords a reasonable basis for an opinion
regarding the financial statements under audit. These proposed SASs were finalized and approved by the
ASB in October, and readers should be alert for the issuance of final standards in the fourth quarter of 2005.

Proposed Statement on Standards for Attestation Engagements, Reporting on an Entity's
Internal Control Over Financial Reporting
.137 This proposed SSAE establishes standards and provides guidance to the practitioner who is engaged
to issue or does issue an examination report on the effectiveness of an entity's internal control over financial
reporting as of a point in time (or on an assertion thereon). Specifically, guidance is provided regarding the
following:

•

Conditions that must be met for a practitioner to accept an engagement to examine the effectiveness
of an entity's internal control and the prohibition of acceptance of an engagement to review such
subject matter

•

Engagements to examine the design and operating effectiveness of an entity's internal control

•

Engagements to examine the design and operating effectiveness of a portion of an entity's internal
control (for example, internal control over financial reporting of an entity's operating division or its
accounts receivable)

•

Engagements to examine only the suitability of design of an entity's internal control (no assertion is
made about the operating effectiveness of internal control)
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Engagements to examine the design and operating effectiveness of an entity's internal control based
on criteria established by a regulatory agency

The ASB voted to issue an exposure draft of this proposed SSAE in October 2005, and readers should be alert
for the issuance of a final standard in the second quarter of 2006.

Amendment to SAS No. 69, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles, for Nongovernmental Entities
.138 The ASB has issued an exposure draft introducing a proposed SAS entitled Amendment to Statement
on Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With Generally Accepted Accounting
Principles, for Nongovernmental Entities. This proposed SAS, which applies only to nongovernmental entities,
has been issued in response to the FASB's proposed Statement of Financial Accounting Standards entitled
The Hierarchy of Generally Accepted Accounting Principles. The FASB proposal moves responsibility for the
GAAP hierarchy for nongovernmental entities from the auditing literature (SAS No. 69 [AICPA, Professional
Standards, vol. 1, AU sec. 411]) to the accounting literature. The proposed SAS deletes the GAAP hierarchy
for nongovernmental entities from SAS No. 69. The ASB decided to coordinate the provisions and effective
date of this exposure draft with the FASB proposed statement, which can be obtained at www.fasb.org. A
final standard is expected to be issued in the fourth quarter of 2005.

Accounting Pipeline

Proposed FASB Statement, The Hierarchy of Generally Accepted Accounting Principles
.139 This proposed Statement would identify the sources of accounting principles and the framework
for selecting the principles to be used in the preparation of financial statements of nongovernmental
companies that are presented in conformity with U.S. GAAP (or the GAAP hierarchy). The GAAP hierarchy
is currently presented in AICPA SAS No. 69. However, the FASB believes that the GAAP hierarchy should
be directed specifically to companies because it is the company, not the auditor, who is responsible for
selecting its accounting principles for financial statements. Accordingly, the FASB concluded that the GAAP
hierarchy should reside in the accounting literature established by the FASB. The FASB decided to carry
forward the GAAP hierarchy as set forth in SAS No. 69, subject to certain modifications. Readers should be
alert for the issuance of a final Statement, which is expected in the fourth quarter of 2005.

Proposed FASB Statements, Business Combinations, and Consolidated Financial
Statements, Including Accounting and Reporting of Noncontrolling Interests in Subsidiaries
.140 In these proposed Statements, the Board plans to revise the existing guidance on the application of
the purchase method. The following are among the main proposals:

1.

That all acquisitions of businesses be measured at the fair value of the business acquired.

2. That substantially all of the assets acquired and liabilities assumed of the acquired business be
recognized and measured at their fair values at the acquisition date.
3. That entities that follow U.S. GAAP and international standards apply substantially the same
accounting requirements for their business combinations.
.141 Issuance of the exposure drafts on business combinations—purchase method procedures and
noncontrolling interests are expected in mid-2005. The FASB's goal is to issue the two final Standards in the
third quarter of 2006. The target effective date for the two proposed Statements is for fiscal years beginning
on or after December 15, 2006.
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Proposed FASB Statements, Accounting for Transfers of Financial Assets, Accounting for
Servicing of Financial Assets, and Accounting for Certain Hybrid Financial Instruments
.142 The exposure draft, Accounting for Transfers of Financial Assets, is a revision of a June 2003 exposure
draft, Qualifying Special-Purpose Entities and Isolation of Transferred Assets, and would amend FASB Statement
No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities. The proposed
Statement seeks to (a) clearly specify the circumstances that require the use of a qualifying special-purpose
entity (SPE) in order to derecognize all or a portion of financial assets, (b) provide additional guidance on
permitted activities of qualifying SPEs, (c) eliminate the prohibition on a qualifying SPE's ability to hold
passive derivative financial instruments that pertain to beneficial interests held by a transferor, and (d) revise
the initial measurement of interests related to transferred financial assets held by a transferor. The effective
dates associated with this proposed Statement vary; refer to the exposure draft for further information.

.143 The exposure draft, Accounting for Servicing of Financial Assets, would also amend Statement No. 140.
The proposed Statement would (a) require all separately recognized servicing rights to be initially measured
at fair value, if practicable, (b) permit an entity to choose between two measurement methods for each class
of separately recognized servicing assets and liabilities, and (c) require additional disclosures for all
separately recognized servicing rights. The proposed Statement would be effective for transactions occurring
in the earlier of the first fiscal year beginning after December 15, 2005, or fiscal years that begin during the
fiscal quarter in which the Statement is issued.

.144 The proposed Statement, Accounting for Certain Hybrid Financial Instruments, would amend State
ment No. 140, and Statement No. 133, Accounting for Derivative Instruments and Hedging Activities. Specifically,
the proposed Statement would:

1. Permit fair value remeasurement for any hybrid financial instrument that contains an embedded
derivative that otherwise would require bifurcation.
2. Clarify which interest-only strips and principal-only strips are not subject to the requirements of
FASB Statement No. 133.
3. Establish a requirement to evaluate beneficial interests in securitized financial assets to identify
interests that are freestanding derivatives or that are hybrid financial instruments that contain an
embedded derivative requiring bifurcation.

4. Clarify that concentrations of credit risk in the form of subordination are not embedded derivatives.
5. Eliminate restrictions on a qualifying SPE's ability to hold passive derivative financial instruments
that pertain to beneficial interests that are themselves or that contain a derivative financial instru
ment.

.145 The proposed Statement would be effective after the earlier of fiscal years beginning after December
15, 2005, or fiscal years that begin during the fiscal quarter in which the Statement is issued.

.146 Readers should be alert for the issuance of final Statements, which are expected in the first quarter
of 2006. See the FASB Web site at www.fasb.org for complete information.

Proposed FASB Statement Fair Value Measurements
.147 In June 2004, the FASB published an exposure draft of a proposed Statement, Fair Value Measure
ments, which seeks to establish a framework for measuring fair value that would apply broadly to financial
and nonfinancial assets and liabilities, improving the consistency, comparability, and reliability of the
measurements. The fair value framework would clarify the fair value measurement objective and its
application under authoritative pronouncements that require fair value measurements. The exposure draft
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would replace any current guidance for measuring fair value in those pronouncements and would expand
current disclosures. Readers should be alert for the issuance of a final Statement, which is expected in the
first quarter of 2006. Refer to the FASB Web site at www.fasb.org for complete information.

Proposed FASB Statement Earnings per Share—an amendment of FASB Statement No. 128
.148 This proposed Statement would amend the computations guidance in FASB Statement No. 128,
Earnings per Share, for calculating the number of incremental shares included in diluted shares when applying
the Treasury stock method. Also, this proposed Statement would eliminate the provisions of FASB Statement
No. 128 that allow an entity to rebut the presumption that contracts with the option of settling in either cash
or stock will be settled in stock. In addition, this proposed Statement would require that shares that will be
issued upon conversion of a mandatorily convertible security be included in the weighted-average number
of ordinary shares outstanding used in computing basic earnings per share from the date when conversion
becomes mandatory. Readers should be alert for the issuance of a final Statement, which is expected to be
released in the third quarter of 2005.

Proposed FASB Interpretation Accounting for Uncertain Tax Positions
.149 In July 2005, the FASB published an exposure draft of a proposed Interpretation, Accounting for
Uncertain Tax Positions, which seeks to reduce the significant diversity in practice associated with recognition
and measurement in the accounting for income taxes. It would apply to all tax positions accounted for in
accordance with FASB Statement No. 109, Accounting for Income Taxes. Specifically, the exposure draft
requires that a tax position meet a "probable recognition threshold" for the benefit of the uncertain tax
position to be recognized in the financial statements. This threshold is to be met assuming that the tax
authorities will examine the uncertain tax position. The exposure draft also contains guidance with respect
to the measurement of the benefit that is recognized for an uncertain tax position, when that benefit should
be derecognized, and other matters. The effective date of the proposed Interpretation would be as of the end
of the first fiscal year ending after December 15,2005. A final Interpretation is expected to be released in the
fourth quarter of 2005.

Proposed FASB EITF Issues
.150 Numerous open issues are under deliberation by the EITF. Readers should visit the FASB Web site
at www.fasb.org/eitf/agenda.shtml for complete information.

Proposed FASB Staff Positions
.151 A number of proposed FASB Staff Positions are in progress addressing issues related to FASB
Statements No. 13, No. 123(R), and No. 140, and FASB Interpretation No. 45, Guarantor's Accounting and
Disclosure Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others. Readers should
visit the FASB Web site at www.fasb.org/fasb_staff_positions/proposed_fsp.shtml for complete informa
tion.

Resource Central
.152 Presented below are various resources that practitioners engaged in the high-technology industry
may find beneficial.
Publications

.153 The following publications deliver valuable guidance and practical assistance as potent tools to be
used on your engagements (product numbers appear in parentheses):
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•

Audit Guide Auditing Derivative Instruments, Hedging Activities, and Investments in Securities (2005)
(product no. 012523kk)

•

Audit Guide Auditing Revenue in Certain Industries (2005) (product no. 012515kk)

•

Audit Guide Audit Sampling (2001) (product no. 012530kk)

•

Audit Guide Analytical Procedures (2005) (product no. 012555kk)

•

Audit Guide Service Organizations: Applying SAS No. 70, as Amended (2005) (product no. 012775kk)

•

Practice Aid Auditing Estimates and Other Soft Accounting Information (1998) (product no. 0l00l0kk)

•

Accounting Trends & Techniques—2005 (product no. 009896kk)

•

Practice Aid Preparing and Reporting on Cash-and Tax-Basis Financial Statements (product no. 006701kk)

•

Practice Aid Fraud Detection in a GAAS Audit, Revised Edition (006615kk)

•

General Audit Risk Alert—2005/06 (product no. 022336kk)

Audit and Accounting Manual
.154 The Audit and Accounting Manual (revised as of July 1, 2005) (product no. 005135kk) is a valuable
nonauthoritative practice tool designed to provide assistance for audit, review, and compilation engage
ments. It contains numerous practice aids, samples, and illustrations, including audit programs; auditor's
reports, checklists, and engagement letters; management representation letters; and confirmation letters.

Educational Courses
.155 The AICPA offers a number of continuing professional education (CPE) courses that are valuable
to CPAs working in public practice and industry. Visit www.cpa2biz.com for a complete list of CPE courses.

Hotlines
Accounting and Auditing Technical Hotline
.156 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call (888) 777-7077.

Ethics Hotline
.157 Members of the AICPA's Professional Ethics Team answer inquiries concerning independence and
other behavioral issues related to the application of the AICPA Code of Professional Conduct. Call (888)
777-7077.

Web Sites
.158 Further information on matters addressed in this Audit Risk Alert is available through various
publications and services offered by a number of organizations. Some of those organizations are listed in the
following table.
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Internet Address

Accountants World

Online community of
independent accountants
providing resources and tools

www.accountantsworld.com

Accounting Web

Online community for the
accounting profession

www.accountingweb.com

American Institute of CPAs

Summaries of recent auditing and
other professional standards as
well as other AICPA activities

www.aicpa.org

CPAnet

Online community and resource
center for the accounting
profession

www.cpanet.com/

Economy.com

Source for analysis, data,
forecasts, and information on the
United States and world
economies

www.economy.com

Federal Reserve Bank of
New York

Key interest rates

www.ny.frb.org/index.html

Financial Accounting
Standards Board

Summaries of recent accounting
pronouncements and other
FASB activities

www.fasb.org

FirstGov

Portal through which all
government agencies can be
accessed

www.firstgov.gov

Government Accountability
Office (formerly General
Accounting Office)

Policy and guidance materials,
reports on federal agency major
rules

www.gao.gov

Hoovers Online

Online information on various
companies and industries

www.hoovers.com

International Accounting
Standards Board

Summaries of International
Financial Reporting Standards
and International Accounting
Standards

www.iasb.org

International Federation
of Accountants

Information on standards-setting
www.ifac.org
activities in the international arena

Public Company Accounting
Oversight Board

Information on accounting and
auditing, the activities of the
PCAOB, and other matters

www.pcaobus.org

Securities and
Exchange Commission

The SEC Digest and Statements,
EDGAR database, current SEC
rulemaking

www.sec.gov

Tax Analysts Online

Information on current tax
developments

www.tax.org

U.S. Tax Code Online

A complete text of the U.S.
Tax Code

www.fourmilab.ch/ustax/
ustax.html

WebCPA

Provides online business news for
the tax and accounting
community

www.webcpa.com/
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.159 This Audit Risk Alert replaces High-Technology Industry Developments—2004/05. High-Technology
Industry Developments is published annually. As you encounter audit or industry issues that you believe
warrant discussion in next year's Alert, please feel free to share them with us. Any other comments that you
have about the Alert would also be appreciated. You may e-mail these comments to kglupe@aicpa.org or
write to:

Karin Glupe
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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STRENGTHENING AUDIT INTEGRITY
SAFEGUARDING FINANCIAL REPORTING

NOTICE TO READERS
REAL ESTATE INDUSTRY DEVELOPMENTS—2005/06
This Audit Risk Alert is intended to provide auditors with an overview of recent economic,
technical, and professional developments related to the real estate industry that may affect
the audits they perform.

This publication is an Other Auditing Publication as defined in AU section 150, Generally
Accepted Auditing Standards (AICPA, Professional Standards, vol. 1). Other Auditing
Publications have no authoritative status; however, they may help the auditor understand
and apply the Statements on Auditing Standards.

If an auditor applies the auditing guidance included in an Other Auditing Publication, he
or she should be satisfied that, in his or her judgment, it is both appropriate and relevant to
the circumstances of his or her audit. The auditing guidance in this document has been
reviewed by the AICPA Audit and Attest Standards staff and published by the AICPA and
is presumed to be appropriate. This document has not been approved, disapproved, or
otherwise acted on by a senior technical committee of the AICPA.

Lori L. Pombo, CPA
Technical Manager
Accounting and Auditing Publications
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How This Alert Helps You
.01 This Audit Risk Alert can help you plan and perform your real estate industry audits. The information
delivered by this Alert can provide assistance in achieving a more robust understanding of the business and
economic environment in which your clients operate. This Alert is an important tool in helping you identify
the significant risks that may result in the material misstatement of the financial statements. Also, this Alert
delivers information about emerging practice issues and current accounting, auditing, and regulatory
developments.

.02 If you understand what is happening in the real estate industry, and you can interpret and add value
to that information, you will be able to offer valuable service and advice to your clients. This Alert can assist
you in making considerable strides in gaining that industry knowledge and understanding it.
.03 This Alert is intended to be used in conjunction with the AICPA general Audit Risk Alert—2005¡06
(product no. 022336kk).
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.04 References to Professional Standards. When referring to the professional standards, this Alert cites
the applicable sections of the codification and not the numbered statements, as appropriate. For example,
Statement on Auditing Standards (SAS) No. 54 is referred to as AU section 317 of the AICPA Professional
Standards.

Economic and Industry Developments
General Industry Trends and Conditions
.05 According to Emerging Trends in Real Estate 2005, an annual report published by the Urban Land
Institute and PricewaterhouseCoopers, the years 2005 and 2006 will probably determine whether restored
confidence in the property markets has been well-founded or overplayed. The report questions whether real
estate supply and demand fundamentals (such as occupancy rates, leasing rates, and operating expenses)
can improve enough in 2005 and 2006 to offset the potential negative impact of rising interest rates on
property values and pricing. In addition, the report asks whether enough job growth and economic
improvement will occur to help push down vacancies and increase rents in the face of continuing geopolitical
distress, uncertainty over terrorism, and inflationary pressures from high oil prices, which unavoidably affect
consumer and business confidence. The economic impact of the recent destruction caused by Hurricanes
Katrina and Rita as well as their effect on consumer and business confidence will also need to be considered.
.06 As of the writing of this Alert, all real estate sectors (office, industrial, retail, residential, and
hospitality) have been showing positive signs of growth, such as lower vacancy rates and rising rents. In the
office sector, growing employment has resulted in more demand for space. The industrial sector is also
benefiting from employment growth, as well as strong activity in port markets. Strong consumer spending
has provided a stable background for the retail sector. The residential market has been flourishing due to a
hot housing market and a strong multifamily market, which has been highly influenced by condominium
converters. The hospitality market is making an encouraging recovery thanks to strong leisure demands and
increased transient business and conference travel. In addition, real estate investment trusts (REITs) have
continued to outperform the Standard & Poor's 500 and the Dow Jones Industrials for the fifth consecutive
year. According to David Lereah, the National Association of Realtors (NAR) chief economist, solid gains
are forecast for the commercial real estate sector through 2006.

Economic Impact of Hurricanes Katrina and Rita
.07 Hurricanes Katrina and Rita, which severely damaged the Gulf Coast region, may disrupt the nation's
economic growth, inasmuch as the hurricanes inflicted severe damage to key areas of the nation's energy
and shipping infrastructure. The Federal Reserve issued a statement indicating that there could be short-term
economic disruption, but the long-term effects of the hurricanes should not be significant. Early reports show
that first-time jobless claims rose to 398,000 as of the week ended September 10,2005, the highest level in two
years. Also manufacturing activity far from the Gulf of Mexico showed softening in early September, and
economists and executives expressed concerns about rising energy costs.
.08 As of the writing of this Alert, it remains uncertain how the commercial real estate market will be
affected in the Southwest and Southeast as a result of Hurricane Katrina. According to NAR, it is estimated
that Hurricane Katrina destroyed roughly $100 billion worth of housing, commercial, and public property.
Early reports from NAR indicate that the demand for commercial real estate space has spiked in regions
surrounding the Hurricane Katrina disaster zone. David Lereah said, "The greatest demand appears to be
in the industrial, multifamily, and office markets; however, the long-term impact from Hurricane Katrina is
uncertain as displaced tenants rethink their future." As the hurricanes' impact on the economy and the real
estate industry comes into view, auditors will need to reassess the economic conditions facing a client's
industry and plan and perform their audit engagements accordingly.
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.09 Refer to the section titled "Accounting and Auditing Considerations With Respect to Losses From
Hurricanes Katrina and Rita" in the "Audit and Accounting Issues and Developments" section of this Alert
for audit and accounting guidance pertaining to those disasters.
Industry Segment Conditions

Office Market Conditions
.10 Since bottoming in May 2003, the office market has struggled to regain strength. However, the office
market is finally starting to show signs of a comeback in 2005. According to commercial real estate services
firm Grubb & Ellis, the U.S. office vacancy rate plunged by 80 basis points in the second quarter of 2005 to a
three-year low of 15.6 percent. Analysts expect the vacancy rate to reach well below 15 percent by year-end
2005 and below 13 percent in 2006.
.11 Net absorption of office space is at its strongest performance in five years, totaling 24.6 million square
feet in the second quarter of 2005. Net absorption through the first six months of 2005 of 42.1 million square
feet is more than double the 18.1 million square feet absorbed in the first half of 2004. Analysts expect that
by year end a total of 65 million square feet of office space will have been absorbed and demand will increase
to 83 million square feet.

.12 The national average effective rent is at $20.32 per square foot for the second quarter of 2005, which
is the highest average since the third quarter of 2003, according to commercial real estate research firm Reis,
Inc.
.13 Office construction continues to grow at a consistent pace. By the second quarter of 2005, a total of
42.9 million square feet of speculative and build-to-suit space was in progress. Reis, Inc., predicts that new
construction activity will continue to intensify in 2005 at a moderate rate.

Industrial Market Conditions
.14 For nine consecutive quarters, the industrial market has been showing positive signs of a turnaround
since bottoming out in early 2003. Demand for industrial space hinges on a number of variables related to
manufacturing, including inventories, durable goods orders, production, wholesale trade, and retail sales.
As such, the current growth in the industrial market is being driven by several factors, such as increasing
trade volumes through U.S. ports, manufacturing growth, increases in business capital spending, healthy
consumer spending, and low long-term interest rates.
.15 According to Grubb & Ellis, the industrial vacancy rate declined through 2004 and ended the year at
9.4 percent. This decline has continued in 2005 with first and second quarter vacancy rates of 8.9 percent and
8.6 percent, respectively. Analysts expect the vacancy rate to continue to fall and end 2005 between 8.0 and
8.5 percent.

.16 Realized net absorption in the first half of 2005 was robust measuring, approximately 107 million
square feet, as compared to 62 million square feet a year ago, according to AMB Property Corporation's
Industrial Absorption Indicator. However, absorption is expected to slow in the second half of 2005, with
predictions of only roughly 27 million square feet in the third quarter and 31 million square feet in the fourth
quarter.
.17 According to CB Richard Ellis, Inc., increased industrial construction added approximately 51.7
million square feet nationally in the first half of 2005. At mid-year 2005, the value of construction put in place
of manufacturing facilities is double as compared to last year and is rising across manufacturing industries,
AICPA Audit and Accounting Manual
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with the largest increases occurring in computer and electronic equipment facilities. Demand for manufac
turing facilities is expected to modestly increase through year end.

Retail Market Conditions
.18 The retail market has been the strongest sector in the commercial real estate industry, which has been
emerging from the three-year downturn that followed the recession and terrorist attacks of 2001. Consumer
spending, retail leasing activity, and investor demand for retail properties are fueling the retail market,
pushed vacancies in shopping malls to four-year lows, and drove rents up solidly in strip malls. According
to Reis, Inc., mall vacancies fell to an average of 5.1 percent in the second quarter of 2005 from 5.3 percent in
the first quarter. Average rents for shopping malls remained flat at $37.75 a square foot. Strip-mall vacancies
fell to an average of 6.7 percent in the second quarter of 2005 from 6.9 percent in the first quarter. Average
rents for strip-malls rose to $18.12 a square foot, a 0.8 percent increase from the first quarter.
.19 Reis, Inc., predicts that new construction in the second half of the year will bring significantly more
completions than the 9.6 million square feet that was added as of the second quarter. A total of 32.2 million
square feet is expected to be added in 2005, a 5.1 million square feet increase over 2004.

.20 Economic improvements in the first half of the year have clearly benefited the retail sector. However,
a combination of many economic factors, such as high energy prices, the job market, disposable income,
consumer confidence, and the effects of the hurricane season will play a role in the sector's performance over
the last two quarters of 2005.

Residential Market Conditions
.21 Housing. Investors have been buying homes at a record pace this year, feeding a very hot housing
market. According to NAR, existing home sales surpassed market expectations and reached a record level
in June, as low mortgage rates and favorable market conditions continued to attract buyers. Total existinghome sales—including single-family, townhouses, condominiums, and co-ops—rose 2.7 percent in June to
a seasonally adjusted annual rate (what the total number of actual sales for a year would be if the relative
pace for that month were maintained for 12 consecutive months) of 7.33 million, a 4.4 percent increase as
compared to a year ago.
.22 According to NAR, for the remainder of 2005, home sales are expected to trend down from the record
levels achieved during the first half of the year but easily set annual records for both new and existing home
sales. Existing home sales are expected to rise 2.9 percent to 6.98 million by the end of the year and new-home
sales should increase 4.8 percent to 1.26 million. Total housing starts are forecast to grow by 3.2 percent to
2.02 million units, the highest number of total housing starts since 1978. The 30-year fixed-rate mortgage is
expected to rise slowly to 6.2 percent in the fourth quarter, and reach 6.6 percent by the end of 2006.
.23 Multifamily. The multifamily market continues to climb out of a four-year slump as vacancies
continue to decline and rents rise. According to Reis, Inc., the national apartment vacancy rate declined to
6.4 percent in the second quarter of 2005 as compared to 6.6 percent in the first quarter. Effective rents, the
rents that landlords actually collect minus repairs and concessions made to tenants, rose on average 0.5
percent to $883 a month in the second quarter, after rising 0.6 percent in the first quarter.
.24 A major factor in the vacancy rate decline and rising rents is condominium conversions. Developers
have been converting apartments into condominiums at a frenzied pace, thus reducing the rental supply. In
2004, over 64,000 apartment units were converted into condominiums and the conversion craze shows no
immediate signs of letting up. According to Reis, Inc., condominiums represented 10 percent of all new
multifamily projects started in 2003 and 18 percent in 2004. Reis projects that figure to reach 31 percent by
the end of 2005.
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.25 Reis expects that 63,000 apartment units will be absorbed in 2005, up from only 39,300 in 2004. The
pace of absorption is projected to reach 102,000 units in 2006 and range between 110,000 and 120,000 units
through 2009. The combination of lower vacancy rates, robust absorption, and the steady removal of
competitive units by condominium converters should drive rental increases of 3 percent and 3.5 percent in
2006 and 2007, respectively. The vacancy rate is expected to be 6.5 percent at the end of 2005, down 30 basis
points from 2004, and recede in the coming years to 6 percent by the end of 2008. In comparison to two years
ago, vacancy was near 10 percent. Effective rents are expected to advance by 2.6 percent during 2005.

Hospitality Market Conditions
.26 According to Lodging Econometrics (LE), the industry authority for hotel real estate, almost half of
the nation's top hotel markets will have fully recovered to pre-September, 11, 2001, operating levels by the
end of 2005. This encouraging recovery in the hospitality sector is primarily due to strong leisure demands
and increased transient business and conference travel. A full hotel market recovery remains unattainable
in 2005 since in many markets the economic recovery has not been broad enough to produce sufficient job
growth. LE believes this indicates that there is still room for additional industry profitability growth in the
near future. In fact, LE predicts that 70,646 new guestrooms will open in 2005,84,458 in 2006, and 100,559 in
2007.

.27 Nationwide, occupancies and revenue per available room (RevPAR) have increased more than
expected in the past year. According to Smith Travel Research data, in the first quarter of 2005, RevPAR
increased 7.2 percent over the same period last year to $52.74, which was driven by average occupancy of
58.4 percent, up from 56.8 percent a year ago, and a 4.2 percent increase in average daily room rate.
.28 As of mid-year, the hospitality division of PricewaterhouseCoopers, LLP (PwC) is predicting RevPAR
to increase 7.8 percent in 2005. In addition, PwC forecasts positive occupancy growth through 2007 and
record-high room rates. Occupancy is expected to reach 63.4 percent in 2005, the highest point since 1997.
Room rates are expected to grow 4.3 percent and hit record highs at $89.97, the strongest increase since 2000,
when the rate was 5.4 percent. PwC also expects industry profits to reach $20.8 billion in 2005, the highest
level since 2000, and almost $25 billion in 2006.

Real Estate Investment Trusts
.29 For the fifth consecutive year, real estate stocks outperformed the Standard & Poor's 500 and the Dow
Jones Industrials. The National Association of Real Estate Investment Trust's (NAREIT) Composite Index1
posted a total annual return of 30.4 percent in 2004, as compared to the Standard & Poor's 500 return of 10.9
percent and Dow Jones Industrials return of 3.2 percent. NAREIT's Composite Index had annual returns of
38.5 percent in 2003, 5.2 percent in 2002,15.5 percent in 2001, and 25.9 percent in 2000.

.30 As of August 31, 2005, the NAREIT Composite Index was up 7.1 percent for the year. In terms of
year-to-date total returns by property sector, self-storage, retail, and office REITs were the top performers,
while REITs in the mortgage and lodging/resorts sectors constituted the bottom of the list.
.31 Some analysts speculate that REITs have been performing so well due to low interest rates. In turn,
investors are flocking to REITs, which yield on average 5 percent, compared to about 4 percent for the 10-year
Treasury. This would lead one to believe that REIT performance would decline as long-term interest rates
rise. Still some other analysts believe that improving fundamentals such as rising rents, fewer vacancies, and
higher property values are the driving force behind REIT earnings.1
1 The National Association of Real Estate Investment Trust's Composite Index includes all real estate investment trusts that trade on
the New York Stock Exchange, American Stock Exchange, and NASDAQ National Market List.
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Regulatory and Legislative Issues
American Jobs Creation Act
.32 On October 22, 2004, the American Jobs Creation Act of 2004 (the Act) was signed into law. The Act
was primarily designed to promote job growth; however, the Act also provides significant new tax benefits
and limitations for investments in real estate, including significant changes to the rules governing REITs. A
summary of some of the key provisions relating to real estate and REITs are discussed here.

Changes Related to Real Estate
.33 Under the Act, certain leasehold improvements placed in service before January 1, 2005, qualify for
an additional first year bonus depreciation deduction of either 30 percent or 50 percent of the adjusted basis
of the property. The Act also provides a 15-year depreciation recovery period for certain types of leasehold
improvements (referred to as "qualified leasehold improvement property") placed in service after October
22, 2004, but before January 1, 2006. In certain circumstances, the 15-year deduction may be taken together
with the 30 percent or 50 percent bonus depreciation. The 15-year recovery period does not apply, however,
to subsequent owners of the property (unless acquired by reason of death or certain nonrecognition property
transfers). In addition, the Act provides a 15-year depreciation recovery period for qualified restaurant
property placed in service after October 22, 2004, but before January 1,2006.

.34 The Act reduces the corporate tax rate applicable to certain domestic production activities by
providing a deduction of up to 9 percent for qualified production activities income. These rules are phased
in from 2005 to 2010. The tax benefit will be available in the context of many domestic real estate activities
such as construction, engineering, and architectural services.
.35 In addition to these provisions, the Act also includes a number of provisions limiting tax benefits
from real estate and other types of assets in the contexts of partnerships and tax-exempt leasing.

Changes Related to REITs
.36 The Act contains several significant changes to the rules governing REITs. The Act expands the
safe-debt safe harbor for REITs and relaxes the rule that requires a REIT to own a 20 percent equity interest
in a partnership in order for debt of the partnership to qualify under the straight-debt safe harbor. Instead,
a "look through" rule applies, to treat partnership debt as part of the REIT's partnership interest. The Act
also provides some relief from REIT asset test violations and other violations of REIT requirements.
.37 Lastly, the Act aligns tax consequences for overseas REIT investors who own less then 5 percent of a
publicly traded U.S. REIT with those of overseas investors in other U.S. equities. This provision is expected
to attract more overseas investment in public REITs. (Note: The changes do not apply to private U.S. REITs.)
.38 For additional information, please refer to the complete text of the Act, which can be obtained at
http: / / thomas.loc.gov.

Audit and Accounting Issues and Developments
Accounting and Auditing Considerations With Respect to Losses From Hurricanes
Katrina and Rita
Accounting Considerations
.39 As companies assess the financial impact from Hurricanes Katrina and Rita on their operations,
management will need to properly report the impact in their financial statements. The following questions
may arise for losses incurred as a result of the hurricanes:
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1. How should losses from a natural disaster of a type that is reasonably expected to reoccur be classified
in the statement of operations?
2. When should an asset impairment loss related to a natural disaster be recognized?
3. When should a liability for nonimpairment losses and costs related to a natural disaster be recog
nized?

4. What is the accounting for insurance recoveries to cover losses sustained in a natural disaster? Also,
what are the additional considerations related to business interruption insurance recoveries?
5. What are the required disclosures regarding the impact of a natural disaster?

.40 The AICPA has issued Technical Practice Aid (TPA) section 5400.05, "Accounting and Disclosures
Guidance for Losses from Natural Disasters—Nongovernmental Entities." This guidance answers the above
questions and can be obtained at www.aicpa.org/download/acctstd/Natural_disaster_TPA_5400.05.pdf.

.41 The guidance in TPA section 5400.05 states that a natural disaster of a type that is reasonably expected
to reoccur would not meet the conditions of classifying the losses as "extraordinary" in the income statement.
The magnitude of loss from a particular natural disaster does not cause that disaster to be unusual in nature
or unlikely to reoccur (the two conditions for an extraordinary item). As of the writing of this Alert,
accounting news articles indicate that the Financial Accounting Standards Board (FASB) will conclude that
losses from Hurricane Katrina should not be classified as extraordinary. Readers should keep alert to any
statements from the FASB on this matter.

Auditing Considerations
.42 The AICPA has issued the following TPAs in response to the hurricanes. These TPAs can be obtained
at www.aicpa.org/members/div/auditstd/Recently_Issued_Technical_Practice_Aids.asp. Auditors
whose clients are affected by the hurricanes or other natural disasters should follow the guidance in these
TPAs, as appropriate.
•

TPA section 9070.05, "Consideration of Impact of Losses From Natural Disasters Occurring After
Completion of Audit Field Work and Signing of the Auditor's Report But Before Issuance of the
Auditor's Report and Related Financial Statements"

•

TPA section 8345.01, "Audit Considerations When Client Evidence and Corroborating Evidence in
Support of the Financial Statements Has Been Destroyed by Fire, Flood, or Natural Disaster"

•

TPA section 8345.02, "Considerations When Audit Documentation Has Been Destroyed by Fire,
Flood, or Natural Disaster"

Securities and Exchange Commission, IRS, and Department of Labor Activities Related to
the Hurricanes
.43 The Securities Exchange Commission (SEC), the Internal Revenue Service (IRS), and the Department
of Labor (DOL) are providing relief to victims of the hurricanes in various ways, such as extension of filing
deadlines, exemptions from filing requirements, and tax relief. Visit the SEC, IRS, and DOL Web sites at
www.sec.gov,www.irs.gov, and www.dol.gov for further information. In addition, see the following section
for a discussion of an SEC order exempting auditors from certain rules to help assist clients in the
reconstruction of accounting records.
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SEC Issues Exemption Related to Auditor Assistance in Reconstruction of
Accounting Records
. 44 The SEC understands that in this unique situation an audit client may look to its auditor for assistance
in reconstruction of its accounting records because of the auditor's knowledge of the client's financial systems
and records. Under Section 10A(g)(l) of the Exchange Act and Rule 2-01 (c)(4)(i) of Regulation S-X, auditors
are prohibited from providing bookkeeping or other services relating to the accounting records of the audit
client, and in Rule 2-01 (c)(4)(i) of Regulation S-X, these prohibited services are described as including
"maintaining or preparing the audit client's accounting records" or "preparing or originating source data
underlying the audit client's financial statements."
. 45 In light of the conditions in areas affected by Hurricane Katrina, however, the SEC believes that
limited relief from these prohibitions is warranted for those registrants and other persons required to comply
with the independence requirements of the federal securities laws and the SEC's rules and regulations
thereunder.
. 46 Accordingly, the SEC has ordered, pursuant to Section 36 of the Exchange Act, that independent CPAs
engaged to provide audit services to registrants and other persons required to comply with the independence
requirements of the federal securities laws and the SEC's rules and regulations thereunder are exempt from
the requirements of Section 10A(g)(1) of the Exchange Act and Rule 2-01 (c)(4)(i) of Regulation S-X, when the
following conditions are satisfied:

1. With respect to audit clients that are registrants, the address of the registrant's principal executive
offices listed on the cover page of the most recent periodic report filed by the registrant on Form 10-Q,
10-QSB, 10-K, or 10-KSB is within one of the Presidential Disaster Areas.
2. With respect to audit clients other than registrants, the address listed on the most recently filed
schedule or form that the audit client had filed, or the address that the audit client would be required
to list on any covered schedule or form required to be filed, is within one of the Presidential Disaster
Areas.
3. Services provided by the auditor are limited to reconstruction of previously existing accounting
records that were lost or destroyed as a result of Hurricane Katrina and such services cease as soon
as the client's lost or destroyed records are reconstructed, its financial systems are fully operational,
and the client can effect an orderly and efficient transition to management or other service provider.
4. With respect to issuers, the services provided by the issuer's auditor pursuant to this Order are subject
to preapproval by the issuer's audit committee as required by Rule 201(c)(7) of Regulation S-X.

Other AICPA Activities Related to Katrina
.4 7 In addition to these activities, the AICPA has implemented several relief efforts and is reaching out
to members in the Gulf Coast to help with relief efforts. A Disaster Recovery Resource Center has been
established at www.aicpa.org/news/2005/disaster_recovery_resources.htm. This site is full of many re
sources and information about relief activities related to the hurricanes.

Accounting for Real-Estate Time Sharing Transactions

.4 8 In December 2004, both the AICPA and the FASB issued guidance on real-estate time-sharing
transactions. The AICPA issued Statement of Position (SOP) 04-2, Accounting for Real Estate Time-Sharing
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Transactions, and the FASB issued FASB Statement of Financial Accounting Standards No. 152, Accounting
for Real Estate Time-Sharing Transactions—an amendment of FASB Statements No. 66 and 67. The provisions of
each of these statements are summarized in these sections.

SOP 04-2, Accounting for Real Estate Time-Sharing Transactions
.4 9 SOP 04-2 provides guidance on a seller's accounting for real estate time-sharing transactions. Those
include:
1

Fee simple transactions in which nonreversionary title and ownership of the real estate pass to the
buyer or a special-purpose entity (SPE)

2. Transactions in which title and ownership of all or a portion of the real estate remain with the seller

3. Transactions in which title and ownership of all or a portion of the real estate pass to the buyer and
subsequently revert to the seller or transfer to a third party

4. Transactions by a time-share reseller
.5 0 The provisions of the SOP are summarized as follows.

.5 1 Profit recognition under FASB Statement No. 66. A time-share seller should recognize profit on time
sharing transactions as specified under the profit recognition guidance in the sections in FASB Statement No.
66, Accounting for Sales of Real Estate, that specify the accounting for other than retail land sales. For purposes
of recognizing profit, nonreversionary title should be transferred. If title transfer is reversionary, the seller
should account for the transaction as if it were an operating lease.
.5 2 Determination of sales value. Certain sales incentives provided by a seller to a buyer to consummate a
transaction should be recorded separately by reducing the stated sales price of the time-share by the excess
of the fair value of the incentive over the amount the buyer pays. For purposes of testing for buyer's
commitment under FASB Statement No. 66, the seller should reduce its measurement of the buyer's initial
and continuing investments by the excess of the fair value of the incentive over the stated amount the buyer
pays, except in certain situations in which, to receive the incentive, the buyer is required to make specific
payments on its note.

.5 3 Upgrade and reload transactions. A reload transaction is considered to be a separate sale of a second
interval, and the second interval is accounted for in accordance with the profit recognition guidance of FASB
Statement No. 66. For an upgrade transaction, that guidance is applied to the sales value of the new (upgrade)
interval, and the buyer's initial and continuing investments from the original interval are included in the
profit recognition tests related to the new interval.
.5 4 Accounting for uncollectibility. As used in this SOP, the term uncollectibles should be interpreted broadly
to include all situations in which, as a result of credit issues, a time-share seller collects less than 100 percent
of the contractual cash payments of a note receivable, except for certain transfers of receivables to inde
pendent third parties by the seller. An estimate of uncollectibility that, from a historical and statistical
perspective, is expected to occur should be recorded as a reduction of revenue at the time that profit is
recognized on a time-sharing sale recorded under the full accrual or percentage-of-completion method.
Subsequent changes in estimated uncollectibles should be recorded as an adjustment to estimated uncol
lectibles and thereby as an adjustment to revenue. Under the relative sales value method, the seller effectively
does not record revenue, cost of sales, or inventory relief for amounts not expected to be collected. There
generally is no accounting effect on inventory when, as expected, a time-share is repossessed or otherwise
reacquired.
.55 Accounting for cost of sales and inventory. The seller should account for cost of sales and time-sharing
inventory in accordance with the relative sales value method.
AICPA Audit and Accounting Manual
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.56 Costs to sell time-sharing intervals. All costs incurred to sell time-shares should be charged to expense
as incurred except for certain costs that are:
•

Incurred for tangible assets used directly in selling the time-shares.

•

Incurred for services performed to obtain regulatory approval of sales.

•

Direct and incremental costs of successful sales efforts under the percentage-of-completion, install
ment, reduced profit, or deposit methods of accounting.

.57 Operations during holding periods. Rental and other operations during holding periods, including
sampler programs and mini-vacations, should be accounted for as incidental operations, which requires that
any excess of revenue over costs be recorded as a reduction of inventory costs.
.58 SPEs, points systems, vacation clubs, and similar structures. The accounting treatment for more complex
time-sharing structures such as time-sharing special-purpose entities, points systems, and vacation clubs
should be determined using the same profit recognition guidance as for simpler structures, provided that
the time-sharing interest has been sold to the end user. For balance-sheet presentation purposes, an SPE
should be viewed as an entity lacking economic substance and established for the purpose of facilitating
sales if the SPE structure is legally required for purposes of selling intervals to a class of nonresident
customers, and the SPE has no assets other than the time-sharing intervals and has no debt. In those
circumstances, the seller should present on its balance sheet as time-sharing inventory the interests in the
SPE not yet sold to end users. If the seller, seller's affiliate, or related party operates an exchange, points,
affinity, or similar program, the program's operations constitute continuing involvement by the seller, and
the seller should determine its accounting based on an evaluation of whether it will receive compensation
at prevailing market rates for its program services.
.59 This SOP is effective for financial statements for fiscal years beginning after June 15,2005, with earlier
application encouraged. Initial application should be reported as a cumulative effect of a change in
accounting principle.

FASB Statement No. 152, Accounting for Real Estate Time-Sharing Transactions—an
amendment of FASB Statements No. 66 and 67
.60 This FASB Statement amends FASB Statement No. 66 to reference the financial accounting and
reporting guidance for real estate time-sharing transactions that is provided in SOP 04-2. This Statement also
amends FASB Statement No. 67, Accounting for Costs and Initial Rental Operations of Real Estate Projects, to state
that the guidance for (a) incidental operations and (b) costs incurred to sell real estate projects does not apply
to real estate time-sharing transactions. The accounting for those operations and costs is subject to the
guidance in SOP 04-2.

.61 This Statement is effective for financial statements for fiscal years beginning after June 15, 2005.
Accounting Guidance Pertaining to Investments

.62 Many real estate companies, investors, developers, owners, and lenders have investments in joint
ventures, partnerships, limited partnerships, and limited liability partnerships that may either need to be
consolidated or accounted for in a specified manner.
.63 In determining the appropriate accounting treatment for an investment in a joint venture or partner
ship, real estate entities should first determine whether the investment is a variable interest entity (VIE).
FASB Interpretation No. 46(R), Consolidation of Variable Interest Entities, explains how to identify VIEs, how
a company assesses its interests in VIEs, when VIEs must be consolidated, and what disclosures must be
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presented in the financial statements. FASB Interpretation No. 46(R) requires existing unconsolidated
variable interest entities to be consolidated by their primary beneficiaries if the entities do not effectively
disperse risks among parties involved. VIEs that effectively disperse risks will not be consolidated unless a
single party holds an interest or combination of interests that effectively recombines risks that were
previously dispersed.
.64 If a joint venture or partnership does not meet the criteria for classification as a VIE, the partner that
controls the partnership is required to consolidate the joint venture or partnership; a partner that does not
control the entity generally uses the equity method of accounting (as provided in Accounting Principles
Board (APB) Opinion No. 18, The Equity Method of Accounting for Investments in Common Stock). Note that the
cost method is generally not the appropriate method for real estate entities due to the influence partners may
exercise over the entity.
.65 When considering the appropriate accounting treatment for investments, there are several Emerging
Issues Task Force (EITF) issues and related guidance that provide specific investment guidance relating to
situations that may be applicable to some real estate companies. These EITFs are summarized here.

Accounting by a General Partner When Limited Partners Have Certain Rights
.66 In June 2005, the FASB ratified EITF Issue No. 04-5, "Determining Whether a General Partner, or the
General Partners as a Group, Controls a Limited Partnership or Similar Entity When the Limited Partners
Have Certain Rights." Note that if a limited partnership is a variable interest entity, the entity should apply
the guidance in FASB Interpretation No. 46(R).

.67 In the context of real estate entities, SOP 78-9, Accounting for Investment in Real Estate Ventures, provides
specific guidance for investments in real estate ventures, including investments in corporate joint ventures,
general partnerships, limited partnerships, and undivided interests. However, since little guidance exists in
determining when a general partner should or should not consolidate a limited partnership, investors in
other type of partnerships have referred to the guidance in SOP 78-9. SOP 78-9 provides that a general partner
should not consolidate a limited partnership if limited partners have certain "important rights."
.68 In summary, under EITF Issue No. 04-5, a sole general partner in a limited partnership is presumed
to control the limited partnership unless either (a) the limited partners have the substantive ability to dissolve
(liquidate) the limited partnership or otherwise remove the general partner (kick-out rights) without cause
or (b) the limited partners have substantive participating rights. (Refer to EITF Issue No. 96-16, "Investor's
Accounting for an Investee When the Investor Has a Majority of the Voting Interest but the Minority
Shareholder or Shareholders Have Certain Approval or Veto Rights," for additional guidance on the concept
of substantive participating rights—much of this guidance is in EITF Issue No. 04-5.)

.69 For general partners of all new limited partnerships formed and for existing limited partnerships for
which the partnership agreements are modified, the guidance in this EITF is effective after June 29,2005. For
general partners in all other limited partnerships, the guidance in this EITF is effective no later than the
beginning of the first reporting period in fiscal years beginning after December 15, 2005, and application of
either one of two transition methods described in the EITF would be acceptable.
.70 A complete reading of the text of EITF Issue No. 04-5 is necessary to fully understand the guidance.
EITF Issue No. 04-5 significantly changes the evaluation of control of limited partnerships under SOP 78-9
and is expected to increase the number of limited partnerships consolidated by general partners. The FASB
realized that the consensus reached in EITF Issue No. 04-5 conflicts with certain aspects of SOP 78-9. As such,
in July 2005, the FASB issued FASB Staff Position (FSP) No. SOP 78-9-1, "Interaction of AICPA Statement of
Position 78-9 and EITF Issue No. 04-5," which amends the guidance in SOP 78-9 to be consistent with the
consensus in EITF Issue No. 04-5.
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.71 This FSP eliminates the concept of "important rights" in paragraph .09 of SOP 78-9 and replaces it
with the concepts of "kick-out rights" and "substantive participating rights" as defined in EITF Issue No.
04-5. This FSP also amends paragraph .07 of SOP 78-9 to be consistent with revised paragraph .09. The FASB
believes that the effect of the rights held by minority partners on the assessment of control, and therefore
consolidation, of a general partnership should be the same as the evaluation of limited partners' rights in a
limited partnership.

Accounting for Investments in Limited Liability Companies
.72 Many limited liability companies (LLCs) have similarities to and differences from both corporations
and partnerships. As such, there was diversity in practice with respect to accounting for noncontrolling
investments in LLCs. When accounting for investments in LLCs, the guidance in EITF Issue No. 03-16,
"Accounting for Investments in Limited Liability Companies," should be followed. EITF Issue No. 03-16
states that investments in an LLC that maintains a specific ownership account for each investor (similar to a
capital account structure) should be viewed as similar to a limited partnership for purposes of determining
whether a noncontrolling interest in an LLC should be accounted for using the cost method or the equity
method of accounting.

Accounting for Other Forms of Investments
.73 If an investor does not have an investment in voting common stock of an investee, but exercises
significant influence through other means and/or shares in a substantial portion of the economic risks and
rewards of another entity, the investor needs to look at the characteristics of its interest.
.74 In accordance with EITF Issue No. 02-14, "Whether an Investor Should Apply the Equity Method of
Accounting to Investments Other Than Common Stock," an investor that has the ability to exercise significant
influence over the operating and financial policies of the investee should apply the equity method of
accounting only when it has an investment in common stock and/or an investment that is in-substance
common stock. In-substance common stock is an investment in an entity that has risk and reward charac
teristics substantially similar to that entity's common stock. If the investor determines that any one of certain
characteristics (subordination, risks and rewards of ownership, and obligation to transfer value) indicates
that an investment in an entity is not substantially similar to an investment in that entity's common stock,
the investment is not in-substance common stock.
.75 If the determination about whether the investment is substantially similar to common stock cannot
be reached based solely on the evaluation of those three criteria, the investor should also analyze whether
the future changes in the fair value of the investment are expected to be highly correlated with the changes
in the fair value of the common stock. If the changes in the fair value of the investment are not expected to
be highly correlated with the changes in the fair value of the common stock, the investment is not in-substance
common stock.
.76 This EITF Issue does not apply to noncorporate entities accounted for under SOP 78-9, or to limited
liability companies that maintain "specific ownership accounts" for each investor as discussed in EITF Issue
No. 03-16.

SEC Clarifies Interpretation on Lease Accounting
.77 A number of SEC registrants have recently restated their financial statements relating to lease
accounting in the following areas:
•

The amortization of leasehold improvements by a lessee in an operating lease with lease renewals.
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•

The pattern of recognition of rent when the lease term in an operating lease contains a period where
there are free or reduced rents (commonly referred to as “rent holidays").

•

Incentives related to leasehold improvements provided by a landlord/lessor to a tenant/lessee in an
operating lease.

. 78 In response, the SEC's Office of the Chief Accountant issued a letter outlining the current generally
accepted accounting principles (GAAP) literature that should be looked to in determining the appropriate
accounting. The SEC staff's views on these issues are as follows.

Amortization of Leasehold Improvements
.79 Leasehold improvements in an operating lease should be amortized by the lessee over the shorter of
their economic lives or the lease term, as defined in paragraph 5(f) of FASB Statement No. 13, Accounting for
Leases, as amended. The staff believes amortizing leasehold improvements over a term that includes
assumption of lease renewals is appropriate only when the renewals have been determined to be reasonably
assured, as that term is contemplated by FASB Statement No. 13.

Rent Holidays
.80 The staff believes that pursuant to the response in paragraph 2 of FASB Technical Bulletin No. 85-3,
Accounting for Operating Leases with Scheduled Rent Increases, rent holidays in an operating lease should be
recognized by the lessee on a straight-line basis over the lease term (including any rent holiday period) unless
another systematic and rational allocation is more representative of the time pattern in which leased property
is physically employed.

Landlord/Tenant Incentives
.81 The staff believes the following:
1. Leasehold improvements made by a lessee that are funded by landlord incentives or allowances
under an operating lease should be recorded by the lessee as leasehold improvement assets and
amortized over a term consistent with the guidance in item 1 above.
2. The incentives should be recorded as deferred rent and amortized as reductions to lease expense over
the lease term in accordance with paragraph 15 of FASB Statement No. 13 and the response to
Question 2 of FASB Technical Bulletin No. 88-1, Issues Relating to Accounting for Leases, and therefore,
the staff believes it is inappropriate to net the deferred rent against the leasehold improvements.

3. A registrant's statement of cash flows should reflect cash received from the lessor that is accounted
for as a lease incentive within operating activities and the acquisition of leasehold improvements for
cash within investing activities. The staff recognizes that evaluating when improvements should be
recorded as assets of the lessor or assets of the lessee may require significant judgment and factors
in making that evaluation.
.82 The SEC has advised registrants that have deviated from the lease accounting standards and related
interpretations set forth by the FASB to assess, in consultation with their independent auditors, the impact
of the resulting errors on their financial statements to determine whether restatement is required. The SEC
staff believes that the positions noted here are based upon existing accounting literature and registrants who
determine their prior accounting to be in error should state that the restatement results from the correction
of errors or, if restatement was determined by management to be unnecessary, state that the errors were
immaterial to prior periods.
.83 Non-SEC registrants should also ensure compliance with the lease accounting standards and related
interpretations set forth by the FASB and make any necessary restatements or corrections.
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.84 For additional information, please refer to the SEC's letter on lease accounting, which can be found
at www.sec.gov/info/accountants/staffletters/cpcaf020705.htm.

Accounting for Rental Costs Incurred During a Construction Period
.85 In October 2005, the FASB issued FSP No. FAS 13-1, "Accounting for Rental Costs Incurred during a
Construction Period," which addresses the accounting for rental costs associated with building and ground
operating leases that are incurred during a construction period. The FSP states that rental costs incurred
during and after a construction period are for the right to control the use of a leased asset during and after
construction of a lessee asset. There is no distinction between the right to use a leased asset during the
construction period and the right to use that asset after the construction period. Therefore, rental costs
associated with ground or building operating leases that are incurred during a construction period shall be
recognized as rental expense. The rental costs shall be included in income from continuing operations. A
lessee shall follow the guidance in FASB Statement No. 13 and FASB Technical Bulletin No. 85-3 in
determining how to allocate rental costs over the lease term.

.86 The scope of the FSP does not include land and buildings rental costs incurred during a construction
period for a real estate project accounted for under FASB Statement No. 67. In addition, lessees should
continue to include ground rentals incurred during a construction period as a part of the total project costs
in the maximum guarantee test of EITF Issue No. 97-10, "The Effect of Lessee Involvement in Asset
Construction." For further information, please visit the FASB Web site at www.fasb.org/fasb_staff
positions/.

Nonmonetary Exchanges of Real Estate
.87 In December 2004, the FASB issued FASB Statement No. 153, Exchanges of Nonmonetary Assets—an
amendment of APB Opinion No. 29. The guidance in APB Opinion No. 29, Accounting for Nonmonetary
Transactions, is based on the principle that exchanges of nonmonetary assets should be measured based on
the fair value of the assets exchanged. The guidance in that Opinion, however, included certain exceptions
to that principle. For example, exchanges of similar productive assets (such as exchanges of real estate for
real estate) would not be considered a culmination of the earnings process, and therefore would be recorded
at historical cost.
.88 This Statement amends APB Opinion No. 29 to eliminate the exception for nonmonetary exchanges
of similar productive assets and replaces it with a general exception for exchanges of nonmonetary assets
that do not have commercial substance. A nonmonetary exchange has commercial substance if the future
cash flows of the entity are expected to change significantly as a result of the exchange. If a nonmonetary
exchange has commercial substance, the exchange is based on the fair value of the assets involved. Therefore,
FASB Statement No. 153 may affect real estate entities in that exchanges of similar productive assets may
need to be accounted for at fair value based on the criteria above (rather than historical cost).
.89 The provisions of FASB Statement No. 153 are effective for nonmonetary asset exchanges occurring
in fiscal periods beginning after June 15, 2005. As such, you should evaluate whether the guidance in FASB
Statement No. 153 is applicable to your client.

Current Issues Pertaining to Purchases of Real Estate Assets
.90 FASB Statement No. 141, Business Combinations, and FASB Statement No. 142, Goodwill and Other
Intangible Assets, offer guidance on purchase accounting and define how intangible assets need to be recorded
and amortized in a purchase transaction. Some current issues pertaining to purchases of real estate assets
relate to the proper valuation of a building, the identification and valuation of leases and tenant relationships
that are acquired in a business combination, and the accounting for preexisting relationships.
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.91 In accordance with paragraph 37(d) of FASB Statement No. 141, replacement cost must be used for
assigning the purchase price to a building. It should be noted that it is not appropriate to use the residual
method (that is, when purchase prices are assigned to all other identifiable assets and liabilities as provided
in FASB Statement No. 141, with the remaining residual amount being allocated to the indistinguishable
asset—in this case, the building).

.92 In reference to leases that are acquired in a business combination, when estimating the value of the
leases, the estimate should not be limited to the market value of the origination costs of the leases. The
estimate of the value of the in-place leases should also consider factors such as the value of avoiding any
lease up periods and any related lost rents and holding costs. Paragraphs 37(e) and B173 of FASB Statement
No. 141 offer guidance on determining the fair value of at-market, above, and below-market leases.

.93 For guidance pertaining to the valuation of tenant relationships, refer to EITF Issue No. 02-17,
"Recognition of Customer Relationship Intangible Assets Acquired in a Business Combination." Among
other things, EITF Issue No. 02-17 states that assumptions that marketplace participants would consider,
such as expectations of future contract renewals and other benefits related to the intangible asset, must be
considered in the estimate of its fair value regardless of whether they meet the contractual-legal criterion or
the separability criterion. In addition, a customer contract and the related customer relationship may
represent two distinct intangible assets and as such, both the useful lives and the pattern in which the
economic benefits of the two assets are consumed may differ.

.94 EITF Issue No. 04-1, "Accounting for Preexisting Relationships between the Parties to a Business
Combination," which was ratified by the FASB in October 2004, offers guidance on a business combination
between two parties that have a preexisting relationship (for example, an externally managed REIT may be
acquired by the managing entity). In accordance with EITF Issue No. 04-1, consummation of a business
combination between parties with a preexisting relationship should be evaluated to determine if a settlement
of a preexisting relationship exists. If so, a business combination between two parties that have a preexisting
relationship is a multiple-element transaction, with one element being the business combination and the
other element being the settlement of the preexisting relationship that can result in a potential gain or loss
on the settlement. You should refer to EITF Issue No. 04-1 for additional guidance if this is applicable to your
client.

Determining the Amortization for Leasehold Improvements Purchased After
Lease Inception or Acquired in a Business Combination—New EITF Issue No. 05-6
.95 In June 2005, the FASB ratified EITF Issue No. 05-6, "Determining the Amortization for Leasehold
Improvements Purchased after Lease Inception or Acquired in a Business Combination," which addresses
the amortization period for leasehold improvements in operating leases that are either (a) placed in service
significantly after and not contemplated at or near the beginning of the initial lease term or (b) acquired in a
business combination. This Issue does not address the amortization of intangible assets that may be
recognized in a business combination for the favorable or unfavorable terms of a lease relative to market
prices.
.96 In accordance with the EITF, leasehold improvements acquired in a business combination should be
amortized over the shorter of the useful life of the assets or a term that includes required lease periods and
renewals that are deemed to be reasonably assured (as defined in paragraph 5 of FASB Statement No. 13) at
the date of acquisition. Leasehold improvements that are placed in service significantly after and not
contemplated at or near the beginning of the lease term should be amortized over the shorter of the useful
life of the assets or a term that includes required lease periods and renewals that are deemed to be reasonably
assured (as defined in paragraph 5 of FASB Statement No. 13) at the date the leasehold improvements are
purchased. This consensus does not apply to preexisting leasehold improvements; therefore, it should not
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be used to justify the reevaluation of preexisting leasehold improvements for additional renewal periods
when new leasehold improvements are placed into service significantly after and are not contemplated at or
near the beginning of the lease term. You should refer to EITF Issue No. 05-6 for additional guidance if this
is applicable to your client.

Impairment and Disposal of Real Estate Assets and Other Related Issues
.97 FASB Statement No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets, is the primary
guidance on accounting for the impairment of real estate assets such as capital leases, long-lived assets subject
to operating leases, and long-lived assets under development. Paragraph 8 of FASB Statement No. 144 states,
"[Al long-lived asset (asset group) shall be tested for recoverability whenever events or changes in circum
stances indicate that its carrying amount may not be recoverable..." In this period of rising interest rates, as
an auditor, you should focus more on FASB Statement No. 144 as impairment testing is performed by your
clients.
.98 In general, the accounting for the impairment of real estate depends on whether the property is to be
held for investment or held for disposal. Projects under development are accounted for in the same manner
as those held for investment. FASB Statement No. 144 does not provide exceptions for assets subject to
nonrecourse debt. The involuntary conversion of a nonmonetary asset to a monetary asset, such as a
hurricane-damaged property subject to insurance recovery, should be evaluated under FASB Interpretation
No. 30, Accounting for Involuntary Conversions of Nonmonetary Assets to Monetary Assets, and will generally
result in an impairment (or gain) to the extent the carrying value exceeds (or is less than) the monetary assets
received or to be received.

Real Estate Properties Held for Investment
.99 Real estate held for investment and projects under development should be reported at cost, less
accumulated depreciation, and should be evaluated for impairment if facts and circumstances indicate that
impairment may have occurred. Judgment is often applied in determining when to test a long-lived asset for
recoverability. Factors such as property market conditions, regional and national economic conditions,
operational performance, legal and environmental concerns, and expected holding periods of assets can play
a role in management's evaluation of impairment indicators. More specifically, conditions or events such as
the following may indicate a need for assessing the recoverability of investments in real estate:
•

Cash flows from operating activities are insufficient to cover debt service.

•

Current occupancy rates indicate that future cash flows to be received are lower than the amounts
needed to recover the carrying amount of the investment fully.

•

Major tenants have experienced or are experiencing financial difficulties.

•

A significant portion of leases will expire in the near term.

•

Lessors are being forced to make significant concessions to rent property.

•

Properties held for sale remain unsold at subsequent balance-sheet dates.

•

Properties have been subject to significant damage or destruction.

•

Other investors have decided to cease providing support for or reduce their financial commitment
to a project or venture.

•

Rental demand for a rental project currently under construction is not meeting projections.

•

Auditors' reports on financial statements of investee properties are modified for reasons that relate
to real estate investments (for example, an auditor's report on the financial statements of investee
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properties that is modified for a departure from GAAP attributable to the improper valuation of
assets).
.100 If events and circumstances indicate that impairment may exist, the entity is required to estimate
the future cash flows expected to result from the use of the asset and its eventual disposition. An asset is
deemed to be impaired if its carrying amount exceeds the sum of the expected future cash flows (undis
counted and without interest charges) from the asset. The impairment is measured as the amount by which
the carrying amount exceeds the fair value of the asset. After recognizing an impairment, the entity should
account for the reduced carrying amount of the asset as the new cost of the asset and depreciate it over the
remaining useful life. Restoration of previously recognized impairment losses is prohibited.

.101 Lack of an asset-impairment evaluation system may indicate a material weakness in an entity's
internal controls. Further, a lack of documentation generally increases the extent to which you must apply
professional judgment in evaluating the adequacy of management's write-downs.

Real Estate to Be Disposed of by Sale
.102 Real estate to be disposed of by sale (real estate for which management has committed to a plan of
disposal by sale) should be presented separately in the statement of financial position and should be reported
at the lower of the carrying amount or fair value, less costs to sell. Subsequent revisions to fair value less
costs to sell should be reported as adjustments to the carrying amount of the asset to be disposed of.
Nevertheless, the carrying amount may not be adjusted to an amount greater than the carrying amount of
the asset before an adjustment was made to reflect the decision to dispose of the asset. Determination of
whether the carrying amounts of real estate projects require write-downs should be done on a project-byproject basis, in accordance with paragraph 24 of FASB Statement No. 67, Accounting for Costs and Initial Rental
Operations of Real Estate Projects. The results of operations of a component of an entity that either has been
disposed of or is classified as held for sale should be reported in discontinued operations if certain criteria
are met.

Assets to Be Disposed of Other Than by Sale
.103 Assets that are to be abandoned, exchanged for a similar productive asset, or distributed to owners
in a spin-off are to be considered as held and used until they are disposed of. If the asset is to be abandoned,
the depreciable life is revised in accordance with APB Opinion No. 20, Accounting Changes. If the asset is to
be exchanged for a similar productive asset or distributed to owners in a spin-off and if the carrying amount
of the asset exceeds its fair value at the date of exchange or distribution, an impairment loss is to be recognized
at that date.

Reporting Discontinued Operations—New EITF Issue No. 03-13
.104 Many questions have arisen in practice since the issuance of FASB Statement No. 144 in 2001
regarding when a component should be considered a discontinued operation. In response, in November
2004, the FASB ratified EITF Issue No. 03-13, “Applying the Conditions in Paragraph 42 of FASB Statement
No. 144 in Determining Whether to Report Discontinued Operations." Paragraph 42 of FASB Statement No.
144 states that:

The results of operations of a component of an entity that either has been disposed of or is classified
as held for sale shall be reported in discontinued operations in accordance with paragraph 43 if both
of the following conditions are met: (a) the operations and cash flows of the component have been
(or will be) eliminated from the ongoing operations of the entity as a result of the disposal transaction
and (b) the entity will not have any significant continuing involvement in the operations of the
component after the disposal transaction.
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.105 EITF Issue No. 03-13 addresses (a) how an ongoing entity should evaluate whether the operations
and cash flows of a disposed component have been or will be eliminated from the ongoing operations of the
entity and (b) the types of continuing involvement that constitute significant continuing involvement in the
operations of the disposed component. This EITF could significantly affect real estate companies, given how
frequently properties are sold.

.106 In accordance with EITF Issue No. 03-13, the evaluation of whether the operations and cash flows
of a disposed component have been or will be eliminated from the ongoing operations of the entity depends
on whether continuing cash flows have been or are expected to be generated and, if so, whether those
continuing cash flows are direct or indirect (whether continuing cash flows are direct or indirect should be
based on their nature and significance). If any continuing cash flows are direct, the cash flows have not been
eliminated and the operations of the component should not be presented as a discontinued operation.
Conversely, if all continuing cash flows are indirect, the cash flows are considered to be eliminated and the
disposed component meets the FASB Statement No. 144, paragraph 42(a), criterion to be considered a
discontinued operation. EITF Issue No. 03-13 provides additional guidance regarding the nature of activities
that generate future cash flows and the significance of continuing cash flows.

.107 Continuing involvement in the operations of the disposed component provides the ongoing entity
with the ability to influence the operating or financial policies of the disposed component, or both. The EITF
expands on the factors that should be considered in determining whether the continuing involvement is
significant. In addition, the EITF provides guidance on what the appropriate assessment period is and the
required disclosures.
.108 An example of a situation where a real estate company may be affected by EITF Issue No. 03-13 is
when a real estate company sells a building and also enters into a contract to manage the building after the
sale. In this scenario, the real estate company would most likely need to evaluate the cash flows associated
with the management contract using the provisions of the EITF.

.109 The provisions of EITF Issue No. 03-13 are effective for a component of an enterprise that is either
disposed of or classified as held for sale in fiscal periods beginning after December 15, 2004.

A Reminder About Investments in Corporate Joint Ventures
.110 Investments in common stock of corporate joint ventures are a popular investment mechanism for
some real estate entities. A corporate joint venture is typically a corporation that is owned and operated by
a small group of businesses as a separate and specific business or project for the mutual benefit of the
members of the group. For example, an entity with sufficient capital and the capacity to borrow may seek a
joint venture with another entity that has adequate land to undertake a large development project. The
accounting guidance in FASB Statement No. 144 is not appropriate for impairment testing of equity method
investments. If your client invests in a corporate joint venture, the provisions of APB Opinion No. 18, The
Equity Method of Accounting for Investments in Common Stock, apply.

New Auditing and Attestation Pronouncements and Other Guidance
.111 Presented below is a list of auditing and attestation pronouncements and other guidance issued since
the publication of last year's Alert. The AICPA general Audit Risk Alert—2005/06 (product no. 022336kk)
contains a summary explanation of most of these issuances. For information on auditing and attestation
standards issued subsequent to the writing of this Alert, please refer to the AICPA Web site at www.aicpa.org,
and the Public Company Accounting Oversight Board (PCAOB) Web site at www.pcaobus.org. The PCAOB
sets auditing standards of public companies and other SEC registrants only. You may also look for an
nouncements of newly issued standards in the CPA Letter, Journal of Accountancy, and the quarterly electronic
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newsletter, In Our Opinion, issued by the AICPA's Auditing Standards Team and available at www.aicpa.
org/members/div/auditstd/opinion/index.htm.

SOP 04-1

Auditing the Statement of Social Insurance

(November 2004)

AICPA Audit Interpretation
No. 12 of AU section 623,
Special Reports

"Evaluation of the Appropriateness of Informative Disclosures in
Insurance Enterprises' Financial Statements Prepared on a
Statutory Basis"

(Amended January 2005)
(Applicable to audits
conducted in accordance
with GAAS)

AICPA Audit Interpretation
No. 14 of AU section 623,
Special Reports

"Evaluating the Adequacy of Disclosure and Presentation in
Financial Statements Prepared in Conformity With an Other
Comprehensive Basis of Accounting (OCBOA)"

(Amended January 2005)
(Applicable to audits
conducted in accordance
with GAAS)

AICPA Audit Interpretation
No. 15 of AU section 623,
Special Reports

"Auditor Reports on Regulatory Accounting or Presentation
When the Regulated Entity Distributes the Financial Statements to
Parties Other Than the Regulatory Agency Either Voluntarily or
Upon Specific Request"

(January 2005)

(Applicable to audits
conducted in accordance
with GAAS)

AICPA Audit Interpretation
No. 1 of AU section 625,
Reports on the Application of
Accounting Principles

"Requirement to Consult With the Continuing Accountant"

(January 2005)
(Applicable to audits
conducted in accordance
with GAAS)

AICPA Audit Interpretation
No. 1 of AU section 328,
Auditing Fair Value
Measurements and Disclosures

"Auditing Interests in Trusts Held by a Third-Party Trustee and
Reported at Fair Value"

(July 2005)
(Applicable to audits
conducted in accordance
with GAAS)
(continued)
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"Auditing Investments in Securities Where a Readily
Determinable Fair Value Does Not Exist"

(July 2005)
(Applicable to audits
conducted in accordance
with GAAS)

AICPA Attest Interpretation
No. 6 of AT section 101,
Attest Engagements

"Reporting on Attestation Engagements Performed in Accordance
with Government Auditing Standards"

(December 2004)
(Applicable to audits
conducted in accordance
with GAAS)

AICPA TPA section 9070.05
(August 2005)
(Nonauthoritative)
AICPA TPA section 8345.01
(September 2005)

"Consideration of Impact of Losses From Natural Disasters
Occurring After Completion of Audit Field Work and Signing of
the Auditor's Report But Before Issuance of the Auditor's Report
and Related Financial Statements"

"Audit Considerations When Client Evidence and Corroborating
Evidence in Support of the Financial Statements Has Been
Destroyed by Fire, Flood, or Natural Disaster"

(Nonauthoritative)

AICPA TPA section 8345.02
(September 2005)

"Considerations When Audit Documentation Has Been Destroyed
by Fire, Flood, or Natural Disaster"

(Nonauthoritative)

AICPA Practice Alert (PA)
No. 2005-01

Auditing Procedures With Respect to Variable Interest Entities

(September 2005)
(Nonauthoritative)

PCAOB Conforming
Amendment Standard
(November 2004)

Conforming Amendments to PCAOB Interim Standards Resulting from
the adoption of PCAOB Standard No. 2, "An Audit of Internal Control
Over Financial Reporting Performed in Conjunction With an Audit of
Financial Statements"

(Applicable to audits
conducted in accordance
with PCAOB standards)

PCAOB Staff Questions and
Answers

1. Auditing Internal Control over Financial Reporting: question 37
and questions 38 through 55

(Various dates)

2. Attest Engagements Regarding XBRE Financial Information
Furnished Under the XBRE Voluntary Financial Reporting Program
on the Edgar System

(Applicable to audits
conducted in accordance
with PCAOB standards only)
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AICPA Audit and
Accounting Practice Aid

The Auditor's Guide to Understanding PCAOB Auditing
Standard No. 2

(Nonauthoritative)

AICPA Audit and
Accounting Practice Aid

SAS No. 70 Reports and Employee Benefit Plans

(Nonauthoritative)

AICPA Audit and
Accounting Practice Aid

Illustrative Disclosures on Derivative Loan Commitments

(Nonauthoritative)

AICPA Audit and
Accounting Practice Aid

Auditing Recipients of Federal Awards: Practical Guidance for Applying
OMB Circular A-133—Third Edition

(Nonauthoritative)

Accounting Trends &
Techniques

Employee Benefit Plans

(Nonauthoritative)

Accounting Trends &
Techniques

Not-for-Profit Organizations

(Nonauthoritative)

Guidance on Management
Override of Internal Controls

Management Override of Internal Controls: The Achilles' Heel of Fraud
Prevention—The Audit Committee and Oversight of Financial Reporting

(Nonauthoritative)

AICPA Toolkit

The AICPA Audit Committee Toolkit: Not-for-Profit Organizations

(Nonauthoritative)

AICPA Toolkit

The AICPA Audit Committee Toolkit: Government Organizations

(Nonauthoritative)

Statutory Framework

A Statutory Framework for Reporting Significant Deficiencies in
Internal Control to Insurance Regulators

(May 2005)

(Nonauthoritative)

.112 For summaries of these standards and other guidance, visit the applicable Web site. The standards
and interpretations promulgated by the AICPA Auditing Standards Board are now available free of charge
by visiting the AICPA's Audit and Attest Standards Team's page at www.aicpa.org/members/
div/auditstd/Auth_Lit_for_NonIssuers.htm. Members and nonmembers alike can download the auditing,
attestation, and quality control standards by either choosing a section of the codification or an individual
statement number. You can also obtain copies of AICPA standards and other guidance by contacting Service
Center Operations at (888) 777-7077 or going online at www.cpa2biz.com.

Recent AICPA Independence and Ethics Pronouncements
.113 The AICPA Independence and Ethics Alert—2005/06 (product no. 022476kk) contains a complete
update on new independence and ethics pronouncements. Some recent developments pertain to financial
AICPA Audit and Accounting Manual

AAM §8140.113

8502

Alerts

70

5-06

relationships, outsourcing, and nonattest services. This Alert can be obtained by calling the AICPA at (888)
777-7077 or going online at www.cpa2biz.com. Readers should obtain that Alert to be aware of independence
and ethics matters that will affect their practice.

New Accounting Pronouncements and Other Guidance
.114 Presented here is a list of accounting pronouncements and other guidance issued since the publica
tion of last year's Alert. The AICPA general Audit Risk Alert—2005/06 (product no. 022336kk) contains a
summary explanation of some of these issuances. For information on accounting standards issued sub
sequent to the writing of this Alert, please refer to the AICPA Web site at www.aicpa.org, and the FASB Web
site at www.fasb.org. You may also look for announcements of newly issued standards in the CPA Letter and
Journal of Accountancy.
FASB Statement No. 151

Inventory Costs—an amendment of ARB No. 43, Chapter 4

(November 2004)
FASB Statement No. 152

Accounting for Real Estate Time-Sharing Transactions—an amendment
of FASB Statements No. 66 and 67

(December 2004)

FASB Statement No. 153

Exchanges of Nonmonetary Assets—an amendment of APB Opinion
No. 29

(December 2004)
FASB Statement No. 123
(Revised 2004)

Share-Based Payment

(December 2004)

FASB Statement No. 154

Accounting Changes and Error Corrections—a replacement of APB
Opinion No. 20 and FASB Statement No. 3

(May 2005)

FASB Interpretation No. 47

Accounting for Conditional Asset Retirement Obligations—an
interpretation of FASB Statement No. 143

(March 2005)
FASB EITF Issues

Go to www.fasb.org/eitf/ for information on recent EITF Issues.

(Various dates)
FASB Staff Positions

Go to www.fasb.org/fasb_staff_positions/final fsp.shtml for a
complete list of FASB Staff Positions (FSPs).

(Various dates)

AICPA SOP 04-2

Accounting for Real Estate Time-Sharing Transactions

(December 2004)
AICPA SOP 05-1

Accounting by Insurance Enterprises for Deferred Acquisition Costs in
Connection With Modifications or Exchanges of Insurance Contracts

(September 2005)

AICPA TPA section
6300.08-6300.13

"Q&As Related to the Implementation of SOP 03-1, Accounting
and Reporting by Insurance Enterprises for Certain Nontraditional
Long-Duration Contracts and for Separate Accounts”

(November 2004)

(Nonauthoritative)
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"Accounting by Noninsurance Enterprises for Property and
Casualty Insurance Arrangements That Limit Insurance Risk"

(February 2005)

(Nonauthoritative)

AICPA TPA section
6930.09

"Accounting and Disclosure Requirements for Single-Employer
Employee Benefit Plans Related to the Medicare Prescription Drug,
Improvement Modernization Act of 2003"

(August 2005)
(Nonauthoritative)

AICPA TPA section
6930.10

"Accounting and Disclosure Requirements for Multiemployer
Employee Benefit Plans Related to the Medicare Prescription Drug,
Improvement Modernization Act of 2003"

(August 2005)
(Nonauthoritative)

AICPA TPA section
5400.05

"Accounting and Disclosure Guidance for Losses from Natural
Disasters—Nongovernmental Entities"

(September 2005)

(Nonauthoritative)

.115 For summaries of the above standards and other guidance, visit the applicable Web site. To obtain
copies of AICPA standards and other guidance, contact Service Center Operations at (888) 777-7077 or go
online at www.cpa2biz.com.

Recent SEC and PCAOB Developments
.116 The AICPA SEC and PCAOB Alert—2005/06 (product no. 022496kk) contains a complete update on
new SEC and PCAOB pronouncements and other issuances. This Alert can be obtained by calling the AICPA
at (888) 777-7077 or going online at www.cpa2biz.com. Readers should obtain that Alert to be aware of SEC
and PCAOB matters that may affect their engagements.

On the Horizon
.117 Auditors should keep abreast of auditing and accounting developments and upcoming guidance
that may affect their engagements. You should check the appropriate standard-setting Web sites (listed
below) for a complete picture of all accounting and auditing projects in process. Presented below is brief
information about some ongoing projects that may be relevant to your real estate engagements. Refer to the
AICPA general Audit Risk Alert—2005/06 (product no. 022336kk) for additional summaries of some of the
more significant ongoing projects and exposure drafts outstanding. Remember that exposure drafts are
nonauthoritative and cannot be used as a basis for changing GAAP, generally accepted auditing standards
(GAAS), or PCAOB standards.
.118 The following table lists the various standard-setting bodies' Web sites, where information may be
obtained on outstanding exposure drafts and where copies of exposure drafts may be downloaded. These
Web sites contain much more in-depth information about proposed standards and other projects in the
pipeline.
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Web Site

AICPA Auditing Standards
Board (ASB) (Note that for
audits of public companies,
the Public Company
Accounting Oversight Board
sets auditing standards.)

www.aicpa.org/members/div/auditstd/drafts.htm

AICPA Accounting Standards
Executive Committee (AcSEC)

www.aicpa.org/members/div/acctstd/edo/
index.htm

Financial Accounting
Standards Board (FASB)

www.fasb.org

Professional Ethics Executive
Committee (PEEC)

www.aicpa.org/members/div/ethics/index.htm

Public Company Accounting
Oversight Board (PCAOB)

www.pcaobus.org

Help Desk—The AICPA's standard-setting committees publish exposure drafts of pro
posed professional standards exclusively on the AICPA Web site (www.aicpa.org). The
AICPA will notify interested parties by e-mail about new exposure drafts. To be added to
the notification list for all AICPA exposure drafts, send your e-mail address to service@aicpa.org. Indicate "exposure draft e-mail list" in the subject header field to expedite
your submission. Include your full name, mailing address and, if available, your member
ship and subscriber number in the message.

Auditing Pipeline—Nonpublic Companies
.119 The proposed standards discussed in this section do not apply to the audits of public companies
and other audits conducted under the standards of the PCAOB. Readers should keep abreast of the status
of the following projects and projected exposure drafts, inasmuch as they will substantially affect the audit
process. More information can be obtained on the AICPA's Web site at www.aicpa.org.

Eight Proposed SASs Related to Risk Assessment
.120 In October 2005, the AICPA's Auditing Standards Board (ASB) voted to ballot eight SASs related to
risk assessment. One open item, dealing with materiality, is yet to be resolved. The ASB believes that the
requirements and guidance provided in the SASs would result in a substantial change in audit practice and
in more effective audits. The primary objective of the SASs is to enhance auditors' application of the audit
risk model in practice by requiring:
•

More in-depth understanding of the entity and its environment, including its internal control, to
identify the risks of material misstatement in the financial statements and what the entity is doing to
mitigate them.

•

More rigorous assessment of the risks of material misstatement of the financial statements based on
that understanding.

•

Improved linkage between the assessed risks and the nature, timing, and extent of audit procedures
performed in response to those risks.

.121 The eight SASs consist of:
•

Amendment to "Due Professional Care in the Performance of Work" of Statement on Auditing Standards No.
1, Codification of Auditing Standards and Procedures
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•

Amendment to Statement on Auditing Standards No. 95, Generally Accepted Auditing Standards

•

Audit Evidence

•

Audit Risk and Materiality in Conducting an Audit

•

Planning and Supervision

•

Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement

•

Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit Evidence Obtained

•

Amendment to Statement on Auditing Standards No. 39, Audit Sampling

.122 The SASs establish standards and provide guidance concerning the auditor's assessment of the risks
of material misstatement in a financial statement audit, and the design and performance of audit procedures
whose nature, timing, and extent are responsive to the assessed risks. Additionally, the SASs establish
standards and provide guidance on planning and supervision, the nature of audit evidence, and evaluating
whether the audit evidence obtained affords a reasonable basis for an opinion regarding the financial
statements under audit. The standards are expected to be released as final by the end of 2005 or early 2006.

Proposed SAS, Audit Documentation
.123 This proposed SAS, which will supersede AU section 339 of the same name (AICPA, Professional
Standards, vol. 1), establishes standards and provides guidance to an auditor of a nonissuer on audit
documentation for audits of financial statements or other financial information being reported on. In
developing this exposure draft, the ASB considered the documentation requirements of the PCAOB's
Auditing Standard No. 3, Audit Documentation; the International Auditing and Assurance Standards Board's
exposure draft, ISA 230, Audit Documentation, issued in September 2004; suggestions received from the
National Association of State Boards of Accountancy; and Government Auditing Standards issued by the
Comptroller General of the United States.

.124 In addition to the proposed SAS, the exposure draft includes proposed amendments to paragraphs
.01 and .05 of AU section 530 (AICPA, Professional Standards, vol. 1). The proposed amendment requires that
the auditor's report not be dated earlier than the date on which the auditor has obtained sufficient competent
audit evidence to support the opinion on the financial statements. It also proposes an amendment to
paragraph .05 of AU section 150, Generally Accepted Auditing Standards (AICPA, Professional Standards, vol.
1). The amendment adds a requirement for the auditor to document his or her justification for a departure
from the SASs in the working papers.
.125 In October 2005, the ASB approved the final issuance of this proposed SAS. Readers should be alert
for the issuance of a final standard by the end of 2005.

Proposed SAS, Communication of Internal Control Related Matters Noted in an Audit
.126 This proposed SAS will supersede AU section 325, Communication of Internal Control Related Matters
Noted in an Audit (AICPA, Professional Standards, vol. 1), and significantly strengthen the quality of auditor
communications of such matters in audits of nonpublic companies. Readers should be alert for the issuance
of a final standard in the first quarter of 2006.

Proposed SAS, Defining Professional Requirements in Statements on Auditing Standards,
and Proposed Statement on Standards for Attestation Engagements, Defining Professional
Requirements in Statements on Standards for Attestation Engagements
.127 The ASB has issued an exposure draft of a proposed SAS entitled Defining Professional Requirements
in Statements on Auditing Standards and a proposed Statement on Standards for Attestation Engagements
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(SSAE) entitled Defining Professional Requirements in Statements on Standards for Attestation Engagements. The
proposed SAS and SSAE define the terminology the ASB will use to describe the degrees of responsibility
that the requirements impose on the auditor or the practitioner.

.128 In October 2005, the ASB approved the final issuance of the proposed SAS and SSAE. Readers should
be alert for the issuance of final standards by the end of 2005.

Proposed Statement on Standards for Attestation Engagements, Reporting on an Entity's
Internal Control Over Financial Reporting
.129 This proposed SSAE establishes standards and provides guidance to the practitioner who is engaged
to issue or does issue an examination report on the effectiveness of an entity's internal control over financial
reporting as of a point in time (or on an assertion thereon). Specifically, guidance is provided regarding the
following:
•

Conditions that must be met for a practitioner to accept an engagement to examine the effectiveness
of an entity's internal control and the prohibition of acceptance of an engagement to review such
subject matter

•

Engagements to examine the design and operating effectiveness of an entity's internal control

•

Engagements to examine the design and operating effectiveness of a portion of an entity's internal
control (for example, internal control over financial reporting of an entity's operating division or its
accounts receivable)

•

Engagements to examine only the suitability of design of an entity's internal control (no assertion is
made about the operating effectiveness of internal control)

•

Engagements to examine the design and operating effectiveness of an entity's internal control based
on criteria established by a regulatory agency

Readers should be alert for the issuance of a final standard in the fourth quarter of 2005.

Amendment to SAS No. 69, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles, for Nongovernmental Entities
.130 The ASB has issued an exposure draft introducing a proposed SAS entitled Amendment to Statement
on Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With Generally Accepted Accounting
Principles, for Nongovernmental Entities. This proposed SAS, which applies only to nongovernmental entities,
has been issued in response to the FASB's proposed Statement of Financial Accounting Standards entitled
The Hierarchy of Generally Accepted Accounting Principles. The FASB proposal moves responsibility for the
GAAP hierarchy for nongovernmental entities from the auditing literature (AU section 411) to the accounting
literature. The proposed SAS deletes the GAAP hierarchy for nongovernmental entities from AU section 411.
The ASB decided to coordinate the provisions and effective date of this exposure draft with the FASB
proposed statement, which can be obtained at www.fasb.org.

Auditing Pipeline—Public Companies

PCAOB Auditing Standard No. 4
.131 The PCAOB has adopted PCAOB Auditing Standard No. 4, Reporting on Whether a Previously Reported
Material Weakness Continues to Exist. This standard applies if auditors report on the elimination of a material
weakness in a company's internal control over financial reporting. The standard establishes a voluntary
AAM §8140.128
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engagement that would be performed at the election of the company. As of the writing of this Alert, the SEC
had not yet approved this new PCAOB standard and as such it is not yet final or effective. Readers should
be alert to any final SEC approval of this standard.

.132 Related to this standard, the PCAOB is also issuing conforming amendments to their related auditing
and professional practice standards that readers should be alert to.

PCAOB Ethics and Independence Rules
.133 The PCAOB has adopted Ethics and Independence Rules Concerning Independence, Tax Services, and
Contingent Fees. As of the writing of this Alert, the SEC had not yet approved these new PCAOB rules and
as such it is not yet final or effective. Readers should be alert to any final SEC approval of these rules. See the
AICPA Independence and Ethics Alert—2005/06 (product no. 022476kk) for further information.

Accounting Pipeline

Proposed FASB Interpretation, Accounting for Uncertain Tax Positions—an interpretation
of FASB Statement No. 109
.134 This proposed Interpretation would clarify the accounting for uncertain tax positions in accordance
with FASB Statement No. 109, Accounting for Income Taxes. An enterprise would be required to recognize, in
its financial statements, the best estimate of the impact of a tax position only if that position is probable of
being sustained on audit based solely on the technical merits of the position. In evaluating whether the
probable recognition threshold has been met, this proposed Interpretation would require the presumption
that the tax position will be evaluated during an audit by taxing authorities.
.135 The term probable is used in this proposed Interpretation consistent with its use in FASB Statement
No. 5, Accounting for Contingencies, to mean "the future event or events are likely to occur." Individual tax
positions that fail to meet the probable recognition threshold will generally result in either (a) a reduction in
the deferred tax asset or an increase in a deferred tax liability or (b) an increase in a liability for income taxes
payable or the reduction of an income tax refund receivable. The impact may also include both (a) and (b).
The increase in the income tax liability would not be classified as a deferred tax liability unless it resulted
from a taxable temporary difference created by a tax position that has met the probable recognition threshold.
For enterprises that present classified statements of financial position, the income tax liability would be
classified as current to the extent that a payment is anticipated within one year or the operating cycle, if
longer.
.136 This proposed Interpretation also would provide guidance on disclosure, accrual of interest and
penalties, accounting in interim periods, and transition. A final Interpretation is expected to be issued during
the first quarter of 2006. Refer to the FASB Web site at www.fasb.org for complete information.

Proposed FASB Statement, Consolidated Financial Statements, Including Accounting and
Reporting of Noncontrolling Interests in Subsidiaries—a replacement of ARB No. 51
.137 This proposed Statement would replace Accounting Research Bulletin (ARB) No. 51, Consolidated
Financial Statements, as amended by FASB Statement No. 94, Consolidation of All Majority-Ozoned Subsidiaries.
It also would establish standards for the accounting and reporting of noncontrolling interests (sometimes
called minority interests) in consolidated financial statements and for the loss of control of subsidiaries.

.138 This proposed Statement would carry forward, without reconsideration, the provisions of ARB No.
51, as amended, related to consolidation purpose and policy and certain of the provisions related to
consolidation procedure. It would not change the requirement in ARB No. 51 that all companies in which
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the parent has a controlling financial interest be consolidated. To facilitate its objective of codification and
simplification of U.S. GAAP, the FASB decided to incorporate into this proposed Statement the guidance in
ARB No. 51 and the guidance for the accounting and reporting of noncontrolling interests and loss of control
of subsidiaries. This proposed Statement also would amend FASB Statement No. 128, Earnings per Share, to
specify the computation, presentation, and disclosure requirements for earnings per share if a parent has one
or more partially owned subsidiaries. A final Statement is expected to be issued during the fourth quarter
of 2006, concurrently with the proposed FASB Statement discussed below on business combinations. Refer
to the FASB Web site at www.fasb.org for complete information.

Proposed FASB Statement, Business Combinations—a replacement of FASB
Statement No. 141
.139 A business combination is a transaction or other event in which an acquirer obtains control of one
or more businesses (the acquiree). The objective of this proposed Statement is that all business combinations
be accounted for by applying the acquisition method. In accordance with the acquisition method, the acquirer
measures and recognizes the acquiree, as a whole, and the assets acquired and liabilities assumed at their
fair values as of the acquisition date.
.140 This proposed Statement would replace FASB Statement No. 141, Business Combinations. In addition,
this proposed Statement would be required to be applied at the same time as the proposed FASB Statement
Consolidated Financial Statements, Including Accounting and Reporting of Noncontrolling Interests in Subsidiaries—
a replacement of ARB No. 51. A final Statement is expected to be issued during the fourth quarter of 2006. Refer
to the FASB Web site at www.fasb.org for complete information.

Proposed FASB Statement, The Hierarchy of Generally Accepted Accounting Principles
.141 This proposed Statement would identify the sources of accounting principles and the framework
for selecting the principles to be used in the preparation of financial statements of nongovernmental
enterprises that are presented in conformity with GAAP in the United States. The GAAP hierarchy is
currently presented in AU section 411, The Meaning of Present Fairly in Conformity With Generally Accepted
Accounting Principles (AICPA, Professional Standards, vol. 1). The FASB is responsible for identifying the
sources of accounting principles and the framework for selecting the principles used in the preparation of
financial statements of nongovernmental enterprises that are presented in conformity with GAAP. The FASB
believes that the GAAP hierarchy should be directed specifically to enterprises because it is the enterprise
(not its auditor) that is responsible for selecting accounting principles for financial statements that are
presented in conformity with the GAAP hierarchy. Accordingly, the FASB concluded that the GAAP
hierarchy should reside in the accounting literature established by the FASB and decided to issue this
proposed Statement. A final Statement is expected to be issued in 2006. Refer to the FASB Web site at
www.fasb.org for complete information.

Proposed FASB Statement, Fair Value Measurements
.142 This proposed Statement would provide guidance for how to measure fair value. It would apply
broadly to financial and nonfinancial assets and liabilities that are measured at fair value under other
authoritative accounting pronouncements. The FASB expects that the guidance provided by this proposed
Statement will be applied together with applicable valuation standards and generally accepted valuation
practices, where appropriate.
.143 Before this proposed Statement, there was limited guidance for applying the fair value measurement
objective in GAAP. That guidance was dispersed among the many pronouncements that require fair value
measurements. Differences in that guidance created inconsistencies that added to the complexity in GAAP.
Also, many constituents have raised concerns about the ability to develop reliable estimates of fair value in
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certain circumstances, in particular, in the absence of quoted prices. In response, the FASB decided to develop
a framework clarifying the fair value measurement objective and its application under other pronouncements
that require fair value measurements. In developing the framework, the FASB also considered the need for
increased consistency and comparability in fair value measurements and enhanced disclosures about fair
value measurements. A final Statement is expected to be issued during the fourth quarter of 2005. Refer to
the FASB Web site at www.fasb.org for complete information.

Proposed FASB Statement, Earnings per Share—an amendment of FASB Statement No. 128
.144 This proposed Statement would amend the computations guidance in FASB Statement No. 128,
Earnings per Share, for calculating the number of incremental shares included in diluted shares when applying
the Treasury stock method. Also, this proposed Statement would eliminate the provisions of Statement No.
128 that allow an entity to rebut the presumption that contracts with the option of settling in either cash or
stock will be settled in stock. In addition, this proposed Statement would require that shares that will be
issued upon conversion of a mandatorily convertible security be included in the weighted-average number
of ordinary shares outstanding used in computing basic earnings per share from the date when conversion
becomes mandatory. Readers should be alert for the issuance of a final Statement, which is expected to be
released in the first quarter of 2006.

Proposed FASB Statement, Accounting for Transfers of Financial Assets—an amendment
of FASB Statement No. 140 (Revision of Exposure Draft Issued June 10, 2003)
.145 This proposed Statement, which is a revision of the June 2003 exposure draft Qualifying Special-Pur
pose Entities and Isolation of Transferred Assets, would amend FASB Statement No. 140, Accounting for Transfers
and Servicing of Financial Assets and Extinguishments of Liabilities, to revise or clarify the derecognition
requirements for financial assets and the initial measurement of interests related to transferred financial
assets that are held by a transferor. Two other proposed Statements are being exposed concurrently that
would also amend FASB Statement No. 140 (see below). To understand the overall effect on FASB Statement
No. 140 of these proposed Statements, it is important to consider all three documents. A final Statement is
expected to be issued during the first quarter of 2006. Refer to the FASB Web site at www.fasb.org for
complete information.

Proposed FASB Statement, Accounting for Servicing of Financial Assets—an amendment
of FASB Statement No. 140
.146 This proposed Statement would amend FASB Statement No. 140 with respect to the accounting for
servicing of financial assets. This proposed Statement would require that all separately recognized servicing
rights be initially measured at fair value, if practicable. For each class of separately recognized servicing
assets and liabilities, this proposed Statement would permit an entity to choose either of the following
subsequent measurement methods:

1. Amortize servicing assets or liabilities in proportion to and over the period of estimated net servicing
income or net servicing loss. This method, which is currently required by FASB Statement No. 140,
continues to require the assessment of servicing assets or liabilities for impairment or increased
obligation based on fair value at each reporting date.

2. Report servicing assets or liabilities at fair value at each reporting date and report changes in fair
value in earnings in the period in which the changes occur.
.147 This proposed Statement also would require additional disclosures for all separately recognized
servicing rights. Two other proposed Statements are being exposed concurrently that would also amend
AICPA Audit and Accounting Manual
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FASB Statement No. 140 (see above and below). A final Statement is expected to be issued during the first
quarter of 2006. Refer to the FASB Web site at wwvc.fasb.org for complete information.

Proposed FASB Statement, Accounting for Certain Hybrid Financial Instruments—an
amendment of FASB Statements No. 133 and 140
.148 This proposed Statement would amend FASB Statements No. 133, Accounting for Derivative Instru
ments and Hedging Activities, and No. 140 in the following ways:

1. Permit fair value remeasurement for any hybrid financial instrument that contains an embedded
derivative that otherwise would require bifurcation.
2. Clarify which interest-only strips and principal-only strips are not subject to the requirements of
FASB Statement No. 133.

3. Establish a requirement to evaluate beneficial interests in securitized financial assets to identify
interests that are freestanding derivatives or that are hybrid financial instruments that contain an
embedded derivative requiring bifurcation.
4. Clarify that concentrations of credit risk in the form of subordination are not embedded derivatives.

5. Eliminate restrictions on a qualifying special-purpose entity's ability to hold passive derivative?
financial instruments that pertain to beneficial interests that are or contain a derivative financial
instrument.

.149 Two other proposed Statements are being exposed concurrently that would also amend FASB
Statement No. 140 (see above). A final Statement is expected to be issued during the first quarter of 2006.
Refer to the FASB Web site at www.fasb.org for complete information.

Proposed FASB EITF Issues
.150 Numerous open issues are under deliberation by the EITF. Readers should visit the FASB Web site
at www.fasb.org/eitf/agenda.shtml for complete information.

Proposed FASB Staff Positions
.151 A number of proposed FASB Staff Positions are in progress addressing issues related to FASB
Statements No. 13, No. 123(R), No. 133, and No. 140, and FASB Interpretation No. 45, among others. For
complete information readers should visit the FASB Web site at www.fasb.org/fasb_staff_positions/
proposedfsp.shtml.

Real Estate Resource Central
Publications
.152 The following publications deliver valuable guidance and practical assistance as potent tools to be
used on your engagements.
•

Audit and Accounting Guide Common Interest Realty Associations (2005) (product no. 012575kk)

•

Audit and Accounting Guide Construction Contractors (2005) (product no. 012585kk)

•

Audit Guide Guide for the Use of Real Estate Appraisal Information (1997) (product no. 013159kk)

•

Audit Guide Auditing Derivative Instruments, Hedging Activities, and Investments in Securities (2005)
(product no. 012523kk)

•

Audit Guide Auditing Revenue in Certain Industries (2005) (product no. 012515kk)
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•

Practice Aid Auditing Estimates and Other Soft Accounting Information (1998) (product no. 0l00l0kk)

•

Practice Aid Fraud Detection in a GAAS Audit, Revised Edition (2004) (product no. 006615kk)

•

General Audit Risk Alert—2005/06 (product no. 022336kk)

•

Audit Risk Alert Compilation and Review—2005/06 (product no. 022306kk)

•

Audit Risk Alert Construction Contractors Industry Developments—2005(06 (product no. 022316kk)

Educational Courses
.153 The AICPA offers a number of continuing professional education (CPE) courses that are valuable
to CPAs working in public practice and industry. Among the available titles is a self-study course, Real Estate
Accounting and Auditing, by Michael Ramos (product no. 730604kk). Visit www.cpa2biz.com for a complete
list of CPE courses.

Real Estate Annual Conference
.154 The AICPA sponsors an annual National Real Estate Conference in the fall. The Conference focuses
strictly on the needs of CPAs, CFOs, and other financial professionals working in real estate by addressing
accounting, financial management, and industry trends, as well as tax issues. For further information about
the conference, contact Service Center Operations at (888) 777-7077 or visit the CPA2Biz Web site
(www.cpa2biz.com) to view the latest conferences calendar and to register.

Web Sites
.155 The Internet covers a vast amount of information that may be valuable to auditors of real estate
entities, including the following:
•

Market forecasts and analyses by city and property type

•

Discussions of current industry trends

•

Benchmarking studies and comparative financial and nonfinancial data, for example, capitalization
rates, occupancy statistics, and planned future development

•

Articles and press releases relating to current industry items of interest

•

Links to other real estate Internet sites

.156 Some of the more relevant sites for those of you with real estate clients could include those shown
in the following table:

Organization

Internet Address

American Resort Development Association

www.arda.org

Building Owners and Managers Association

www.boma.org

Commercial Investment Real Estate Network

www.ccim.com

Grubb & Ellis Company

www.landauer.com

Institute of Real Estate Management

www.irem.org

National Association of Realtors

www.realtor.org

(continued)
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Organization

Internet Address

National Association of Real Estate Investment
Trusts

www.nareit.org

National Council of Real Estate Investment
Fiduciaries

www.ncreif.org

Property and Portfolio Research

www.ppr-research.com

Real Estate Investment Advisory Council

www.reiac.org

Reis, Inc.

www.reis.com/ subscriptions /
national.cfm

Society of Industrial and Office Realtors

www.sior.com

Torto Wheaton Research

www.twr.com

5-06

.157 The real estate practices of some of the larger CPA firms may also contain industry-specific auditing
and accounting information that is helpful to practitioners.

***
.158 This Audit Risk Alert replaces Real Estate Industry Developments—2004/05.

.159 The Audit Risk Alert Real Estate Industry Developments is published annually. As you encounter audit
or industry issues that you believe warrant discussion in next year's Audit Risk Alert, please feel free to share
them with us. Any other comments that you have about the Audit Risk Alert would also be appreciated. You
may e-mail these comments to lpombo@aicpa.org or write to:
Lori L. Pombo
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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Appendix
Additional Web Resources
Here are some useful Web sites that may provide valuable information to accountants.
Name of Site

Content

Internet Address

Accountants World

Online community of
independent accountants
providing resources and tools

www.accountantsworld.com

AccountingWeb

Online community for the
accounting profession

www.accountingweb.com

American Institute of CPAs
(AICPA)

Summaries of recent auditing and
other professional standards as
well as other AICPA activities

www.aicpa.org and
www.cpa2biz.com

AICPA Accounting Standards
Executive Committee (AcSEC)

Issues SOPs, guides, practice
bulletins containing financial,
accounting and reporting
recommendations, among other
things.

www.aicpa.org/members/div/
acctstd/index.htm

AICPA Accounting and
Review Services Committee
(ARSC)

Develops and issues review and
compilation standards and
interpretations.

www.aicpa.org/members/div/
auditstd/index.htm

AICPA Professional Issues
Task Force

Accumulates and considers
practice issues that appear to
present concerns for practitioners
and for disseminating
information or guidance, as
appropriate, in the form of
practice alerts.

www.aicpa.org/members/div/
seeps /lit/practice.htm

AuditNet

Electronic communications
among audit professionals

www.auditnet.org

CPAnet

Online community and resource
center for the accounting
profession

www.cpanet.com

Economy.com

Source for analysis, data,
forecasts, and information on the
United States and world
economies

www.economy.com

Federal Reserve Bank of
New York

Key interest rates

www.ny.frb.org

Financial Accounting
Standards Board (FASB)

Summaries of recent accounting
pronouncements and other FASB
activities

www.fasb.org

FirstGov

Portal through which all
government agencies can be
accessed

www.firstgov.gov

(continued)
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Internet Address

Government Accountability
Office

Policy and guidance materials,
reports on federal agency major
rules

www.gao.gov

Governmental Accounting
Standards Board

Summaries of recent accounting
pronouncements and other GASB
activities

www.gasb.org

Hoovers Online

Online information on various
companies and industries

www.hoovers.com

International Accounting
Standards Board

Summaries of International
Financial Reporting Standards
and International Accounting
Standards

www.iasb.org

International Federation of
Accountants (IFAC)

Information on standards-setting
www.ifac.org
activities in the international arena

Accounting Oversight Board

Information on accounting and
auditing, the activities of the
PCAOB, and other matters

www.pcaobus.org

Securities and Exchange
Commission (SEC)

The SEC Digest and Statements,
EDGAR database, current SEC
rulemaking

www.sec.gov

Tax Analysts Online

Information on current tax
developments

www.tax.org

U.S. Tax Code Online

A complete text of the U.S. Tax
Code

www.fourmilab.ch/ustax/
ustax.html

Vision Project

Information on the profession's
Vision Project

www.cpavision.org

WebCPA

Provides online? business news for
the tax and accounting
community

www.webcpa.com

[The next page is 8571.]
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AAM Section 8160
Auto Dealership Industry
Developments—2005/06
STRENGTHENING AUDIT INTEGRITY

SAFEGUARDING FINANCIAL REPORTING

NOTICE TO READERS
AUTO DEALERSHIP INDUSTRY DEVELOPMENTS—2005/06
This Audit Risk Alert is intended to provide auditors of auto dealerships with an overview of recent
economic, industry, technical, and professional developments that may affect the audits they perform.
This publication is an Other Auditing Publication as defined in AU sec. 150, Generally Accepted Auditing
Standards (AICPA, Professional Standards, vol. 1). Other Auditing Publications have no authoritative
status; however, they may help the auditor understand and apply the auditing standards.

If an auditor applies the auditing guidance included in an Other Auditing Publication, he or she should
be satisfied that, in his or her judgment, it is both appropriate and relevant to the circumstances of his
or her audit. This publication was reviewed by the AICPA Audit and Attest Standards staff and
published by the AICPA, and is presumed to be appropriate. This document has not been approved,
disapproved, or otherwise acted on by a senior technical committee of the AICPA.

Written by J. Russell Madray, CPA
Edited by Karin Glupe, CPA
Technical Manager
Accounting and Auditing Publications
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How This Alert Helps You
.01 This Audit Risk Alert is intended to help you plan and perform your dealership audits. The
knowledge that this Alert delivers can assist you in achieving a more robust understanding of the business
environment in which your clients operate—an understanding that is more clearly linked to the assessment
of the risk of material misstatement of the financial statements. Also, this Alert delivers information about
emerging practice issues and current accounting, auditing, and regulatory developments.
.02 If you understand what is happening in the auto dealership industry, and if you can interpret and
add value to that information, you will be able to offer valuable service and advice to your clients. This Alert
can assist you in making considerable strides in gaining that industry knowledge.
.03 This Alert describes trends and issues facing most dealerships in many of the markets in the country.
Although this Alert focuses on the automobile dealership, the topics discussed here often can be applied to other
types of dealerships, including boats, heavy trucks, farm machinery, and recreational vehicles. National trends
and industry-wide benchmarks can help you identify unusual financial statement relationships at the planning
or final review stages of an audit. Once they are identified, you can direct your audit attention to those areas.
However, broad national trends have their limitations. Keep in mind that your clients will be affected much more
by local economic, political, and industry conditions that exist in the specific markets your clients serve.
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.04 This Alert is intended to be used in conjunction with the AICPA general Audit Risk Alert—2005/06
(product number 022336kk).
.05 References to Professional Standards. When referring to the professional standards, this Alert cites
the applicable sections of the codification and not the numbered statements, as appropriate. For example,
SAS No. 54 is referred to as AU section 317 of the AICPA Professional Standards.

New Auditing and Attestation Pronouncements and Other Guidance
.06 Presented below is a list of auditing, attestation, and quality control pronouncements and other
guidance issued since the publication of last year's Alert. For information on auditing and attestation
standards, quality control standards, and other guidance that may have been issued subsequent to the writing
of this Alert, please refer to the AICPA Web site at www.aicpa.org/members/div/auditstd/technic.htm and
the PCAOB Web site at www.pcaobus.org (public company audits only). You may also look for an
nouncements of newly issued standards in The CPA Letter, Journal of Accountancy, and the quarterly electronic
newsletter, "In Our Opinion," issued by the AICPA's Auditing Standards team and available at www.aicpa.
org/members/div/auditstd/opinion/index.htm.

AICPA Audit Interpretation
No. 1 of AU section 328,
Auditing Fair Value
Measurements and
Disclosures, and AICPA
Audit Interpretation No. 1
of AU section 332, Auditing
Derivative Instruments,
Hedging Activities, and
Investments in Securities

"Auditing Interests in Trusts Held by a Third-Party Trustee and
Reported at Fair Value," and "Auditing Investments in Securities
Where a Readily Determinable Fair Value Does Not Exist,"
respectively.

(July 2005)

(Not applicable to audits
conducted in accordance
with PCAOB standards)
AICPA Audit Interpretation
No. 1 of AU section 625,
Reports on the Application of
Accounting Principles

"Requirement to Consult With the Continuing Accountant"

(January 2005)

(Not applicable to audits
conducted in accordance
with PCAOB standards)
AICPA Audit Interpretation
No. 12 to AU section 623,
Special Reports

"Evaluation of the Appropriateness of Informative Disclosures in
Insurance Enterprises' Financial Statements Prepared on a
Statutory Basis"

(amended January 2005)

(Not applicable to audits
conducted in accordance
with PCAOB standards)
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AICPA Audit Interpretation
No. 14 to AU section 623,
Special Reports

"Evaluating the Adequacy of Disclosure and Presentation in
Financial Statements Prepared in Conformity With an Other
Comprehensive Basis of Accounting (OCBOA)"

(amended January 2005)
(Not applicable to audits
conducted in accordance
with PCAOB standards)

AICPA Audit Interpretation
No. 15 to AU section 623,
Special Reports

"Auditor Reports on Regulatory Accounting or Presentation
When the Regulated Entity Distributes the Financial Statements to
Parties Other Than the Regulatory Agency Either Voluntarily or
Upon Specific Request"

(January 2005)
(Not applicable to audits
conducted in accordance
with PCAOB standards)

AICPA Attest Interpretation
No. 6 of AT section 101,
Attest Engagements

"Reporting on Attestation Engagements Performed in Accordance
With Government Auditing Standards"

(December 2004)

(Not applicable to audits
conducted in accordance
with PCAOB standards)
AICPA Technical Practice
Aid 9070.05

(August 2005)

"Consideration of Impact of Losses From Natural Disasters
Occurring After Completion of Audit Field Work and Signing of
the Auditor's Report But Before Issuance of the Auditor's Report
and Related Financial Statements"

(Nonauthoritative)

AICPA Technical Practice
Aid 8345.01

"Audit Considerations When Client Evidence and Corroborating
Evidence in Support of the Financial Statements Has Been
Destroyed by Fire, Flood, or Natural Disaster"

(September 2005)
(N onauthoritative)
AICPA Technical Practice
Aid 8345.02

"Considerations When Audit Documentation Has Been Destroyed
by Fire, Flood, or Natural Disaster"

(September 2005)
(Nonauthoritative)

AICPA Practice Alert
No. 05-01

Auditing Procedures With Respect to Variable Interest Entities

(September 2005)

(Nonauthoritative)

(continued)
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PCAOB Staff Questions and
Answers

1. Auditing Internal Control Over Financial Reporting—The PCAOB
has issued two sets of questions and answers in 2005 relating to
the issuance of PCAOB No. 2—question 37, and questions 38-55

(Various dates)

2. Attest Engagements Regarding XBRL Financial Information
Furnished Linder the XBRL Voluntary Financial Reporting Program
on the Edgar System

(Applicable to audits
conducted in accordance
with PCAOB standards only)
AICPA Audit and
Accounting Practice Aid

5-06

The Auditor's Guide to Understanding PCAOB Auditing
Standard No. 2

(Nonauthoritative)

AICPA Audit and
Accounting Practice Aid

SAS No. 70 Reports and Employee Benefit Plans

(Nonauthoritative)

AICPA Audit and
Accounting Practice Aid

Illustrative Disclosures on Derivative Loan Commitments

(Nonauthoritative)

AICPA Audit and
Accounting Practice Aid

Auditing Recipients of Federal Awards: Practical Guidance for Applying
OMB Circular A-133—Third Edition

(Nonauthoritative)
Accounting Trends &
Techniques

Employee Benefit Plans

(Nonauthoritative)

Accounting Trends &
Techniques

Not-for-Profit Organizations

(Nonauthoritative)

Guidance on Management
Override of Internal Controls

Management Override of Internal Controls: The Achilles' Heel of Fraud
Prevention—The Audit Committee and Oversight of Financial Reporting

(Nonauthoritative)
AICPA Toolkit

The AICPA Audit Committee Toolkit: Not-for-Profit Organizations

(Nonauthoritative)

AICPA Toolkit

The AICPA Audit Committee Toolkit: Government Organizations

(N onauthoritative)

Statutory Framework

A Statutory Framework for Reporting Significant Deficiencies in
Internal Control to Insurance Regulators

(May 2005)
(Nonauthoritative)
.07 The summaries provided above are for informational purposes only and should not be relied upon
as a substitute for a complete reading of the applicable standards and other guidance. You should visit the
applicable Web site for complete information.
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.08 The standards and interpretations promulgated by the AICPA Auditing Standards Board (ASB)
are now available free of charge by visiting the AICPA's Audit and Attest Standards Team's page at
www.aicpa.org/members/div/auditstd/Auth_Lit_for_NonIssuers.htm. Members and nonmembers alike
can download the auditing, attestation, and quality control standards by either choosing a section of the
codification or an individual statement number. You can also obtain copies of AICPA standards and other
guidance by contacting the Service Operations Center at (888) 777-7077 or online at www.cpa2biz.com.

New Accounting Pronouncements and Other Guidance
.09 Presented below is a list of recently issued accounting pronouncements and other guidance issued
since the publication of last year's Alert. For information on accounting standards issued subsequent to the
publication of this Alert, please refer to the AICPA Web site at www.aicpa.org and the Financial Accounting
Standards Board (FASB) Web site at www.fasb.org. You may also look for announcements of newly issued
standards in The CPA Letter and the Journal of Accountancy.

FASB Statement of
Financial Accounting
Standards No. 152

Accounting for Real Estate Time-Sharing Transactions—an amendment of
FASB Statements No. 66 and 67

(December 2004)

FASB Statement No. 153

Exchanges of Nonmonetary Assets—an amendment of APB Opinion No. 29

(December 2004)
FASB Statement No. 123
(Revised)

Share-Based Payment

(December 2004)
FASB Statement No. 154

Accounting Changes and Error Corrections—a replacement of APB Opinion
No. 20 and FASB Statement No. 3

(May 2005)
FASB Interpretation
No. 47

Accounting for Conditional Asset Retirement Obligations—an interpretation
of FASB Statement No. 143

(March 2005)
FASB Emerging Issues
Task Force (EITF) Issues

Go to www.fasb.org/eitf/ for a complete list of EITF Issues.

(Various dates)
FASB Staff Positions
(FSPs)

(Various dates)

Go to www.fasb.org/fasb_staff_positions/ for a complete list of FSPs.
Some of the recently issued FSPs address issues relating to FASB
Statements No. 143 and No. 150, among others; and FASB
Interpretation 46(R).

AICPA Statement of
Position (SOP) 05-1

Accounting by Insurance Enterprises for Deferred Acquisition Costs in
Connection with Modifications or Exchanges of Insurance Contracts

AICPA Technical
Practice Aid 1200.06-.15

"Accounting by Noninsurance Enterprises for Property and Casualty
Insurance Arrangements That Limit Insurance Risk"

(February 2005)
(Nonauthoritative)

(continued)
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"Accounting and Disclosures Guidance for Losses from Natural
Disasters—Nongovernmental Entities"

(September 2005)

(Nonauthoritative)

AICPA Technical
Practice Aid 6930.09

"Accounting and Disclosure Requirements for Single-Employer
Employee Benefit Plans Related to the Medicare Prescription Drug,
Improvement and Modernization Act of 2003"

(August 2005)

(Nonauthoritative)

AICPA Technical
Practice Aid 6930.10

"Accounting and Disclosure Requirements for Multiemployer
Employee Benefit Plans Related to the Medicare Prescription Drug,
Improvement and Modernization Act of 2003"

(August 2005)

.10 The summaries provided above are for informational purposes only and should not be relied upon
as a substitute for a complete reading of the applicable standards and other guidance. You should visit the
applicable Web site for complete information. You can obtain copies of AICPA standards and other guidance
by contacting the Service Operations Center at (888) 777-7077 or online at www.cpa2biz.com.

Industry and Economic Developments
.11 The sale of vehicles continues to constitute a significant portion of the U.S. economy, securing the
importance of the role dealerships play in the national economy and local communities as well. In auditing
a dealership, you should be aware of the general economic, regulatory, and professional developments that
may affect your client. This section details some of the economic developments specific to the auto dealership
industry.

Dealership Results in 2004
.12 The nation's franchised new car and light truck dealers recorded their fourth strongest year on record
in 2004, selling 16.86 million vehicles, up from 16.6 million in 2003, according to National Automobile Dealers
Association (NADA) Data, a comprehensive annual analysis compiled by NADA. Total dealership dollar
sales volume exceeded $714 billion in 2004, up from $699 billion in 2003. Generous incentives, a recovering
economy, relatively low borrowing rates, and enhanced dealership services contributed to the industry's
moderate growth last year.
.13 According to the NADA Data report, the light truck category grew for the twelfth consecutive year,
accounting for a record 8.3 million units sold, or 55.5-percent market share. The popularity of vans, pickups
and, in particular, crossover utility vehicles (CUV), drove the light truck gains. CUV, van, and pickup sales
continued to grow in the first quarter of 2005.
.14 The number of franchised new vehicle dealerships in the U.S. dropped very slightly in 2004 by 10 to
21,640. In addition, auctions continue to increase in importance as a source of used cars at dealerships, from
less than 10 percent in the early 1980s to 33 percent in 2004.

New Vehicle Department
.15 New vehicle sales totaled 16.86 million units in 2004—almost 2 percent higher than in 2003. On a
seasonally adjusted annual rate (SAAR) basis, sales volume was at or above 17 million units during the
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second quarter of 2004. Sales dropped off in October and November, but after a resurgent incentive
campaign, sales recovered in December to reach 18.3 million units on a SAAR basis for the month. The
popularity of vans, pickups, and, in particular, CUVs helped boost light-duty truck sales for the twelfth
consecutive year to an all-time-high of 8.3 million units. Light trucks outsold cars, boosting their market share
to more than 55.5 percent of total light vehicles sold in 2004. The average selling price of a new vehicle,
including accessories and options, increased by 1.8 percent in 2004, after rising by 5.4 percent in 2003.

Used Vehicle Department and Service and Parts
.16 Dealers sold almost 20 million used vehicles last year. Of these, 11.8 million were retailed, and 7.9
million were wholesaled. The average selling price of a used unit retailed in 2004 was $14,250. New-car
dealers acquired 55 percent of the used units they retailed from trade-ins and the remaining 45 percent from
auctions, street purchases, or other sources. As a source of used cars, auctions have made the biggest inroads
in the past decade—from less than 10 percent of the dealer's inventory in the early 1980s to 33 percent in
2004.

Service, Parts, and Body Shop
.17 Service and parts sales reached almost $85.5 billion in 2004, up slightly from 2003. In recent years,
increased competition from independent service stations and quick-lube centers has cut into dealerships'
service work, but dealers are fighting back. Last year's increase in service sales was powered by a strong
light-vehicle market, a technologically advanced vehicle population, and more miles driven on average.
New-car dealers have made a major investment in service and parts to beef up sales and customer satisfaction.
Data from 2004 show that they provided 369,125 service stalls, employed 279,150 technicians, and carried a
parts inventory valued at $5.6 billion.
.18 In recent years, more dealerships have opted to remain out of the body-shop business. Still, the total
amount of body repair work performed by dealerships operating body-shop facilities continued its upward
trend in 2004. Auto body work performed by all dealerships increased to just under $10 billion last year.

Finance, Insurance, and Service Contracts
.19 Aftermarket income (combined gross income from finance and insurance (F&I) and service contracts)
was 26.2 percent of new and used vehicle department gross in 2004—up from 25.2 percent in 2003. This
increase stemmed partly from more attention being paid to F&I by public groups and consolidators, higher
finance penetration rates for both new and used cars, and a greater emphasis on customer satisfaction in F&I.
Improvement in vehicle quality helped to bring a drop in service contract penetration from a high of 35.0
percent in 1986 to 20.1 percent in 1998. Nevertheless, it jumped in 2004 to 34.1 percent—the highest level
since 1988. The increase was aided by a relatively low leasing rate during the year, innovative service plans,
and the increased attention to F&I.

The Current Economic Environment
.20 Although no single variable can determine how the auto dealership industry will perform over time,
history has shown that many economic factors influence buying decisions, such as disposable personal
income; consumer confidence; the relationship between car prices, the rate of inflation, and real wage growth;
and the availability, cost, and average maturity of consumer credit. Given the interrelationship of automobile
sales and the economy, auditors of dealerships will benefit from having an understanding of general
economic conditions and recent events that impact the general economy.

The Effect of Hurricane Katrina
.21 The physical and psychological damage caused by Hurricane Katrina (Katrina) is likely to reverberate
across the global economy in ways that will curb growth well into 2006. Most economists predict, however,
that Katrina will slow down, but not derail, U.S. economic growth.
AICPA Audit and Accounting Manual
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.22 Katrina damaged approximately 230 General Motors, Ford, and Daimler Chrysler dealerships across
the Gulf Coast, according to NADA. In Louisiana, about 60 auto dealerships that were severely damaged by
Katrina remained closed as of September 2005, almost all of which were in the New Orleans area. Approxi
mately 18,000 vehicles on Louisiana dealers' lots were destroyed, according to NADA. In addition, the storm
put approximately 3,400 Louisiana dealership employees out of work.
.23 A spike in already-high energy costs in the United States and around the world tops the list of
economic risks, especially since oil prices are unlikely to return to the levels of early 2004, when they were
50 percent lower than they are today. Katrina shut down large portions of oil and gas production in the Gulf
of Mexico at a time when worldwide energy output was already stretched thin. Although the storm's impact
was most acute in the United States, it also sent fuel costs higher around the globe, squeezing consumers in
Europe and Asia and hurting everyone from truckers to fishermen to airlines. Nevertheless, most analysts
agree that the sharp increase in gasoline prices was a "temporary disruption." Several refineries and pipelines
are already back in operation. Initially, 25 percent of U.S. crude oil production and a large portion of refining
capacity were knocked out by the storm. Much of the pressure on oil supplies has been relieved by the release
of 60 million barrels from emergency supplies. The full extent of the damage to oil and natural gas
infrastructure in the Gulf of Mexico is not yet known, but it is expected to be some time before output is back
to normal. The same goes for the facilities that refine crude oil into gasoline, heating oil, and jet fuel.
.24 The storm also wiped away up to half a million jobs in New Orleans and other Gulf Coast areas. And
the total cost to rebuild is almost certain to top $100 billion, only about a quarter of which is covered by
insurance, according to an assessment by Risk Management Solutions of Newark, CA. The federal govern
ment has pledged billions of dollars of rebuilding funds, but it will take months for the basic recovery efforts
to be completed before the money for reconstruction starts flowing. In Katrina's aftermath, economists
believe that Hurricane Katrina could trim economic growth by a full percentage point in the second half of
the year as soaring gasoline prices force consumers to cut back spending in other areas. In particular, higher
gas prices have led some consumers to rethink their purchases of SUVs and other vehicles that are not fuel
efficient. According to NADA, rising gas prices and a shift to more fuel-efficient vehicles hurt sales of SUVs
in September 2005. GM sales fell 24 percent in September 2005 from a year earlier, and Ford sales fell 19.5
percent.
.25 However, the overall economic blow may not be as bad as first feared. Treasury Secretary John Snow
and Federal Reserve Chairman Alan Greenspan have stated that it would not have a significant long-term
effect on the U.S. economy, although growth will be slowed for a short period. Snow described the impact
of the hurricane as mind-boggling and acknowledged that the U.S. economy is facing a challenging time.
Still, he added that the adverse effect on economic growth would not exceed three to four months, given the
inherent strength of the economy.

Current Economic Conditions of Auto Dealership Industry
.26 2004 ranked fourth among the best six years ever for new-unit sales by franchised new vehicle dealers.
Sales in all departments increased for the year, and the U.S. economy grew by 4.4 percent in 2004, well ahead
of the 3 percent growth observed in 2003. Consumer confidence measures rose through the second quarter
of 2004 to peak in July, but modest employment gains, volatile energy prices, and conflict and political unrest
in the Middle East were major concerns for the second half of 2004. Early 2005 showed modest improvements
in consumer confidence, as vehicle sales were to be driven by generous incentives, such as cash rebates,
low-rate financing, and attractive lease options. Analysts on Wall Street had expected a repeat of 2004 sales,
but they came in slightly above NADA's 2005 estimate. In 2005, with a recovering economy and modest gains
in employment nationwide, new-car dealers were able to maintain strong light-vehicle sales and profits.

.27 However, retail sales plunged in August 2005 by the largest amount in nearly four years, evidence
that the economy was weakening even before Katrina struck. The Commerce Department reported that total
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sales fell by 2.1 percent in August, doubling the decline that analysts had been expecting. The 2.1-percent
drop in total sales in August was the largest decline since a 2.9-percent plunge in November 2001, the period
following the 2001 terrorist attacks. The worry is that consumer confidence could be jolted by soaring energy
prices and an expected wave of Katrina-related job layoffs. The weakness in overall retail sales came from a
12-percent drop in sales of autos, which followed a 6.3-percent surge in July auto sales, reflecting attractive
sales incentives offered to help reduce inventory levels of autos.
.28 AU section 329, Analytical Procedures (AICPA, Professional Standards, vol. 1), requires the use of analytical
procedures in the planning and overall review stages of all audits. The following key statistics relating to the
overall performance of the U.S. economy may be useful to auditors in applying the provisions of AU section 329:
•

Gross domestic product (GDP)—which measures the output of goods and services produced by labor
and property located in the United States—increased at a rate of 3.8 percent in the first quarter of
2005, with the second-quarter rate recently revised downward to 3.3 percent. It would not be
surprising to see U.S. GDP slow from recent full year 2005 projections of 3.7 percent toward a figure
of 3.1 percent. Given recent events, economists are likely to revise down previous bullish and healthy
third quarter U.S. GDP estimates (that averaged 4.5 percent) into the 3.0 to 3.5 percent range.
However, the fourth quarter is likely to drop to a below-par 2.0 percent pace (or lower)—followed
by a slowly recovering U.S. economy in the first half of 2006. Full-year 2006 estimates for U.S. GDP
are likely to drop into the 3.1 to 3.3 percent range, from recently published 3.5 to 3.7 percent estimates.

•

Consumer confidence,1 a key predictor of household spending, plummeted in September 2005 after
slightly rebounding in August. Katrina, coupled with rising gas prices and a less positive job outlook,
pushed consumer confidence to its lowest level in almost two years. Contrary to the historically
strong link between consumer confidence and vehicle sales, continuing incentives have helped to
keep auto sales strong.

•

Unemployment was 5.1 percent in September 2005; the unemployment rate had been trending
downward in recent months, but September was the first month that reflected job losses due to
Katrina. Auto dealerships continue to play a major role in the nation's employment. In 2004, the
payroll for all dealerships combined represented 13 percent of the nation's total retail trade payroll.

•

Interest rates have continued to climb from a 46-year low of 1 percent in June 2003. In September, the
Federal Reserve raised interest rates for an eleventh consecutive month, to 3.75 percent, despite
concerns the economy will slow after Katrina. Even though there are fears that Katrina will negatively
affect consumer spending, the biggest driver of the economy, analysts see interest rates rising to
between 4 percent and 4.5 percent in the near future. Quarter-percentage-point rate increases are
expected to keep a lid on price growth without slamming the brakes on the economy, analysts said.

The Local Economy
.29 Significant local developments may affect dealership performance. Whenever a dealership operates
in an area that is experiencing economic pressures, new car sales may be negatively affected. Certain regions
may also be vulnerable to economic downturns in major local industries, whereas other regions may be
susceptible to various natural disasters. For example, Katrina damaged about 230 Ford, General Motors, and
Daimler Chrysler dealerships across the Gulf Coast region. Such events can affect sales in both positive and
negative ways. Although the dealerships damaged in the hurricane may experience a downturn in sales,
others will see an increase as many people look to replace their lost vehicles.
Relationships With Factories

.30 The factory12-dealer relationship can have a tremendous impact on the dealership. In effect, dealers
just pass through a product from the factory to the consumer. In addition to providing the vehicles for
1 As measured by the Conference Board. See www.conferenceboard.org for further information.
2 For the purposes of this section, the word factories is synonymous with manufacturers.
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dealers to sell, factories may also provide dealers' customers with financing or incentives such as factory
rebates. In some cases, adverse relationships with the factory may affect the dealership's ability to continue
as a going concern—for instance, if the factory discontinues a certain brand of vehicle that was largely
profitable for the dealership, or if a dealer cannot meet customer demands because of a factory backlog. In
reviewing such relationships, auditors should be aware of their responsibilities pursuant to AU section 341,
The Auditor's Consideration of an Entity's Ability to Continue as a Going Concern (AICPA, Professional Standards,
vol. 1). AU section 341 states that typical signs of a going-concern issue include the inability to continue to
meet obligations as they become due without substantial disposition of assets outside the ordinary course
of business, or externally forced revisions of operations. Auditors also should consider whether management
has made appropriate financial statement disclosures of concentrations in the available source of supply
materials pursuant to SOP 94-6, Disclosure of Certain Significant Risks and Uncertainties.

Legislative and Regulatory Issues
Bankruptcy Bill
.31 In April, President Bush signed into law major reform legislation that will curb abuses in the
bankruptcy system. The legislation marked the culmination of NADA's successful efforts to correct two
specific problems faced by dealers.

.32 The first change would extend the federal timeframe (from 20 to 30 days) during which dealers may
protect their interest in a vehicle if a consumer files for bankruptcy. The provision to extend the lien perfection
period to 30 days will be particularly helpful to dealers with trade-ins since there are often delays beyond
the control of dealers because of customers' misplaced titles and out-of-state titlework.
.33 The second change would crack down on debtors who have paid only the market value of the vehicle
at the time of bankruptcy, not what is owed. The new law ensures that debtors must pay the contract amount
of the loan if a car was purchased within 30 months of bankruptcy.

Repeal of Vicarious Liability Laws
.34 In August 2005, President Bush signed a new transportation bill that supersedes state and local
vicarious liability laws. Under the previous vicarious liability laws, injured persons or the estates of persons
killed in accidents could sue companies that held leases because the leasing companies were the legal owners
of the vehicles. Such laws had forced dealerships to drop leasing in areas in which such laws were in effect,
and resulted in multimillion-dollar awards resulting from lawsuits filed against auto makers, banks, and
leasing companies whose lessees were involved in accidents. The elimination of vicarious liability will most
likely lead to an increase in auto leasing.

Finance and Insurance Employees' Overtime Pay
.35 In decisions that will benefit new car and light truck dealers, the U.S. Ninth Circuit Court of
Appeals ruled that F&I employees at dealerships are exempt from overtime pay under the Fair Standards
Labor Act (FSLA). The Ninth Circuit opinion involved three cases that considered whether F&I manag
ers, compensated almost entirely through commission, were exempt from the FSLA's overtime pay
requirements. The court adopted the Department of Labor's long-standing view of Section 7(i)'s
application to F&I employees who have a regular rate of pay of more than 1.5 times minimum wage,
earn more than 50 percent of their income from commissions, and are employed by dealerships earning
75 percent of gross revenues from retail sales.
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The Federal Trade Commission's Privacy Rule FAQs
.36 The Federal Trade Commission (FTC) has developed a series of frequently asked questions to help
auto dealers comply with the Gramm-Leach-Bliley Act and the FTC's Privacy Rule. These frequently asked
questions can be viewed at www.ftc.gov/bcp/conline/pubs/buspubs/autoglb.htm. The Privacy Rule
applies to car dealers who:
•

Extend credit to someone (for example, through a retail installment contract) in connection with the
purchase of a car for personal, family, or household use;

•

Arrange for someone to finance or lease a car for personal, family, or household use; or

•

Provide financial advice or counseling to individuals.

.37 If your client engages in these activities, any personal information that the dealership collects to
provide these services is covered by the Privacy Rule. Examples of personal information include someone's
name, address, phone number, or other information that could be used to identify them individually. The
Privacy Rule applies if the dealership collects personal information about someone in connection with the
potential financing or leasing of a car, even if that person does not fill out a formal application. The Privacy
Rule does not apply if a person buys a car with cash or arranges financing through another lender.
.38 Other business guidance is available on the FTC's Web site at www.ftc.gov/privacy/privacy initiatives/
financial_rule_bus.html.

New IRS Publications
.39 The Internal Revenue Service (IRS) has issued the New Vehicle Dealership Audit Technique Guide 2004.
This publication, which received NADA guidance, discusses various tax issues for IRS employees who audit
new automobile dealerships. The IRS also released an alert, Electronic Records Retention Requirements for Auto
Dealerships, which lists common documents dealers will need during most IRS examinations. Both of these
IRS publications are available at www.irs.gov.

New Look at the Corporate Average Fuel Economy Standards
.40 A bipartisan group of lawmakers plans to propose legislation that would raise corporate average fuel
economy (CAFE) standards for cars and trucks to a combined 33 miles per gallon (mpg) by 2016. The
light-truck standard for 2006 is 21.6 mpg. The car standard remains at 27.5 mpg. Under the proposed
legislation, fuel economy for light trucks would be based on size and broken into six categories, with smaller
vehicles required to be the most fuel-efficient. By 2011, the smallest light truck group would have to average
28.4 mpg, and large trucks would have to average 21.3 mpg. Similar boosts in fuel economy have been
proposed in previous years; all were rejected, but gas prices were not more than $3 a gallon previously. In
2005, Congress enacted a comprehensive energy bill that does not include higher fuel economy standards.
Nevertheless, the subject has suddenly resurfaced, amid soaring gasoline prices and fuel shortages in the
aftermath of Katrina. The proposed legislation is likely to push the auto industry to apply fuel-saving
technologies to future light truck and other vehicle models. These technologies would include more hybrid
gas-electric vehicles, six-speed automatic transmissions that provide better gas mileage, and air conditioners
that run on electricity instead being powered by the gas engine.

Current Audit and Accounting Issues and Developments
Assessing Audit Risks in the Current Environment
.41 The proper planning and execution of an audit have always required the auditor to have an
understanding of the auto dealership industry and the nature of the client's business. Such an understanding
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enhances the auditor's ability to plan and perform auditing procedures. For most audit firms, this under
standing means that the most experienced partners and managers must become involved early and often in
the audit process.

.42 AU section 311, Planning and Supervision (AICPA, Professional Standards, vol. 1), provides, among other
matters, guidance for auditors regarding the specific procedures that should be considered in planning an
audit in accordance with generally accepted auditing standards (GAAS). AU section 311 states that the
auditor should obtain a knowledge of matters that relate to the nature of the entity's business, its organiza
tion, and its operating characteristics; and consider matters affecting the industry in which the entity operates,
including, among other matters, economic conditions as they relate to the specific audit.
.43 You should keep the following points in mind as you plan and perform audits of auto dealerships:
•

Understand how your client is affected by changes in the current business environment.

•

Understand the stresses on your client's internal control over financial reporting, and how those
stresses may affect internal control.

•

Identify key risk areas, particularly those involving significant estimates and judgments.

•

Approach the audit with objectivity and skepticism, setting aside prior experiences with or belief in
management's integrity.

•

Pay special attention to complex transactions, especially those presenting difficult issues of form
versus substance.

•

Consider whether additional specialized knowledge is needed on the audit team.

•

Make management aware of identified audit differences on a timely basis.

•

Question the unusual and challenge anything that does not make sense.

•

Foster open, ongoing communications with management and the audit committee, including discus
sions about the quality of financial reporting and any pressure to accept less than high-quality
financial reporting.

•

When faced with a "gray" area, perform appropriate procedures to test and corroborate manage
ment's explanations and representations, and consult with others as needed.

Consideration of Fraud
.44 AU section 316, Consideration of Fraud in a Financial Statement Audit (AICPA, Professional Standards,
vol. 1), is the primary source of authoritative guidance about an auditor's responsibilities concerning the
consideration of fraud in a financial statement audit. AU section 316 establishes standards and provides
guidance to auditors in fulfilling their responsibility to plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement, whether caused by error
or fraud as stated in AU section 110.02, Responsibilities and Functions of the Independent Auditor (AICPA,
Professional Standards, vol. 1). Two types of misstatements are relevant to the auditor's consideration of fraud
in a financial statement audit, namely misstatements arising from one of the following:
•

Fraudulent financial reporting

•

Misappropriation of assets

Considering Fraud Risk Factors
.45 You may identify events or conditions that indicate the incentives and pressures to perpetrate fraud,
opportunities to carry out the fraud, or attitudes and rationalizations to justify a fraudulent action. Such
AAM §8160.42

Copyright © 2006, American Institute of Certified Public Accountants, Inc.

8583

Auto Dealership Industry Developments—2005/06

70 5-06

events or conditions are referred to as fraud risk factors. Fraud risk factors do not necessarily indicate the
existence of fraud; however, they coincide with the occurrence of fraud.

.46 Examples of fraud risk factors can be found in Appendix B, "Fraud Risk Factors," of this Alert.

Responding to the Results of the Assessment
A7 AU section 316.46-.67 provide requirements and guidance about your response to the results of the
assessment of the risks of material misstatement attributable to fraud. You can respond to risks of material
misstatement due to fraud in the following three ways:

1. A response that has an overall effect on how the audit is conducted—that is, a response involving
more general considerations apart from the specific procedures otherwise planned.
2. A response to identified risks involving the nature, timing, and extent of the auditing procedures to
be performed.

3. A response involving the performance of certain procedures to further address the risk of material
misstatement attributable to fraud involving management override of controls, given the unpre
dictable ways in which such override could occur.

Evaluating Audit Evidence
.48 AU section 316.68-.78 provide requirements and guidance for evaluating audit evidence. You should
evaluate whether analytical procedures that were performed as substantive tests or in the overall review
stage of the audit indicate a previously unrecognized risk of material misstatement due to fraud. You also
should consider whether responses to inquiries throughout the audit about analytical relationships have
been vague or implausible, or have produced evidence that is inconsistent with other evidential matter
accumulated during the audit.

.49 At or near the completion of fieldwork, you should evaluate whether the accumulated results of
auditing procedures and other observations affect the assessment of the risks of material misstatement due
to fraud made earlier in the audit. As part of this evaluation, the auditor with final responsibility for the audit
should ascertain that there has been appropriate communication with the other audit team members
throughout the audit regarding information or conditions indicative of risks of material misstatement due
to fraud.

Practical Guidance
.50 The AICPA has issued additional guidance on the implementation of AU section 316, including Fraud
Detection in a GAAS Audit: SAS No. 99 Implementation Guide (product no. 006613kk), and CPE courses entitled
Fraud and the Financial Statement Audit: Auditor Responsibilities Under SAS No. 99 (product no. 731810), Auditing
for Internal Fraud (product no. 730237kk), and Identifying Fraudulent Financial Transactions (product no.
730245kk).

Help Desk—The AICPA's Antifraud Resource Center, at www.aicpa.org/antifraud, is an
online resource providing comprehensive tools, information, and resources devoted to the
prevention, detection, and investigation of fraud.

Public Dealerships and the Effects of the Sarbanes-Oxley Act of 2002
.51 Although most auto dealerships are privately held, some are publicly held; therefore, management
of these publicly held companies and their auditors must comply with the provisions of the Sarbanes-Oxley
Act of 2002 (Sarbanes-Oxley). Many experts in the accounting profession also expect Sarbanes-Oxley to have
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a profound effect on auditors of nonpublic companies in the future, if the legislation ultimately results in
similar state legislative changes that apply to auditors of nonpublic companies.
.52 The Act establishes the Public Company Accounting Oversight Board (PCAOB) under the supervi
sion of the Securities and Exchange Commission (SEC) to set auditing, quality control, ethics, independence,
and other standards for auditors of public companies. In particular, Sarbanes-Oxley restricts the non-audit
services (such as bookkeeping, internal auditing, actuarial services) that an audit firm may provide to public
company audit clients. Certain services, such as tax services, may continue to be provided but only with the
approval of the client's audit committee. Sarbanes-Oxley also requires the auditors of public companies to
report on internal control over financial reporting in conjunction with the financial statement audit. It also
increases the penalties for certain crimes, including securities fraud, fraudulent financial reporting, the
destruction of key financial or audit documents, and the failure to certify financial statements. It bans
personal loans to executives and requires chief executive officers (CEOs) and chief financial officers (CFOs)
to reimburse the company for bonuses or other incentive-based or equity-based compensation received if
earnings are restated due to securities fraud.

.53 Sarbanes-Oxley also requires the rotation of lead and reviewing audit partners on engagements every
five years, and prohibits auditors from auditing public companies whose CEO, CFO, or controller worked
for the audit firm during the preceding year.
.54 For further information regarding the Sarbanes-Oxley Act of 2002 and the PCAOB, visit
www.pcaobus.org.

Dealer Incentives

.55 To entice customers to buy a new vehicle, dealerships continue to offer special incentives, such as free
oil changes or free gas for a certain period of time. The EITF has discussed issues relating to certain sales
incentives. Auditors should be aware and understand what incentive programs the dealership has, if any,
and what consideration is being received from the vendor (such as cash or free parts) to determine whether
any EITF Issues may apply.

.56 EITF Issue No. 01-9, "Accounting for Consideration Given by a Vendor to a Customer (Including a
Reseller of the Vendor's Products"),3 addressed the accounting by a vendor for consideration given to a
customer including both a reseller of the vendor's products and an entity that purchases the vendor's
products from a reseller. That Issue provided accounting guidance on how a vendor should characterize
consideration given to a customer and when to recognize and how to measure that consideration in its income
statement.
.57 The following EITF Issues related to the accounting for sales incentives should also be considered:
•

EITF Issue No. 00-21, "Revenue Arrangements with Multiple Deliverables." Sometimes, a dealership
will offer maintenance service contracts with the purchase of a vehicle. According to EITF Issue No.
00-21, revenue arrangements for the vehicle and the service contract should be divided into separate
units of accounting, and the consideration for the vehicle and service contract should be allocated
based on their relative fair values.

3 The purpose of EITF Issue No. 01-9 is to codify and reconcile EITF Issue No. 00-14, "Accounting for Certain Sales Incentives"
(paragraphs 10, 16, 22-25, 27, and 28); Issue 3 of EITF Issue No. 00-22, "Accounting for 'Points' and Certain Other Time-Based or
Volume-Based Sales Incentive Offers, and Offers for Free Products or Services to Be Delivered in the Future" (paragraphs 30-33); and
EITF Issue No. 00-25, "Vendor Income Statement Characterization of Consideration Paid to a Reseller of the Vendor's Products"
(paragraphs 9-14 and 16-21). These EITF Issues address the accounting for consideration given by a vendor to a customer (including
both a reseller of the vendor's products and an entity that purchases the vendor's products from a reseller.)
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•

EITF Issue No. 02-16, "Accounting by a Customer (Including a Reseller) for Certain Consideration
Received from a Vendor." Keep in mind that this EITF issue also covers other types of consideration
such as interest credits and other rebates. Manufacturers often agree to grant advertising allowances
to a dealership if the dealership advertises the manufacturer's vehicles. According to the guidance
outlined in EITF Issue No. 02-16, if the cooperative advertising allowances can be characterized as a
reimbursement to the dealership for a specific, incremental, identifiable cost incurred by the dealer
ship, the allowances should be treated by the dealership as a reduction of the advertising costs in the
dealership's income statement. Any material excess reimbursement received by the dealership
should be treated as a reduction of the cost of sales. If the cooperative advertising allowances cannot
be characterized as a reimbursement to the dealership for a specific, incremental and identifiable cost,
the dealership should treat the allowances received as a reduction to inventory.

•

EITF Issue No. 03-10, "Application of EITF Issue No. 02-16, Accounting by a Customer (Including a
Reseller) for Certain Consideration Received from a Vendor, by Resellers to Sales Incentives Offered to
Consumers by Manufacturers."

Variable Interest Entities
.58 FASB Interpretation No. 46, Consolidation of Variable Interest Entities, issued in January 2003, affected
the reporting of a large number of companies associated with special purpose entities (SPEs), entities
established for a specific purpose). The concepts in FASB Interpretation No. 46 were very complex and
far-reaching. In December 2003, the FASB issued FASB Interpretation No. 46 (revised December 2003),
Consolidation of Variable Interest Entities (FASB Interpretation No. 46(R)), which revised and clarified certain
of the concepts in the original document.
.59 FASB Interpretation No. 46(R) interprets Accounting Research Bulletin (ARB) No. 51, Consolidated
Financial Statements, which, for approximately half a century, was the principal authoritative literature
governing when an investor should consolidate an investee. FASB Interpretation No. 46(R) introduced a
number of new concepts into the literature. As described by FASB Interpretation No. 46(R), a variable interest
entity (VIE) is an entity for which a controlling financial interest is provided through ownership of interests
other than voting stock. Rather, a controlling financial interest arises out of the economics—a holder of
variable interests that is either exposed to a majority of the VIE's expected losses or is entitled to a majority
of its expected residual rewards is the party with a controlling financial interest, even if none of the interests
is in voting common stock. In applying FASB Interpretation No. 46(R), an investor and its related parties
must first determine whether they have a variable interest. In essence, almost any asset, liability, or
off-balance-sheet contractual arrangement between parties could qualify as a variable interest. However, a
variable interest is distinguished from other assets, liabilities, and off-balance-sheet contractual arrange
ments by virtue of the fact that a variable interest under FASB Interpretation No. 46(R) is one that absorbs
the variability in the entity's return.

.60 FASB Interpretation No. 46(R) is complex. Judgment is called for in analyzing entities with which a
company has business arrangements to determine if those entities are VIEs and, if so, whether consolidation
is required.
.61 If it is decided that a party has a variable interest and it is not immediately clear that the interest is so
minor it could not possibly result in that party being required to consolidate the entity in which the variable
interest is held, that party must determine whether the entity is a VIE. Paragraph 5 of FASB Interpretation
No. 46(R) indicates that an entity is a VIE if any one of the following criteria is met:

1. The total equity investment at risk is insufficient to permit the entity to finance its activities without
additional subordinated financial support provided by any parties, including equity holders.
2. As a group the holders of the equity investment at risk lack any one of the following three
characteristics of a controlling financial interest:
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a.

The direct or indirect ability through voting rights or similar rights to make decisions about an
entity's activities that have a significant effect on the success of the entity.

b.

The obligation to absorb the expected losses of the entity.

c.

The right to receive the expected residual returns of the entity.

In some situations, it will be easy to determine if any of these conditions is met. In most circumstances,
however, that will not be the case.

Effective Dates
.62 FASB Interpretation No. 46(R) modified the effective date provisions in FASB Interpretation No. 46
as follows:
.63 For public entities that are small business issuers, FASB Interpretation No. 46(R) must be applied to
all VIEs no later than the end of the first reporting period that ends after December 15,2004 (the year ending
December 31,2004, for calendar-year companies), including those VIEs to which FASB Interpretation No. 46
had already been applied (for example, those created after January 31, 2003).

.64 For public entities that are not small business issuers, FASB Interpretation No. 46(R) must be applied
to all VIEs no later than the end of the first reporting period that ends after March 15,2004 (the quarter ending
March 31,2004, for calendar-year companies), including those VIEs to which FASB Interpretation No. 46 had
already been applied.

.65 A nonpublic entity is required to apply FASB Interpretation No. 46(R) to all VIEs in which it holds
variable interests by the beginning of the first reporting period beginning after December 2004 (January 1,
2005 for a calendar-year company). A nonpublic entity is required to apply FASB Interpretation No. 46(R)
immediately to VIEs created after December 31, 2003.
.66 In addition, FASB Interpretation No. 46(R) required public companies to apply either FASB Interpre
tation No. 46 or FASB Interpretation No. 46(R) to entities that would have previously been evaluated under
the accounting literature as SPEs by the end of the first reporting period ending after December 15, 2003.

FASB Staff Positions (FSPs)
.67 The FASB has also issued and proposed several FSPs related to Interpretation No. 46 that may be of
interest to auto dealerships and their auditors. One such FSP that may be particularly relevant for auto
dealerships is FSP FIN 46(R)-5, Implicit Variable Interests under FASB Interpretation No. 46 (revised December
2003), Consolidation of Variable Interest Entities. Implicit variable interests commonly arise in leasing
arrangements among related parties, and in other types of related party arrangements. The identification of
an implicit variable interest involves determining whether an enterprise may be indirectly absorbing or
receiving the variability of the entity. The determination of whether an implicit variable interest exists is a
matter of judgment that depends on the relevant facts and circumstances. For example, an implicit variable
interest may exist if the reporting enterprise can be required to protect a variable interest holder in an entity
from absorbing losses incurred by the entity. The identification of variable interests (implicit and explicit)
may affect (a) the determination as to whether the potential VIE should be considered a VIE, (b) the calculation
of expected losses and residual returns, and (c) the determination as to which party, if any, is the primary
beneficiary of the VIE. The entire content of FSP FIN 46(R)-5 and other FSPs are available on the FASB Web
site at www.fasb.org.

Conclusion
.68 As a result of FASB Interpretation No. 46, you should review your client's participations in VIEs
to evaluate whether these entities should be consolidated. In many cases, real estate partnerships, limited

AAM §8160.62

Copyright © 2006, American Institute of Certified Public Accountants, Inc.

70 5-06

Auto Dealership Industry Developments—2005/06

8587

liability companies (LLCs), and other entities guaranteed by the operating entity (for example, the auto
dealership) or its owner will have to be consolidated. To ensure compliance, review the full provisions of
FASB Interpretation No. 46 and the related FSPs when accounting for your clients' partnerships and alliances.

Auto Dealership Merger and Acquisition Activity
.69 Although there haven't been many large transactions in recent years, dealerships are still being
bought and sold at a brisk rate, primarily in private transactions in which independent dealer groups are
purchasing other privately owned dealers. In 2005, General Motors began encouraging dealer franchises to
consolidate under one owner. In addition, Daimler Chrysler AG's Chrysler Group plans to reduce the
number of dealerships it has in big-city markets by 20 percent over the next five to seven years, attributable
to Chrysler's view that certain urban dealerships are undersized, outdated, or too close to other Chrysler
stores; this plan could mean that roughly 240 of Chrysler's 1,200 metropolitan dealerships could be closed
or consolidated in future years. Most dealership purchases are asset deals rather than stock deals, and most
deals are priced at some multiple of earnings.

Applicable Accounting Guidance
.70 FASB Statement No. 141, Business Combinations, addresses financial accounting and reporting for
business combinations, including the application of the purchase method, and the accounting for goodwill
and other intangible assets acquired.

Asset Valuation
.71 Inventory valuation is typically the most significant aspect of a dealership purchase. Generally, new
vehicles are priced at what the purchaser would pay the manufacturer, taking into consideration all credits,
incentives, and allowances. Prior-year models are generally discounted. Used vehicles are typically negoti
ated unit-by-unit, with the seller keeping units that the purchaser does not want and disposing of them at
an auction. Parts are typically priced at current factory prices for useable and returnable parts.

.72 In many deals, the real estate is retained by the existing dealer and is leased long-term to the new
dealer, with an option to buy in the future. Other deals include the outright sale of the real estate, under
which the property is appraised and the fair market value is established. You may consider using the help
of a specialist, to ensure the proper valuation of the real estate or other significant account, such as fixed
assets. If you require the help of a specialist, you should consider the guidance in AU section 336, Using the
Work of a Specialist (AICPA, Professional Standards, vol. 1).

Possible Internal Control Weaknesses
.73 Subsequent to a merger, management typically reduces personnel and eliminates positions and
functions in hopes of saving money and gaining efficiencies. Management may shift personnel to different
positions and alter standard operating procedures. By making these changes, however, management may
risk creating deficiencies in internal control and in business operations.
.74 You should take these issues into account in their consideration of internal control and their
assessment of control risk. These possible gaps and deficiencies in internal control may affect the nature,
timing, and extent of audit testing and may represent reportable conditions or weaknesses in internal control
that should be communicated to management and the audit committee. Auditors should refer to the guidance
set forth under AU section 319, Consideration of Internal Control in a Financial Statement Audit (AICPA,
Professional Standards, vol. 1; and for audits conducted in accordance with PCAOB standards: AICPA, PCAOB
Standards and Related Rules).
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Increased Opportunity for Fraud
.75 Employees may have an increased opportunity to commit fraud when entities merge. With major
changes in the company's operations, there may be breakdowns in internal control, including the poor
segregation of duties and a lack of supervisory reviews, which employees can take advantage of by
committing fraud. Furthermore, the bitterness that can follow a merger may trigger some employees to
rationalize that the commission of fraud is justified. You should refer to the guidance set forth in AU section
316, Consideration of Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1; and for audits
conducted in accordance with PCAOB standards: AICPA, PCAOB Standards and Related Rules), when
assessing the risk of fraud.

Spring Loading and Premerger Outlays
.76 An entity acquiring another entity may try to worsen the reported financial performance of the
purchased company during the period immediately preceding the acquisition date, the stub period. By
worsening the financial performance of the acquired company before the acquisition, management will find
it much easier to report "improved" performance after the acquisition, thus demonstrating the positive effects
of the business combination and providing an increase in reported earnings. This practice is often referred
to as spring-loading. Generally, the practice involves accelerating the purchased company's payment of
payables and other obligations, and writing down investments and other assets on the purchased company's
books. These practices may not necessarily violate the letter of any GAAP standard.

.77 However, this sort of financial engineering may involve the deliberate inflation of reserves and
allowances recorded on the acquired company's books. These inflated reserves are then reversed in the
period following the acquisition providing a generous burst of earnings growth. Accounts that can be
manipulated in this manner include:

•

Reserves for merger costs

•

Inventory obsolescence allowance

•

Pension allowances

•

Restructuring reserves

•

Reserves for worker's compensation and medical insurance

You should be on the lookout for these kinds of accounting practices and determine that the appropriate
accounting treatment in accordance with GAAP is being followed.

Compliance With the Sarbanes-Oxley Act
.78 Management of public companies may fail to consider the effect of Sarbanes-Oxley and related SEC
regulations on the merger. For example, a company may encounter a serious challenge if it acquires a
privately held company that has not had to comply with Sarbanes-Oxley. Necessary internal controls may
not be in place at the acquired entity. Auditors of public companies need to pay special attention to the proper
compliance with Sarbanes-Oxley at the acquired entity and should consider the guidance contained in
PCAOB Auditing Standard No. 2, An Audit of Internal Control Over Financial Reporting Performed in Conjunction
With an Audit of Financial Statements (AICPA, PCAOB Standards and Related Rules, AU sec. 320).

Environmental Liabilities
.79 Certain auto dealerships may face problems with asbestos or other environmental liabilities. In March
2005, the FASB issued FASB Interpretation No. 47, Accounting for Conditional Asset Retirement Obligations—an
interpretation of FASB Statement No. 143. Although the Interpretation is not limited to environmental liabilities,
it does address how to account for situations in which environmental liability can be projected.
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.80 Under the requirements of the Interpretation, companies must account for the fair value of any future
liabilities that attach to an asset, if a reasonable estimate of the fair value of that future liability can be
projected. This estimate should include all assets, even if they are not currently scheduled for retirement; this
includes assets that will have an environmental liability that will be triggered by a known future event.
According to FASB Interpretation No. 47, financial statements are required to reflect any legally required
obligations and expenses for environmental remediation, demolition, decommissioning, closure, disposal or
recycling that will attach to the property in the future. A company must attempt to estimate the fair value of
these future obligations, even if the conditional event in the future that triggers the environmental liability
has not yet occurred. If a future event can be reasonably projected, and the costs reasonably estimated, then
the liability must be recognized in the current financial statements. If such information is not available at the
present time, then that fact and the supporting reasons shall be disclosed.
.81 If an auto dealership is faced with environmental issues, investigation may be required to determine
whether the assets are subject to reporting under FASB Interpretation No. 47. Not only will a legal decision
have to be made to confirm whether there is any obligation to estimate and report the liability, environmental
managers and consultants may also need to estimate the probable costs and timing of the future remediation,
closure, disposal or recycling obligations. The Interpretation is effective no later than the end of fiscal years
ending after December 15, 2005 (December 31, 2005 for calendar-year companies).

Increasing Use of E-Commerce
.82 The Internet presence of U.S.-franchised new car and light truck dealers reached an all-time high in
2004, according to a survey from the NADA's Industry Analysis Division. NADA's annual survey of Internet
utilization found that 94 percent of new car and light truck dealerships have Web sites—up from 93 percent
in 2003 and 74 percent in 1999. Of these sites, 98 percent are interactive, with most allowing car shoppers to
view stock and manufacturers' suggested retail prices, fill out finance forms, and schedule sales and service
appointments. Many others provide customers the convenience of ordering on-line and linking directly to
related financial, insurance, and auto sites.
.83 As dealerships venture into e-commerce, auditors need to consider how these ventures will affect the
audit. The technological skills required to fully understand the operations of e-business and the manner in
which business is transacted may be highly specialized. Therefore, you may need to engage information
technology (IT) audit specialists to perform certain procedures. Qualified IT specialists are sometimes
available from another part of the firm, such as the consulting division or the internal IT support staff. If not,
you may have to go outside your own organization to obtain qualified specialists.

.84 Engaging a specialist for gaining an understanding of internal controls, tests of controls, substantive
tests, and analytical procedures requires awareness of guidelines available in the authoritative literature.
According to AU section 336.06, specialized assistance is advisable for auditors who:

.. .may encounter complex or subjective matters potentially material to the financial statements. Such
matters may require special skill or knowledge and in the auditor's judgment require using the work
of a specialist to obtain competent evidential matter.
.85 The use of an outside specialist4 in an e-business context does not absolve the auditor from a certain
level of understanding about computers. It is important to plan accordingly when a specialist's services are
required, because of the lead time necessary to contract for a specialist's services and the time required for
the auditor to obtain the minimum technological knowledge necessary to supervise the specialist. According
to AU section 311.10:
4 Note that AU section 336.06 does not apply to specialists who are employed by the firm and are part of the engagement team. AU
section 336.06 indicates that the auditor uses the work of the specialist as evidential matter in performing substantive tests to evaluate
materia] financial statement assertions. The specialist does not, however, perform the substantive tests or analytical procedures.
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If specialized skills are needed, the auditor should seek the assistance of a professional possessing
such skills, who may be either on the auditor's staff or an outside professional. If the use of such a
professional is planned, the auditor should have sufficient computer-related knowledge to commu
nicate the objectives of the other professional's work; to evaluate whether the specified procedures
will meet the auditor's objectives; and to evaluate the results of the procedures applied as they relate
to the nature, timing, and extent of other planned audit procedures. The auditor's responsibilities
with respect to using such a professional are equivalent to those for other assistants.

Nonmonetary Exchanges
.86 On occasion, a dealership may exchange a vehicle for advertising services. Or, two dealerships may
exchange vehicles to meet customer needs or to balance their inventory. These types of trades should be
treated as an exchange, and should follow the guidance outlined in Accounting Principles Board (APB)
Opinion No. 29, Accounting for Nonmonetary Transactions. The guidance in APB Opinion No. 29 is based on
the principle that exchanges of nonmonetary assets should be measured based on the fair value of the assets
exchanged. However, APB Opinion No. 29 provided an exception to the basic measurement principle (fair
value) for exchanges of similar productive assets. That exception required that some nonmonetary ex
changes, although commercially substantive, be recorded on a carryover basis. FASB Statement of Financial
Accounting Standards No. 153, Exchanges of Nonmonetary Assets—an amendment of APB Opinion No. 29, issued
in December 2004, amends APB Opinion No. 29 to eliminate the exception for nonmonetary exchanges of
similar productive assets and replaces it with a general exception for exchanges of nonmonetary assets that
do not have commercial substance—that is, transactions that are not expected to result in significant changes
in the cash flows of the reporting entity.

.87 In addition, EITF Issue No. 04-13, "Accounting for Purchases and Sales of Inventory with the Same
Counterparty," addresses how to account for two-way exchanges of inventory by entities in the same line of
business. EITF Issue No. 04-13 introduces an "in contemplation model," which determines whether acquired
inventory that is subsequently sold represents one transaction or two. For example, two auto dealers who
enter into simultaneous transactions to buy 10 cars from each other are deemed to be involved in one
transaction, while the same dealers who happen to buy each other's cars at an auction are involved in two
transactions. The auto dealers who swap cars would be required to record the exchange at the carrying
amount of the inventory transferred. In contrast, the auction example would represent two separate
transactions, and a gain or loss could be recognized on each sale.
.88 See www.fasb.org for further information on both EITF Issue No. 04-13 and FASB Statement No. 153.

The Use of Swaps
.89 Dealerships continue to use derivatives to manage their financing costs by mitigating their exposure
to interest rate risk. As interest rates continue to rise, a growing number of dealers are locking in rates by
swapping floating rates for fixed rates. Dealers typically use swaps to stabilize interest costs on real estate
loans or floorplan financing. The AICPA Audit Guide Auditing Derivative Instruments, Hedging Activities, and
Investments in Securities (product no. 012520kk), defines a swap as follows:
Swap—a forward-based contract in which two parties agree to swap streams of payments over a
specified period of time.

.90 In effect, they exchange the investment performance of one underlying instrument for the investment
performance of another instrument without exchanging the instruments themselves.

.91 The two main types of swaps are interest rate swaps and exchange rate swaps. An interest rate swap
occurs if two parties agree to exchange interest payments on a set principal amount for a specified period of
time. For example, if an entity pays a variable rate of interest under the swap and receives a fixed rate of
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interest under the swap, the entity actually pays or receives only the net amount under the swap. The most
common form of an interest rate swap entails the exchange of streams of fixed rate and variable interest
payments. Interest rate swaps are often used because they allow the borrower to borrow in a readily accessible
market yet obtain the type of debt they need via the swap. Swaps are also used to hedge existing debt
obligations.
.92 Other examples are basis swaps in which both rates are variable but are tied to different index rates,
and fixed-rate currency swaps, whereby two counterparties exchange fixed-rate interest in one currency for
fixed-rate interest in another currency.
.93 If your client is financing with swaps, you should become familiar with what a swap is and how to
audit such financial instruments.

.94 Keep in mind that FASB Statement No. 133, Accounting for Derivative Instruments and Hedging
Activities, applies when accounting for swaps. When auditing swaps, AU section 332, Auditing Derivative
Instruments, Hedging Activities, and Investments in Securities (AICPA Professional Standards, vol. 1), should be
followed.
.95 The following are potential misstatements relating to swaps:
•

Failure to identify the swap

•

Failure to properly document the hedge and the expectation of hedge effectiveness

•

Hedge not highly effective on an ongoing basis, so that hedge accounting is no longer appropriate

• Assessment of hedge effectiveness inconsistent with the risk management strategy documented for
the particular hedging relationship

• Dealership not assessing hedge effectiveness for similar hedging strategies in a similar manner, and
not documenting such differences

.

•

Incorrectly determining the fair value of the swap and the bonds

•

Incorrectly computing and recording interest and accrued interest on the bonds

•

Inadequate financial statement presentation and disclosure
96 The following are inherent risks related to swaps:

• The transaction requires no initial cash outlay, and, therefore, detection of the derivative may be
difficult.

• Management may not have a valuation model capable of valuing the interest rate swap and may
instead rely on the broker-dealer who arranged the transaction for the valuation of the swap.
• Credit risk related to the swap is moderate and is primarily related to the risk of nonperformance by
the counterparty.

Vehicle Leasing
. 97 Vehicle leasing began to make a modest comeback in 2004. Leasing peaked in 1999 with a 25-percent
penetration of total sales of 17.4 million cars and trucks. The low point was 2003 when 13 percent of 16.9
million vehicle deliveries were leases. But the lease numbers are nudging up; about 2 million vehicles, or
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14.2 percent, were leased in 2004. Leasing will increase to 16.5 percent in 2005 and hit 20 percent in a few
years, according to Automotive Lease Guide.

.98 As interest rates rise and as residual values stabilize, leasing becomes more attractive. But the terrific
lease terms of yesteryear will remain a memory. Back then, auto makers subsidized leasing to move the cars
and build customer loyalty with low monthly leasing payments. The strategy was structured on overly
optimistic forecasts that vehicle residual values would be higher than they actually turned out to be. That
led to millions of dollars lost as predicted values collided with real values.
.99 Hefty sales incentives of the last four years also converted many lessees into buyers. Lease terms
today are higher than before because they are built on a more realistic prediction of what a vehicle will be
worth at the end of the lease. Manufacturers also do a better job of remarketing off-lease vehicles, especially
through certified used-car programs that fetch higher prices for reconditioned three- and four-year-old
vehicles with low mileage and warranties.

.100 In most cases, a dealer lease arrangement is treated as a typical sales transaction because the
dealership does not maintain the lease but transfers it to a manufacturer's financing subsidiary. The
dealership records a sale to the financing institution and the financing institution obtains a vehicle subject to
a lease and the responsibility to account for the lease transaction.
.101 Dealerships may, however, retain vehicle leases and lease new vehicles under either a sales-type
lease or an operating lease. If a long-term lease meets the criteria established by FASB Statement No. 13,
Accounting for Leases, the leasing transaction is treated as a sale.
.102 Many leases establish a mileage charge in addition to the minimum lease payments. These are
considered contingent payments under FASB Statement No. 13 and are not included in the minimum lease
payments. Accordingly, they do not enter into the calculation of the sales price of a sales-type lease. Instead,
they are recognized when they are determined to be receivable. FASB Statement No. 13 requires that the total
contingent rentals included in income be disclosed in the financial statements. (See EITF Issue No. 98-9,
"Accounting for Contingent Rent," for guidance on how lessors and lessees should account for contingent
rental income that is based on future specified targets.)
.103 Dealerships may also enter into operating leases, some of which are long-term leases that do not
meet the criteria established in FASB Statement No. 13 for sales-type leases. Others are short-term rentals to
benefit customers whose vehicles need repair? In these cases, rental revenue is recognized as it is earned.
Many floorplan arrangements allow the dealer to pay off a portion of the debt every month for these vehicles.

.104 For operating leases, auditors should consider whether management has complied with the provi
sions and disclosures required by FASB Statement No. 13.
.105 Auditors may also wish to select a sample of the new leases and review selected lease agreements.
Auditors may also wish to understand all relevant terms of the lease agreements, to ensure that management
has properly accounted for the transactions, including the calculation of receivables and interest income for
sales-type leases. Further, auditors may consider confirming the principal balance with the lessee for
sales-type leases.

Showroom Lease Accounting

.106 Some auto dealers are heavily spending on new and refurbished showrooms to entice customers
with upscale amenities. According to NADA, approximately one-third of one percent of U.S. dealers have
3 The same accounting is usually used for loaners except that there is no rental revenue. Many dealerships include loaners under
inventory in their financial statements.

AAM §8160.98

Copyright © 2006, American Institute of Certified Public Accountants, Inc.

70

5-06

Auto Dealership Industry Developments—2005/06

8593

made significant improvements to showrooms, service, and waiting areas in 2004 and 2005, with an emphasis
on business centers for customers and showroom upgrades. Domestic automakers in particular have been
pushing auto dealers to improve their facilities to help boost lagging sales.
.107 In January 2005, the SEC issued an interpretation clarifying its position on certain accounting issues
and their application under GAAP relating to operating leases. Of specific concern was the appropriate
accounting for (1) the amortization of leasehold improvements by a lessee in an operating lease with lease
renewals, (2) the pattern of recognition of rent when the lease term in an operating lease contains a period
where there are free or reduced rents (commonly referred to as rent holidays), and (3) incentives related to
leasehold improvements provided by a landlord/lessor to a tenant/lessee in an operating lease.

.108 The staff's views on these issues were as follows:
•

Amortization of Leasehold Improvements. The staff believes that leasehold improvements in an operating
lease should be amortized by the lessee over the shorter of their economic lives or the lease term, as
defined in paragraph 5(f) of FASB Statement No. 13, as amended. The staff believes amortizing
leasehold improvements over a term that includes assumption of lease renewals is appropriate only
when the renewals have been determined to be "reasonably assured," as that term is defined in FASB
Statement No. 13.

•

Rent Holidays. The staff believes that pursuant to the response in paragraph 2 of FASB Technical
Bulletin 85-3, Accounting for Operating Leases with Scheduled Rent Increases, rent holidays in an
operating lease should be recognized by the lessee on a straight-line basis over the lease term
(including any rent holiday period) unless another systematic and rational allocation is more
representative of the time pattern in which leased property is physically utilized.

•

Landlord/Tenant Incentives. The staff believes that (1) leasehold improvements made by a lessee that
are funded by landlord incentives or allowances under an operating lease should be recorded by the
lessee as leasehold improvement assets and amortized over a term consistent with the guidance in
the first bullet above; (2) the incentives should be recorded as deferred rent and amortized as
reductions to lease expense over the lease term in accordance with paragraph 15 of FASB Statement
No. 13 and the response to Question 2 of FASB Technical Bulletin 88-1, Issues Relating to Accounting
for Leases, and therefore, the staff believes it is inappropriate to net the deferred rent against the
leasehold improvements; and (3) a registrant's statement of cash flows should reflect cash received
from the lessor that is accounted for as a lease incentive within operating activities and the acquisition
of leasehold improvements for cash within investing activities.

.109 Although the SEC only directed its interpretation to public registrants, the accounting guidance
outlined by the SEC also applies to privately held companies. To the extent that dealerships have deviated
from the lease accounting standards and related interpretations set forth by the FASB, those dealerships, in
consultation with their independent auditors, should assess the impact of the resulting errors on their
financial statements to determine whether restatement is required. The SEC staff believes that the positions
noted above are based upon existing accounting literature and dealerships who determine their prior
accounting to be in error should state that the restatement results from the correction of errors or, if
restatement was determined by management to be unnecessary, state that the errors were immaterial to prior
periods.
.110 Registrants in particular should ensure that the disclosures regarding both operating and capital
leases clearly and concisely address the material terms of and accounting for leases. Registrants should
provide basic descriptive information about material leases, usual contract terms, and specific provisions in
leases relating to rent increases, rent holidays, contingent rents, and leasehold incentives. The accounting for
leases should be clearly described in the notes to the financial statements and in the discussion of critical
accounting policies in management's discussion and analysis (MD&A) if appropriate. Known likely trends
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or uncertainties in future rent or amortization expense that could materially affect operating results or cash
flows should be addressed in MD&A. The disclosures should address the following:

•

Material lease agreements or arrangements. The essential provisions of material leases, including the
original term, renewal periods, reasonably assured rent escalations, rent holidays, contingent rent,
rent concessions, leasehold improvement incentives, and unusual provisions or conditions.

•

The accounting policies for leases, including the treatment of each of the above components of lease
agreements.

•

The basis on which contingent rental payments are determined with specificity, not generality.

•

The amortization period of material leasehold improvements made either at the inception of the lease
or during the lease term, and how the amortization period relates to the initial lease term.

Lending
.111 The average new car loan term has jumped to nearly 62 months. With longer loans, negative equity
becomes an issue. Also, new-car incentives, such as "employee pricing," have hurt used-car prices and
trade-in values. When consumers look to purchase a new vehicle, their negative equity may get rolled into
new loans.
.112 If the dealership provides the customer with financing and the note is sold to a financial institution,
that institution generally pays a fee to the dealership. If a customer prepays or defaults on the note, the
financial institution may charge back a portion of the fee to the dealership.
.113 In determining whether a dealership should recognize financing income, auditors should assess
management's consideration of FASB Statement No. 140, Accounting for Transfers and Servicing of Financial
Assets and Extinguishments of Liabilities.
.114 Auditing Interpretation No. 1, "The Use of Legal Interpretations As Evidential Matter to Support
Management's Assertion That a Transfer of Financial Assets Has Met the Isolation Criterion in Paragraph
9(a) of Financial Accounting Standards Board Statement No. 140," of AU section 9336.01-.21, Using the Work
of a Specialist (AICPA, Professional Standards, vol. 1), provides guidance regarding the use of a legal specialist's
findings as audit evidence to support management's assertion that a transfer of financial assets meets the
legal isolation criterion of paragraph 9(a) of FASB Statement No. 140. The Auditing Interpretation addresses
when the use of a legal specialist's work may be appropriate; factors that should be considered in assessing
the adequacy of the legal response; and the use, as audit evidence, of legal responses that are restricted to
the client's use. The Interpretation includes the form of letter that adequately communicates permission for
the auditor to use the legal specialist's opinion for the purpose of evaluating management's assertion as well
as sample language that does not adequately communicate such permission.

.115 In December 2003, the AICPA issued SOP 03-3, Accounting for Certain Loans or Debt Securities Acquired
in a Transfer, which provides guidance on the proper accounting for loans acquired by purchase and in other
transfers (including used automobile retail sales contracts) that show evidence of deteriorating credit quality
since origination and for which it is probable, at acquisition, that the purchaser will be unable to collect all
contractually required payments receivable. The guidance generally precludes accretion (or recognition) of
purchase discount income when actual collections equal those that were expected when the loans were
acquired. Additionally, a valuation allowance is required when actual collections are less than those expected
at the time of acquisition. Only when actual cash flows exceed those that were expected at the time of
acquisition, can the finance company recognize such differences into income subject to certain limitations.
The ability to apply these rules is largely dependent on having reasonable expectations about the timing and
amount of cash flows that can be expected to be collected at the time the loans are acquired. Therefore, finance
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companies will need to perform more extensive financial analysis prior to acquiring the loans and more
accurately predict portfolio losses that will be expected over the remaining life of the portfolio.

.116 This accounting guidance applies when loans are acquired either by a related finance company (from
its affiliated dealership) or from unrelated dealer operators. This SOP only affects reported financial results
when the finance company reports separately from its related dealership, since transactions addressed by
the SOP are eliminated when reporting the combined results of the finance company and the related
dealership together. If applicable, this SOP must be applied prospectively in reporting financial results for
years beginning after December 15, 2004.

Pension Plans
.117 Many companies in a variety of industries have underfunded defined-benefit plans whereby the
obligations owed to retirees exceed the assets in the plans. These companies are faced with infusing large
amounts of cash into these plans to maintain legal requirements; as a result, many companies have opted to
terminate their pension plans. Management should continually monitor the key assumptions used in
measuring pension benefit obligations, returns on plan assets, and periodic service cost. Principal actuarial
assumptions include discount rates, participation rates, and factors affecting the amount and timing of future
benefit payments. FASB Statements No. 87 and No. 106, Employers' Accounting for Postretirement Benefits Other
Than Pensions, indicate that each assumption shall reflect the best estimate with respect to that individual
assumption on the applicable measurement date.
.118 When auditing accounting estimates, auditors should pay close attention to the underlying assump
tions used by management. AU section 342, Auditing Accounting Estimates (AICPA, Professional Standards,
vol. 1), provides guidance on obtaining and evaluating sufficient evidential matter to support significant
accounting estimates used in a client's financial statements. Practical guidance on auditing estimates is also
available in the AICPA Audit and Accounting Practice Aid Auditing Estimates and Other Soft Accounting
Information (product no. 010010kk).
.119 In addition, in December 2003, the FASB issued revised FASB Statement No. 132, Employers'
Disclosures about Pensions and Other Postretirement Benefits—an amendment of FASB Statements No. 87, 88, and
106. This FASB Statement applies only to defined-benefit pension plans and other postretirement benefit
plans, but does not apply to defined contribution or multiemployer plans. The FASB Statement requires
additional disclosures about pension plans and other postretirement benefits. Auditors should understand
the requirements of FASB Statement No. 132(R) to determine whether management has complied with those
requirements.

Employee Stock Options
.120 Certain auto dealerships issue stock options to their employees as part of their compensation. Issuing
equity instruments makes a lot of sense, partly because of the favorable accounting treatment and partly
because the use of equity conserves cash and generates capital.
.121 In reaction to increased scrutiny from the press, Congress, regulators, and others, the FASB issued
a revised standard, FASB Statement No. 123(R), in December 2004. The FASB Statement addresses the
accounting for employee stock options, and accounting for transactions in which a company incurs liabilities
that are based on the fair value of the company's equity instruments or that may be settled by issuing equity
instruments in exchange for employee services. The FASB Statement only affects employee stock options
and related liabilities; it does not affect the accounting for similar transactions involving parties other than
employees. It also does not affect the accounting for employee stock ownership plans (ESOPs), which are
subject to SOP 93-6, Employers' Accounting for Employee Stock Ownership Plans. Generally, the approach in the
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FASB Statement is similar to the approach described in FASB Statement No. 123, Accounting for Stock-Based
Compensation. However, the Statement requires all share-based payments to employees, including grants of
employee stock options, to be recognized in the income statement based on their fair values.
.122 The main purpose of this FASB Statement is to recognize the cost of employee services received in
exchange for equity instruments and related liabilities in an entity's financial statements. Key provisions of
the FASB Statement are as follows:
•

For public entities, the cost of employee services received in exchange for equity instruments is
measured using the fair value of those instruments on the grant date. The compensation cost is then
recognized over the requisite service period (usually the vesting period). Generally, no cost is
recognized if the equity instruments do not vest.

•

For public entities, the cost of employee services received in exchange for liabilities is initially
measured at the fair value of the liabilities, and then remeasured at each reporting date through the
settlement date. The pro rata change in the fair value of the liability during the requisite service period
is recognized over that period. After the requisite service period is complete, the change in fair value
is recognized in the financial statements in the period of the change.

•

On the grant date, the estimated fair value of employee stock options and similar instruments is
determined using options pricing models (unless observable market prices are available).

•

If an equity award is modified after the grant date, incremental compensation cost is recognized. This
amount is the difference between the fair value of the modified award and the fair value of the original
award immediately before the modification.

•

If the terms of employee share purchase plans are no more favorable than those available to all holders
of the same class of shares, and substantially all employees can participate on an equitable basis, those
plans are not considered compensatory.

•

Excess tax benefits, as defined by the FASB Statement, are treated as additional paid-in capital. Cash
retained as a result of those benefits is reported in the statement of cash flows as cash from financial
activities. The write-off of deferred tax assets as a result of unrealized tax benefits associated with
recognized compensation is reported as income tax expense.

•

The FASB Statement allows nonpublic companies to elect to use the intrinsic method to measure the
cost of employee stock options and similar instruments, as well as liability instruments. Public
companies may also use the intrinsic method if it is not reasonably possible to estimate grant-date
fair value.

•

The notes to the financial statements of all entities should include information that users need to
understand the nature of employee stock options and similar instruments and the effect of those
instruments on the financial statements.

.123 In April 2005, the SEC adopted a rule amending the compliance dates for FASB Statement No. 123(R).
The new rule does not change the accounting that the FASB Statement requires, but it does allow companies
more time to implement it. Originally, the deadline was the beginning of the first interim or annual period
after June 15, 2005, or December 15, 2005, for small business issuers. The SEC now requires implementation
no later than the beginning of the first fiscal year after those dates. For example, calendar year-end companies,
excluding small business issuers, do not have to comply with FASB Statement No. 123(R) until the first
quarter of 2006. However, companies with a June 30 year-end, excluding small business issuers, must comply
with the Statement's requirements beginning July 1, 2005.
.124 The SEC also issued Staff Accounting Bulletin (SAB) No. 107, Share-Based Payment, in April 2005, to
help public companies implement the provisions of FASB Statement No. 123(R). The SAB does not alter any
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conclusions in FASB Statement No. 123(R), but states that amounts represented in financial statements for
stock option expenses are highly judgmental estimates. For example, because the grant-date fair value
estimate required by FASB Statement No. 123(R) is not intended to predict the ultimate value realized by an
option holder, the staff will not object to reasonable fair value estimates made in good faith, even if
subsequent events indicate other estimates would have been more accurate. See the SEC Web site at
www.sec.gov/interps/account/sab!07.pdf for complete information.
.125 You should continue to follow the developments of this FASB Statement and discuss its implications
with your auto dealership clients if they issue stock options. For information on this FASB Statement and
other accounting standards issued subsequent to this Alert, please refer to the FASB Web site at
www.fasb.org. You may also look for announcements of newly issued standards in The CPA Letter and Journal
of Accountancy.

Disaster Recovery Resources
.126 In August 2005, Katrina devastated several states along the Gulf Coast of the United States, took
many lives, and caused considerable damage to entities. In its effort to provide financial reporting guidance
on accounting and disclosures of losses from natural disasters, AICPA staff identified certain accounting and
auditing issues and provided a road map to relevant accounting literature for use by the nongovernmental
entities that will assist preparers and practitioners. In addition, the AICPA issued three technical practice
aids that relate to Katrina and other natural disasters:
•

AICPA Technical Practice Aid 9070.05, "Consideration of Impact of Losses From Natural Disasters
Occurring After Completion of Audit Field Work and Signing of the Auditor's Report But Before
Issuance of the Auditor's Report and Related Financial Statements"

•

AICPA Technical Practice Aid 8345.01, "Audit Considerations When Client Evidence and Corrobo
rating Evidence in Support of the Financial Statements Has Been Destroyed by Fire, Flood, or Natural
Disaster"

•

AICPA Technical Practice Aid 8345.02, "Considerations When Audit Documentation Has Been
Destroyed by Fire, Flood, or Natural Disaster"

.127 In addition, the FASB noted that losses that resulted from the destruction of Hurricane Katrina are
not extraordinary events; therefore, dealerships affected by the hurricane will not be able to exclude costs
related to the hurricane when reporting their financial results. According to the FASB, "as tragic as hurricanes
and other natural disasters are for everyone affected, unfortunately every year many businesses across the
country are affected by these types of events and thus they do not represent an unusual and infrequent
occurrence to businesses or to insurers." Additional disaster recovery resources are available at
www.aicpa.org.

On the Horizon
.128 Auditors should keep abreast of auditing and accounting developments and upcoming guidance
that may affect their engagements. You should check the appropriate standard-setting Web sites (listed
below) for a complete picture of all accounting and auditing projects in progress. Presented below is brief
information about certain projects that are expected to result in final standards in the near future. Remember
that exposure drafts are nonauthoritative and cannot be used as a basis for changing GAAP or GAAS.

.129 The following table lists the various standard-setting bodies' Web sites, where information may be
obtained on outstanding exposure drafts, including downloading a copy of the exposure draft. These Web
sites contain much more in-depth information about proposed standards and other projects in the pipeline.
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Web Site
www.aicpa.org/members/div/auditstd/drafts.htm

www.aicpa.org/members/div/acctstd/edo/index.htm
www.fasb.org
www.gasb.org

www.aicpa.org/members/div / ethics/index.htm
www.pcaobus.org

Help Desk—The AICPA's standard-setting committees publish exposure drafts of pro
posed professional standards exclusively on the AICPA Web site. The AICPA will notify
interested parties by e-mail about new exposure drafts. To be added to the notification list
for all AICPA exposure drafts, send your e-mail address to memsat@aicpa.org. Indicate
"exposure draft e-mail list" in the subject header field to help process your submission more
efficiently. Include your full name, mailing address and, if known, your membership and
subscriber number in the message.

Auditing Pipeline—Nonpublic Companies
.130 The standards discussed in this section would not apply to the audits of public companies. Readers
should keep abreast of the status of the following projects and projected exposure drafts, inasmuch as they
will substantially affect the audit process. More information can be obtained on the AICPA's Web site at
www.aicpa.org.

Eight Statements on Auditing Standards Related to Audit Risk
.131 In October 2005, the AICPA's ASB voted to ballot eight new Statements on Auditing Standards
(SASs) relating to the auditor's risk assessment process. One open item, dealing with materiality, is yet to be
resolved. The ASB believes that the requirements and guidance provided in the SASs would result in a
substantial change in audit practice and in more effective audits. The primary objective of the SASs is to
enhance auditors' application of the audit risk model in practice by requiring:
•

More in-depth understanding of the entity and its environment, including its internal control, to
identify the risks of material misstatement in the financial statements and what the entity is doing to
mitigate them.

•

More rigorous assessment of the risks of material misstatement of the financial statements based on
that understanding.

•

Improved linkage between the assessed risks and the nature, timing, and extent of audit procedures
performed in response to those risks.

.132 The eight SASs consist of:
•

Amendment to "Due Professional Care in the Performance of Work," of Statement on Auditing Standards No.
1, Codification of Auditing Standards and Procedures

•

Amendment to Statement on Auditing Standards No. 95, Generally Accepted Auditing Standards

•

Audit Evidence
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•

Audit Risk and Materiality in Conducting an Audit

•

Planning and Supervision

•

Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement

•

Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit Evidence Obtained

•

Amendment to Statement on Auditing Standards No. 39, Audit Sampling

.133 The SASs establish standards and provide guidance concerning the auditor's assessment of the risks
of material misstatement in a financial statement audit, and the design and performance of audit procedures
whose nature, timing, and extent are responsive to the assessed risks. In addition, the SASs establish
standards and provide guidance on planning and supervision, the nature of audit evidence, and evaluating
whether the audit evidence obtained affords a reasonable basis for an opinion regarding the financial
statements under audit.

Proposed SAS, Communication of Internal Control Related Matters Noted in an Audit
.134 This proposed SAS will supersede SAS No. 60, Communication of Internal Control Related Matters Noted
in an Audit (AICPA, Professional Standards, vol. 1, AU sec. 325), and significantly strengthen the quality of
auditor communications of such matters in audits of nonpublic companies. Readers should be alert for the
issuance of a final standard in the first quarter of 2006.

SAS, Audit Documentation
.135 In October 2005, the ASB voted out this new SAS that will supersede SAS No. 96 of the same name
(AICPA, Professional Standards, vol. 1, AU sec. 339), and establish standards and provide guidance to an
auditor of a nonissuer on audit documentation for audits of financial statements or other financial informa
tion being reported on. In developing this SAS, the ASB considered the documentation requirements of
PCAOB Auditing Standard No. 3, Audit Documentation; the International Auditing and Assurance Standards
Board's exposure draft, ISA 230, Audit Documentation, issued in September 2004; suggestions received from
the National Association of State Boards of Accountancy; and Government Auditing Standards (GAS, also
referred to as the Yellow Book) issued by the Comptroller General of the United States.
.136 In addition to the SAS, the ASB voted out amendments to SAS No. 1, section 530, Dating of the
Independent Auditor's Report (AICPA, Professional Standards, vol. 1, AU sec. 530.01 and .05). The amendment
requires that the auditor's report not be dated earlier than the date on which the auditor has obtained
sufficient competent audit evidence to support the opinion on the financial statements. The ASB also voted
out an amendment to SAS No. 95, Generally Accepted Auditing Standards (AICPA, Professional Standards, vol.
1, AU sec. 150.05). The amendment adds a requirement for the auditor to document his or her justification
for a departure from the SASs in the working papers.

SAS, Defining Professional Requirements in Statements on Auditing Standards, and

Statement on Standards for Attestation Engagements, Defining Professional
Requirements in Statements on Standards for Attestation Engagements
.137 In October 2005, the ASB voted out a SAS entitled Defining Professional Requirements in Statements on
Auditing Standards and a Statement on Standards for Attestation Engagements (SSAE) entitled Defining
Professional Requirements in Statements on Standards for Attestation Engagements. The SAS and SSAE define the
terminology the ASB will use to describe the degrees of responsibility that the requirements impose on the
auditor or the practitioner.
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Proposed SSAE, Reporting on an Entity's Internal Control Over Financial Reporting
.138 This proposed SSAE establishes standards and provides guidance to the practitioner who is engaged
to issue or does issue an examination report on the effectiveness of an entity's internal control over financial
reporting as of a point in time (or on an assertion thereon). Specifically, guidance is provided regarding the
following:
•

Conditions that must be met for a practitioner to accept an engagement to examine the effectiveness
of an entity's internal control and the prohibition of acceptance of an engagement to review such
subject matter

•

Engagements to examine the design and operating effectiveness of an entity's internal control

•

Engagements to examine the design and operating effectiveness of a portion of an entity's internal
control (for example, internal control over financial reporting of an entity's operating division or its
accounts receivable)

•

Engagements to examine only the suitability of design of an entity's internal control (no assertion is
made about the operating effectiveness of internal control)

•

Engagements to examine the design and operating effectiveness of an entity's internal control based
on criteria established by a regulatory agency

.139 Readers should be alert for the issuance of a final standard in the fourth quarter of 2005.

Amendment to SAS No. 69, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles, for Nongovernmental Entities
.140 The ASB has issued an exposure draft introducing a proposed SAS entitled Amendment to Statement
on Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With Generally Accepted Accounting
Principles, for Nongovernmental Entities. This proposed SAS, which applies only to nongovernmental entities,
has been issued in response to the FASB's proposed Statement of Financial Accounting Standards entitled
The Hierarchy of Generally Accepted Accounting Principles. The FASB proposal moves responsibility for the
GAAP hierarchy for nongovernmental entities from the auditing literature (SAS No. 69) to the accounting
literature. The proposed SAS deletes the GAAP hierarchy for nongovernmental entities from SAS No. 69.
The ASB decided to coordinate the provisions and effective date of this exposure draft with the FASB
proposed statement, which can be obtained at www.fasb.org.
Auditing Pipeline—Public Companies

PCAOB Auditing Standard No. 4, Reporting on Whether a Previously Reported Material
Weakness Continues to Exist
.141 In July 2005, the PCAOB adopted a standard that applies when auditors report on the elimination
of a material weakness in a company's internal control over financial reporting. The standard establishes a
voluntary stand-alone engagement that would be performed at the company's request. This standard
facilitates implementation of the requirements of Section 404 of the Act and provides for additional assurance
regarding the reliability of public company financial reporting. The standard will not take effect unless
approved by the SEC.

PCAOB Ethics and Independence Rules Concerning Independence, Tax Services, and
Contingent Fees
.142 In July 2005, the PCAOB adopted certain ethics and independence rules addressing tax services,
contingent fees, and certain related general ethics and independence standards. The rules further strengthen
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the auditor's responsibilities in connection with seeking audit committee pre-approval of tax services. The
rules also treat registered public accounting firms as not independent of their audit clients if they (1) enter
into contingent fee arrangements with those clients, (2) provide services related to marketing, planning, or
opining in favor of a confidential transaction's tax treatment or a tax treatment on a transaction that is based
on aggressive interpretation of tax laws, or (3) provide tax services to members of management who serve
in financial reporting oversight roles at an audit client or to immediate family members of such person. The
rules also include a general obligation requiring a registered public accounting firm to be independent of the
firm's audit clients throughout the audit and professional engagement period. The rules will not take effect
unless approved by the SEC.

Accounting Pipeline

Proposed FASB Statement, The Hierarchy of Generally Accepted Accounting Principles
.143 This proposed FASB Statement would identify the sources of accounting principles and the frame
work for selecting the principles to be used in the preparation of financial statements of nongovernmental
companies that are presented in conformity with U.S. GAAP (or the GAAP hierarchy). The GAAP hierarchy
is currently presented in AICPA Statement on Auditing Standards No. 69. However, the FASB believes that
the GAAP hierarchy should be directed specifically to companies because it is the company, not the auditor,
who is responsible for selecting its accounting principles for financial statements. Accordingly, the FASB
concluded that the GAAP hierarchy should reside in the accounting literature established by the FASB. The
FASB decided to carry forward the GAAP hierarchy as set forth in SAS No. 69, subject to certain modifica
tions. The proposed FASB Statement would be effective for fiscal periods beginning after September 15,2005.
Readers should be alert for the issuance of a final FASB Statement, which is expected in the third quarter of
2005.

Proposed FASB Statements, Business Combinations, and Consolidated
Financial Statements, Including Accounting and Reporting of Noncontrolling
Interests in Subsidiaries
.144 In these proposed FASB Statements, the Board plans to revise the existing guidance on the applica
tion of the purchase method. The following are among the main proposals:

1.

That all acquisitions of businesses be measured at the fair value of the business acquired.

2. That substantially all of the assets acquired and liabilities assumed of the acquired business be
recognized and measured at their fair values at the acquisition date.
3. That entities that follow U.S. GAAP and international standards apply substantially the same
accounting requirements for their business combinations.
.145 Issuance of the exposure drafts on business combinations—purchase method procedures and
noncontrolling interests are expected in mid-2005. The FASB's goal is to issue the two final Standards in the
third quarter of 2006. The target effective date for the two proposed FASB Statements is for fiscal years
beginning on or after December 15, 2006.

Proposed FASB Statements, Accounting for Transfers of Financial Assets, Accounting for
Servicing of Financial Assets, and Accounting for Certain Hybrid Financial Instruments
.146 The exposure draft, Accounting for Transfers of Financial Assets, is a revision of a June 2003 exposure
draft, Qualifying Special-Purpose Entities and Isolation of Transferred Assets, and would amend FASB Statement
No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities. The proposed
FASB Statement seeks to (1) clearly specify the circumstances that require the use of a qualifying special-pur
pose entity (SPE) in order to derecognize all or a portion of financial assets, (2) provide additional guidance
AICPA Audit and Accounting Manual
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on permitted activities of qualifying SPEs, (3) eliminate the prohibition on a qualifying SPE's ability to hold
passive derivative financial instruments that pertain to beneficial interests held by a transferor, and (4) revise
the initial measurement of interests related to transferred financial assets held by a transferor. The effective
dates associated with this proposed FASB Statement vary; refer to the exposure draft for further information.
.147 The exposure draft, Accounting for Servicing of Financial Assets, would also amend FASB Statement
No. 140. The proposed FASB Statement would (1) require all separately recognized servicing rights to be
initially measured at fair value, if practicable, (2) permit an entity to choose between two measurement
methods for each class of separately recognized servicing assets and liabilities, and (3) require additional
disclosures for all separately recognized servicing rights. The proposed FASB Statement would be effective
for transactions occurring in the earlier of the first fiscal year beginning after December 15, 2005, or fiscal
years that begin during the fiscal quarter in which the FASB Statement is issued.

.148 The proposed FASB Statement, Accounting for Certain Hybrid Financial Instruments, would amend
FASB Statement No. 140, and FASB Statement No. 133, Accounting for Derivative Instruments and Hedging
Activities. Specifically, the proposed FASB Statement would:
1. Permit fair value remeasurement for any hybrid financial instrument that contains an embedded
derivative that otherwise would require bifurcation.
2. Clarify which interest-only strips and principal-only strips are not subject to the requirements of
FASB Statement No. 133.

3. Establish a requirement to evaluate beneficial interests in securitized financial assets to identify
interests that are freestanding derivatives or that are hybrid financial instruments that contain an
embedded derivative requiring bifurcation.
4. Clarify that concentrations of credit risk in the form of subordination are not embedded derivatives.

5. Eliminate restrictions on a qualifying SPE's ability to hold passive derivative financial instruments
that pertain to beneficial interests that are themselves or that contain a derivative financial instru
ment.

The proposed FASB Statement would be effective after the earlier of fiscal years beginning after December
15, 2005, or fiscal years that begin during the fiscal quarter in which the FASB Statement is issued.
.149 Readers should be alert for the issuance of final FASB Statements, which are expected in the first
quarter of 2006. See the FASB Web site at www.fasb.org for complete information.

Proposed FASB Statement, Fair Value Measurements
.150 In June 2004, the FASB published an exposure draft of a proposed FASB Statement, Fair Value
Measurements, which seeks to establish a framework for measuring fair value that would apply broadly to
financial and nonfinancial assets and liabilities, improving the consistency, comparability, and reliability of
the measurements. The fair value framework would clarify the fair value measurement objective and its
application under authoritative pronouncements that require fair value measurements. The exposure draft
would replace any current guidance for measuring fair value in those pronouncements and would expand
current disclosures. Readers should be alert for the issuance of a final FASB Statement, which is expected in
the first quarter of 2006. Refer to the FASB Web site at www.fasb.org for complete information.

Proposed FASB Statement, Earnings per Share—an amendment of FASB Statement No. 128
.151 This proposed FASB Statement would amend the computations guidance in FASB Statement No.
128, Earnings per Share, for calculating the number of incremental shares included in diluted shares when
applying the Treasury stock method. Also, this proposed FASB Statement would eliminate the provisions
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of FASB Statement No. 128 that allow an entity to rebut the presumption that contracts with the option of
settling in either cash or stock will be settled in stock. In addition, this proposed FASB Statement would
require that shares that will be issued upon the mandatory conversion of a convertible security be included
in the weighted-average number of ordinary shares outstanding used in computing basic earnings per share
from the date when conversion becomes mandatory. Readers should be alert for the issuance of a final FASB
Statement, which is expected to be released in the third quarter of 2005.

Proposed FASB Interpretation, Accounting for Uncertain Tax Positions
.152 In July 2005, the FASB published an exposure draft of a proposed FASB Interpretation, Accounting
for Uncertain Tax Positions, which seeks to reduce the significant diversity in practice associated with
recognition and measurement in the accounting for income taxes. It would apply to all tax positions
accounted for in accordance with FASB Statement No. 109, Accounting for Income Taxes. Specifically, the
exposure draft requires that a tax position meet a probable recognition threshold for the benefit of the uncertain
tax position to be recognized in the financial statements. This threshold is to be met assuming that the tax
authorities will examine the uncertain tax position. The exposure draft also contains guidance with respect
to the measurement of the benefit that is recognized for an uncertain tax position when that benefit should
be derecognized and other matters. The effective date of the proposed FASB Interpretation would be as of
the end of the first fiscal year ending after December 15, 2005. A final FASB Interpretation is expected to be
released in the fourth quarter of 2005.

Proposed FASB EITF Issues
.153 Numerous open issues are under deliberation by the EITF. Readers should visit the FASB Web site
at www.fasb.org/eitf/agenda.shtml for complete information.

Proposed FASB Staff Positions
.154 A number of proposed FASB Staff Positions are in progress addressing issues related to FASB
Statements No. 13, No. 123(R), and No. 140, and FASB Interpretation No. 45, Guarantor's Accounting and
Disclosure Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others. Readers should
visit the FASB Web site at www.fasb.org/fasb_staff_positions/proposed_fsp.shtml for complete informa
tion.

AICPA Resource Central
.155 The following publications deliver valuable guidance and practical assistance as potent tools to be
used on your auto dealership engagements (product numbers appear in parentheses).
•

Audit Guide Auditing Derivative Instruments, Hedging Activities and Investments in Securities (012523kk)

•

Audit Guide Auditing Revenue in Certain Industries (012515kk)

•

Audit Guide Audit Sampling (012530kk)

•

Audit Guide Analytical Procedures (012555kk)

•

Accounting Trends & Techniques—2005 (009897kk)

•

Practice Aid Preparing and Reporting on Cash- and Tax-Basis Financial Statements (006701kk)

Audit and Accounting Manual
.156 The Audit and Accounting Manual (product no. 005135kk) is a valuable nonauthoritative practice tool
designed to provide assistance for audit, review, and compilation engagements. The Manual contains
numerous practice aids, samples, and illustrations, including audit programs, auditors' reports, checklists,
engagement letters, management representation letters, and confirmation letters.
AICPA Audit and Accounting Manual
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AICPA reSOURCE: Online Accounting and Auditing Literature
.157 Get access—anytime, anywhere-—to the AICPA's latest Professional Standards, Technical Practice Aids,
Audit and Accounting Guides (more than 20), Audit Risk Alerts (more than 15), and Accounting Trends &
Techniques. To subscribe to this essential online service for accounting professionals, go to cpa2biz.com.

Educational Courses
.158 The AICPA has developed a number of continuing professional education (CPE) courses that are
valuable to CPAs working in the auto dealership industry. Those courses include (product numbers are in
parentheses):
•

AICPA's Annual Accounting and Auditing Update Workshop (2005 edition) (736181kk, text; 187189kk,
DVD; 187089kk, video). Whether you are in industry or public practice, this course keeps you current
and informed and shows you how to apply the most recent standards.

•

Dealerships: Accounting, Auditing & Tax (product no. 731204kk). This course is valuable to CPAs
working in the automobile dealership industry.

•

The AICPA's Guide to Business Consolidations, Goodwill, and Other Consolidation Issues (735129kk). Learn
how FASB Statements No. 141 and No. 142. have changed the rules for business combinations and
goodwill accounting.

Online CPE
.159 AICPA InfoBytes, offered exclusively through CPA2Biz.com, is AICPA's flagship online learning
product. Selected as one of Accounting Today's top 100 products for 2003, AICPA InfoBytes now offers a free
trial subscription to the entire product for up to 30 days. AICPA members pay $149 ($369 nonmembers) for
a new subscription and $119 ($319 nonmembers) for the annual renewal. Divided into one- and two-credit
courses that are available 24/7, AICPA InfoBytes offers hundreds of hours of learning in a wide variety of
topics. To register or learn more, visit www.cpa2biz.com/infobytes.

CPE CD-ROM
.160 The Practitioner's Update (product no. 7381l0kk) CD-ROM helps you keep on top of the latest
standards. Issued twice a year, this cutting-edge course focuses primarily on new pronouncements that will
become effective during the upcoming audit cycle.

Member Satisfaction Center
.161 To order AICPA products, receive information about AICPA activities, and find help on your
membership questions, call the AICPA Service Operations Center at (888) 777-7077.

Technical Hotline and Ethics Hotline
.162 Do you have a complex technical question about GAAP; other comprehensive bases of accounting
(OCBOA); accounting, auditing, or compilation engagements; review engagements; or other technical
matters? If so, use the AICPA's Accounting and Auditing Technical Hotline. AICPA staff will research your
question and call you back with their answer. You can reach the Technical Hotline at (888) 777-7077.
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.163 In addition to the Technical Hotline, the AICPA also offers an Ethics Hotline. Members of the
AICPA's Professional Ethics Team answer inquiries concerning independence and other behavioral issues
related to the application of the AICPA Code of Professional Conduct. You can reach the Ethics Hotline at
(888) 777-7077.

Conferences
.164 Each fall the AICPA sponsors a National Auto Dealership Conference that is specifically designed
to update auditors and dealers on significant accounting, auditing, legal, financial, and tax developments
affecting the auto dealership industry. Information on the conference may be obtained on the CPA2Biz Web
site at www.cpa2biz.com.

Web Sites6

AICPA Online and CPA2Biz
.165 AICPA Online, at www.aicpa.org, informs you of developments in the accounting and auditing
world as well as developments in congressional and political affairs affecting CPAs. In addition, cpa2biz.com
offers you all the latest AICPA products, including more than 15 Audit Risk Alerts, more than 20 Audit and
Accounting Guides, the professional standards, and CPE courses.

.166 This Audit Risk Alert replaces Auto Dealership Industry Developments—2003/04. As you encounter
audit or industry issues that you believe warrant discussion in next year's Alert, please feel free to share them
with us. Any other comments that you have about the Alert would also be appreciated. You may e-mail these
comments to kglupe@aicpa.org or write to:

Karin Glupe
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881

6 Additional helpful Web sites are presented in Appendix A.
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Appendix A—Helpful Web Sites
Here are some useful Web sites that may provide valuable information as you plan your client engage
ments. In addition to these Web sites, be sure to review those listed in the "On the Horizon" section of this
Alert.

General Web Sites of Interest
Name of Site

Content

Internet Address

American Institute of CPAs

Summaries of recent auditing and
other professional standards as
well as other AICPA activities

www.aicpa.org

Financial Accounting
Standards Board

Summaries of recent accounting
pronouncements and other FASB
activities

www.fasb.org

The Electronic Accountant

World Wide Web magazine that
features up-to-the-minute news
for accountants

www.electronicaccountant.com

AuditNet

Electronic communications
among audit professionals

www.auditnet.org

CPAnet

Links to other Web sites of
interest to CPAs

www.cpalinks.com/

Accountant's Home Page

Resources for accountants and
financial and business
professionals

www.computercpa.com/

Double Entries

A weekly newsletter on
accounting and auditing around
the world

www.accountingeducation.com

U.S. Tax Code Online

A complete text of the U.S. Tax
Code

www.fourmilab.ch/ustax/
ustax.html

Federal Reserve Bank of
New York

Key interest rates

www.ny.frb.org/pihome/
statistics/ dlyrates

Cybersolve

Online financial calculators, such
as ratio and breakeven analysis

www.cybersolve.com/
toolsl.html

FedWorld. Gov

U.S. Department of Commercesponsored site providing access
to government publications

www.fedworld.gov

Hoovers Online

Online information on various
companies and industries

www.hoovers.com

Vision Project

Information on the profession's
Vision project

www.cpavision.org/horizon

Governmental Accounting
Standards Board

Summaries of recent accounting
pronouncements and other GASB
activities

www.gasb.org

(continued)
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Name of Site

Content

Internet Address

National Automobile
Dealers Association

The National Automobile Dealers
Association (NADA) is a not-forprofit organization promoting the
interests of franchised new car
and truck dealers in the United
States. The NADA publishes
economic newsletters, a monthly
magazine, used car valuation
guides, and other information on
various aspects of dealerships.

www.nada.org

American International Auto
Dealers Association

The American International Auto
Dealers Association (AIADA) is
an organization promoting the
interests of foreign franchises.

www.aiada.org
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Appendix B—Fraud Risk Factors
AU section 316, Consideration of Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1),
provides fraud risk factor examples that have been written to apply to most enterprises. Remember that
fraud risk factors are only one of several sources of information you consider when identifying and assessing
risk of material misstatement due to fraud. Some examples of fraud risk factors that may exist in the auto
dealership industry include the following:
•

Fraudulent financial reporting, including:

— A high degree of competition or market saturation, accompanied by declining margins
— High vulnerability to rapid changes, such as changes in technology, product obsolescence, or
interest rates

— Significant declines in customer demand and increasing business failures in either the industry
or overall economy
— The vehicles produced by the manufacturer have been poorly received for the last few years
— Significant financial interests in the entity
— Personal guarantees of debts of the entity

— There is excessive pressure on management or operating personnel to meet financial targets set
up by the board of directors or management, including sales or profitability incentive goals
— Domination of management by a single person or small group (in a nonowner-managed
business) without compensating controls

— Nonfinancial management's excessive participation in or preoccupation with the selection of
accounting principles or the determination of significant estimates
— An interest by management in employing inappropriate means to minimize reported earnings
for tax-motivated reasons
•

Misappropriation of assets, including:
— Large amounts of cash on hand or processed (often customers will pay for vehicles or parts with
cash or other bearer instruments).
— Inventory items that are small in size, of high value, or in high demand (vehicles and parts have
value in a secondary market).
— Inadequate segregation of duties or independent checks (used vehicle inventory count performed
by the used vehicle manager).

— Inadequate physical safeguards over cash, investments, inventory, or fixed assets (infrequent
counting of used vehicle inventory).
In identifying risks of material misstatement due to fraud, it is helpful to consider the information that has
been gathered in accordance with the requirements of AU sections 316.19-.34. Your identification of fraud
risks may be influenced by characteristics such as the size, complexity, and ownership attributes of the entity.
In addition, you should evaluate whether identified risks of material misstatement due to fraud can be related
to specific financial-statement account balances or classes of transactions and related assertions, or whether
they relate more pervasively to the financial statements as a whole. Certain accounts, classes of transactions,
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and assertions that have high inherent risk because they involve a high degree of management judgment
and subjectivity also may present risks of material misstatement due to fraud because they are susceptible
to manipulation by management.
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This Audit Risk Alert is intended to provide auditors who perform audits under Government Auditing
Standards or Office of Management and Budget (OMB) Circular A-133, Audits of States, Local
Governments, and Non-Profit Organizations, with an overview of recent industry, legislative, regulatory,
and other professional developments that may affect those audits.
This publication is an Other Auditing Publication as defined in AU section 150, Generally Accepted
Auditing Standards (AICPA, Professional Standards). Other Auditing Publications have no authoritative
status; however, they may help the auditor understand and apply Statements on Auditing Standards.

If you as an auditor apply the auditing guidance included in an Other Auditing Publication, you
should be satisfied that, in your judgment, it is both appropriate and relevant to the circumstances of
your audit. The auditing guidance in this document has been reviewed by the AICPA Audit and Attest
Standards staff and published by the AICPA and is presumed to be appropriate. This document has
not been approved, disapproved, or otherwise acted on by a senior technical committee of the AICPA.
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Purpose and Timing of This Alert
.01 This Alert is intended to describe changes and updates that are important for you to know if you
perform audits under (1) Government Auditing Standards (GAS, also known as the Yellow Book) issued by the
Government Accountability Office (GAO) or (2) Office of Management and Budget (OMB) Circular A-133,
Audits of States, Local Governments, and Non-Profit Organizations (Circular A-133). It also is intended to alert
you to risks in performing Yellow Book and Circular A-133 audits and to direct you to sources of information
to address those risks.

.02 In preparing this Alert, we have assumed that you have some basic knowledge about audits
performed under the Single Audit Act Amendments of 1996 (the Single Audit Act) (Public Law [P.L] 104-156,
AICPA Audit and Accounting Manual
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July 5,1996), Circular A-133, and GAS. If you have not performed one of these audits recently, or are new to
the area, you may want to refer to the AICPA Audit Guide Government Auditing Standards and Circular
A-133 Audits (GAS/A-133 Guide) and the Web site of the AICPA Governmental Audit Quality Center
(www.aicpa.org/GAQC) for more comprehensive guidance.

Industry Developments
Requirements Continue to Change
.03 Those of you who perform GAS or Circular A-133 audits recognize that in this field, the requirements
are complex and change frequently. During the past year, there were fewer changes than in previous years.
The changes since the 2005 Alert are summarized here.
•

The OMB issued a revision to the Circular A-133 Compliance Supplement (Compliance Supplement) in
April 2006.

•

The GAO, OMB, and other federal agencies, as well as the AICPA, provided guidance to auditees
and auditors that were affected by natural disasters, including Hurricanes Katrina and Rita, and in
some cases provided waivers of certain requirements.

. 04 Other recent and upcoming events that may affect your current or future audits, and that are
discussed in this Alert, include:
•

The AICPA Auditing Standards Board (ASB) adopted changes to the terminology the ASB will use
to describe the degrees of responsibility that the requirements impose on the auditor or the practi
tioner and revised its standards for audit documentation and dating the auditor's report.

•

The ASB has issued changes to generally accepted auditing standards (GAAS) that will result in
substantial changes in audit practice through enhanced application of the audit risk model.

•

The ASB issued a new auditing standard on communicating internal control matters that will be
effective for December 31,2006, year-end audits that will likely have significant implications for both
Yellow Book and single audits.

•

The GAO is expected to issue a comprehensive revision to GAS before the end of 2006.

•

The Department of Housing and Urban Development (HUD) is working to revise its Consolidated
Audit Guide for Audits of HUD Programs.

.05 You should be aware of the various requirements for GAS and Circular A-133 audits, as well as the
effects of the changes described here on the audits you perform. It also might be an appropriate time to
consider a few extra educational courses. Appendix B, "Research Tools, Aids, and Other Resources," lists
relevant courses offered by the AICPA. Further, you and other members of the engagement team may want
to become familiar with and gain access to the many forms of guidance that are available (for example, the
most current GAS/A-133 Guide, GAS, Circular A-133, and Compliance Supplement). Key members of the team
may also want to read this Alert.

Audit Quality Continues to Be a Concern
.06 From the standpoint of the federal user, audits conducted under Circular A-133 are a key account
ability mechanism for the expenditure of taxpayer dollars. Consequently, audit quality continues to be an
area of utmost importance. Both peer reviews and AICPA Professional Ethics Division (PED) investigations
of audit organizations continue to indicate that there are problems in the GAS and Circular A-133 audits they
are reviewing. Federal Offices of Inspectors General (OIGs) have found problems based on their reviews of
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Circular A-133 audits that are consistent with those found by the AICPA. As a result, the OIGs have reviewed
a national statistical sample of audits conducted under GAS and Circular A-133 and plan to report on their
findings in December 2006. Their objective in performing those reviews is to be able to identify how extensive
the audit quality problems may be. That review is described herein in the section entitled "National Statistical
Sample of Audit Quality."
.07 You should keep these quality concerns in mind as you prepare for and perform your GAS and
Circular A-133 audits this year and you should consider taking steps to avoid recurring common failures.
See the section of this Alert entitled "Adherence to Professional Standards and Requirements."

Regulatory, Legislative, and Other Developments
.08 This section sets forth some recent changes to relevant regulatory, legislative, and other guidance
affecting GAS and Circular A-133 audits.

Importance of the OMB Circular A-133 Compliance Supplement
.09 The Circular A-133 Compliance Supplement, issued annually by OMB, identifies existing important
compliance requirements that the federal government expects to be considered as part of an audit required
by the Single Audit Act. For the programs it includes, the Compliance Supplement provides you with a source
of information to understand the federal program's objectives, procedures, and compliance requirements
relevant to the audit, as well as the audit objectives and suggested audit procedures for determining
compliance with these requirements. For programs not listed in the Compliance Supplement, you should follow
its Part 7, "Guidance for Auditing Programs Not Included in This Compliance Supplement," which instructs
you to use the types of compliance requirements contained in the Compliance Supplement as guidance for
identifying the types of compliance requirements to test, and to determine the requirements governing the
federal program by reviewing the provisions of contracts and grant agreements and the laws and regulations
referred to in such contracts and grant agreements.

Help Desk—The 2006 Compliance Supplement and two previous years' versions can be found
on the OMB Web site at www.whitehouse.gov/omb/circulars/index.html.

2006 Compliance Supplement
.10 The OMB issued the 2006 Compliance Supplement in April 2006. Unlike the 2005 Compliance Supplement,
the 2006 Compliance Supplement was issued in its entirety. The 2006 Compliance Supplement is effective for
audits of fiscal years beginning after June 30,2005, and supersedes the Compliance Supplement issued in March
2004 and updated in May 2005.
.11 Appendix V of the Supplement, "List of Changes for the 2006 Compliance Supplement," is a key piece
of information to identify all of the changes the OMB is making to the Supplement.

.12 Some of the more significant changes in the 2006 Compliance Supplement include the following:
•

Four new programs were added as follows:

a.

Catalog of Federal Domestic Assistance (CFDA) 84.938, Hurricane Education Recovery Act
Programs.

b.

CFDA 93.776, Hurricane Katrina Relief Program (added to the Medicaid Cluster).

c.

CFDA 93.794, Reimbursement of State Costs for Provision of Part D Drugs.

d.

CFDA 98.008, Food for Peace Emergency Program (added to form Foreign Donation Cluster with
CFDA 98.007).
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Two programs were deleted as follows:
a.

CFDA 17.253, Welfare-to-Work Grants to States and Localities.

b.

CFDA 93.108, Health Education Assistance Loans (HEAL).

•

Part 2, "Matrix of Compliance Requirements," was revised to add and remove programs to make the
matrix consistent with the table of contents and Part 4, "Agency Program Requirements."

•

A revision to Part 3, "Compliance Requirements," was made to reflect the transfer of various federal
cost principles, OMB Circular A-110, Uniform Administrative Requirements for Grants and Agreements
With Institutions of Higher Education, Hospitals, and Other Non-Profit Organizations, and guidance on
nonprocurement debarment and suspension to Title 2 of the Code of Federal Regulations (CFR).
Although OMB accomplished this transfer within the CFR, you should be aware that agencies may
not have completed the transfer within their own guidance. In the revised Part 3, for example, OMB
cautions that even though OMB has reissued its debarment and suspension guidance in 2 CFR part
180, that guidance has not yet been adopted by the various federal agencies. Pending that adoption,
agency implementations of the Common Rule remain in effect. See related discussion in the following
section of this Alert entitled "OMB Grant Streamlining Process."

•

Part 3.D was also updated to indicate that the auditor should consult Appendix VI for a waiver of
Davis-Bacon requirements as a result of Hurricane Katrina (see the discussion of Appendix VI later
in this Alert), and Part 3.1 was updated to more clearly state the requirements of the Common Rule,
which was effective November 26, 2003.

•

In Part 4, changes were made to CFDA numbers in the following series: 10 (Agriculture), 11
(Commerce), 12 (Defense), 14 (HUD), 17 (Labor), 20 (Transportation), 21 (Treasury), 45 (National
Endowment for the Humanities), 81 (Energy), 84 (Education), 93 (Health and Human Services), 97
(Homeland Security), and 98 (USAID). (A full revised text of these changes is provided on the OMB
Web site for these programs.) Some of the more significant changes include:
— Revisions to CFDA 11.300 and 11.307 as a result of regulatory and legislative changes.

— Revision to the Department of Education cross-cutting section (CFDA 84.000) to add CFDA
84.938 to the list, as well as numerous other revisions.
— A modification to the Department of Homeland Security (DHS) CFDA 97.067 to, among other
things, specify that Emergency Management Performance Grants are no longer part of this
cluster.
— Revisions to numerous other programs relating to the federal agencies previously cited, to either
add new guidance, remove outdated guidance, make clarifications, or to add a new section titled
"Other Information" to direct the auditors attention to Appendix VI, "Waivers and Special
Provisions," for information on Hurricane Katrina and Rita waivers or other hurricane-related
special provisions (see the discussion later in this Alert).
•

In Part 5, "Clusters of Programs," the OMB has added to the compliance requirements and suggested
audit procedures for the Research and Development (R&D) cluster of programs to draw the auditor's
attention to areas of vulnerability and has deleted the Health Education Assistance Loan Program
from the Student Financial Assistance cluster of programs. If you audit R&D clusters, you should be
aware that the Supplement in Part 5 states that recent audits and qui tam cases have highlighted
vulnerabilities in that cluster. Part 5 indicates that the auditor should give particular attention to
salaries and wages, reporting documentation, facilities and administrative rates, and cost transfers.
Further, the Student Financial Assistance cluster was updated (including the deletion of the Health
Education Assistance Loan Program from the cluster), the Medicaid cluster was expanded, a new
Foreign Food Donation cluster was added, and the Consolidated Health Centers cluster was deleted.

•

In Appendix VI, "Waivers and Special Provisions Guidance Related to Hurricanes Katrina and Rita,"
was added, to provide information related to these natural disasters. The section of this Alert entitled
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"Effect of Hurricanes Katrina and Rita" describes this guidance. This section includes all the programs
with special provisions/ waivers due to hurricanes Katrina and Rita. It contains all affected programs
whether or not they are included in Part 4 of the Compliance Supplement. The appendix has a listing
of the programs and for each program, the special provisions are described, along with the particular
sections affected if they are included in Part 4. Also, cross-references are included in Part 4 to this
Appendix for the major programs.

OMB Grant Streamlining Process
.13 The simplification of federal grants management that was mandated by the Federal Financial
Assistance Management Improvement Act of 1999, P.L. 106-107, which is contained in www.whitehouse,
gov/omb/grants/reform.html, has the following objectives:
•

To improve the effectiveness and performance of federal grant programs.

•

To simplify grant application and reporting requirements.

•

To improve the delivery of services to the public.

•

To facilitate greater coordination among those responsible for delivering such services.

.14 The most likely aspect of the current streamlining effort to affect your Circular A-133 audits is the
movement of the cost principles and other policy guidance to one location in the CFR. In May 2004, OMB
established Title 2 of the CFR with two Subtitles [69 FR 26276]. Subtitle A, Government-wide Grants and
Agreements, is intended to contain OMB policy guidance to federal agencies on grants and agreements, and
Subtitle B, Federal Agency Regulations for Grants and Agreements, is intended to contain federal agencies'
regulatory implementation of the OMB policy guidance. In a Federal Register Notice dated August 31, 2005
(which can be accessed on the OMB Web site at www.whitehouse.gov/omb/fedreg/2005/083105_grants__
policy.pdf), OMB announced that it had started the first phase of this process by moving certain of its policy
guidance into Title 2 CFR, Subtitle A, Chapter II, parts 215 (OMB Circular A-21, Cost Principles for Educational
Institutions), 220 (OMB Circular A-87, Cost Principles for State, Local, and Indian Tribal Government), and 225
(OMB Circular A-122, Cost Principles for Non-Profit-Organizations). Web locations for each OMB Cost Principle
are as follows:

•

OMB Circular A-21 can be found at www.whitehouse.gov/omb/fedreg/2005/083105_a21.pdf.

•

OMB Circular A-87 can be found at www.whitehouse.gov/omb/fedreg/2005/083105_a87.pdf.

•

OMB Circular A-122 can be found at www.whitehouse.gov/omb/fedreg/2005/083105_al22.pdf.

.15 These relocations are part of the OMB's broader initiative to create Title 2 CFR as a single location
where the public can find both OMB guidance for grants and agreements and the associated federal agency
implementing regulations. In the second phase, OMB will publish guidance in Chapter I of Subtitle A after
(1) proposing for public comment any changes to streamline and simplify the cost principle guidance discussed
here, based on recommendations from the interagency working groups implementing Public Law 106-107;
and (2) resolving the comments and finalizing the guidance with the help of the working groups. The 2004
revisions to the cost principles appear at www.whitehouse.gov/omb/grants/2004_cost_principles_
exhibit.pdf. A chart that compares the provisions of the various cost-principles circulars appears at www.
whitehouse.gov/omb/grants/2004_crosswalk.pdf. If you need to cite the cost principles in your report or
findings, you could refer to Part 215, Title 2, CFR, Subtitle A, Chapter II, and then the appropriate Part.

.16 As part of phase one, OMB also moved OMB Circular A-110 to Title 2 CFR. More information on the
Circular A-110 move can be found at www.whitehouse.gov/omb/fedreg/2004/040511_grants.pdf. OMB
also published its guidance on nonprocurement debarment and suspension in Subtitle A, Chapter I, part 180
AICPA Audit and Accounting Manual
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(see www.whitehouse.gov/omb/fedreg/2005/083105_debarment.pdf). OMB has stated that it is publishing
debarment and suspension guidance in Chapter I at this time because it does not expect any changes to the
guidance in the near future. The guidance is up-to-date because it is substantively the same as the Common
Rule that 33 federal agencies recently updated [68 FR 66534, November 26, 2003] after resolving public
comments.
.17 Much of the remainder of the current streamlining effort affects your clients as they go through the
grant application and reporting process. Further information is on the OMB Web site at www.omb.gov/
grants.

Applicability of the OMB Cost Principles
.18 Generally, Circulars A-21, A-87, and A-122 prescribe the cost accounting policies associated with the
administration of federal awards in the form of grants, contracts, and other agreements. Two exceptions
follow:
•

Federal awards administered by publicly owned hospitals and other providers of medical care are
exempt from OMB's cost principles circulars, but they are subject to requirements promulgated by
the sponsoring federal agencies (such as 45 Code of the Federal Regulations, Part 74, Appendix E,
issued by HHS).

•

For-profit entities and certain not-for-profit organizations (NPOs) listed in Attachment C to Circular
A-122 are subject to the cost principles set forth in Federal Acquisition Regulations, Section 31.2.

.19 The cost principles applicable to a nonfederal entity apply to all federal awards received by the entity,
regardless of whether the awards are received directly from the federal government or indirectly through a
pass-through entity (PTE). The circulars listed above describe selected cost items, allowable and unallowable
costs, and standard methodologies for calculating indirect cost rates (such as methodologies used to recover
facilities and administrative costs at nonfederal entities). As noted in Part 5 of the Compliance Supplement, the
proper application of the cost principles is an important compliance requirement. You should be familiar
with the cost principles that apply to your clients and ensure that you are using the appropriate cost principles
as you pursue the audit objectives set forth for such costs in the Compliance Supplement.

Data Collection Form and Federal Audit Clearinghouse Update
.20 The Federal Audit Clearinghouse (FAC) operates on behalf of OMB. Its primary purpose is to collect
and disseminate single audit and program-specific audit information to federal agencies and the public. Your
client is responsible for submitting to the FAC the required reporting packages, including your audit reports,
and the data collection form (Form SF-SAC). You are required to complete a significant portion of the form
before it is submitted.
.21 You can download Form SF-SAC from or fill it out on the FAC Web site at http://harvester.census,
gov/fac. That site also contains the form's instructions. The FAC encourages you and your client to complete
the submission online because its system provides edit checks that will increase the likelihood that the form
will be accepted without errors. There are separate forms for audits of fiscal periods ending in 1997 to 2000,
2001 to 2003, and 2004 to 2006. The 2004 to 2006 form should be used for audits covering fiscal periods ending
in 2004, 2005, and 2006. Submissions covering fiscal periods with end dates before January 1, 2004, should
use one of the prior versions of the data collection form.

.22 Several areas of discussion this year have concerned Form SF-SAC. The first relates to Section 320d
of Circular A-133, which requires that multiple copies of the reporting package be submitted to the FAC.
With recent advances in technology, the FAC has indicated that it needs only one copy to scan and distribute
electronically to the appropriate federal agencies. OMB is in the process of working to develop a memorandum
AAM §8220.17
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that would limit the current Circular A-133 requirement for submission of multiple copies of the reporting
package to a single reporting package. Once such a memorandum is issued, it would be posted to the OMB
Web site (www.omb.gov/grants). However, until such time that an OMB memorandum is issued regarding
this issue, the existing requirements of Circular A-133 should be followed. Even though actual submission
of the reporting packages to the Clearinghouse is your client's responsibility, we want you to be aware of
the developments in this area in the event you are asked to help or advise your client. Watch the OMB Web
site or the AICPA Governmental Audit Quality Center (GAQC) Web site (www.aicpa.org/GAQC) for future
updates.
.23 Additionally, some for-profit entities are required by granting agencies through either a grant clause
or contract to have a Circular A-133 audit (or an audit that is very similar to a Circular A-133 audit). The FAC
has requested that we ask auditors to remind their for-profit clients that must undergo such an audit that
they are not to send a data collection form or reporting packages to the FAC. The package should be sent,
however, to the requesting federal or state agency.

.24 Finally, there is another area of the 2004-2006 Form SF-SAC that has generated a lot of questions over
the past year. The questions relate in general to a part of the form that your clients are required to complete;
we are discussing it in this Alert because your clients may ask for your assistance, particularly as it relates
to the Data Universal Numbering System (DUNS) number. A DUNS number is a nine-digit identification
sequence assigned by Dun & Bradstreet. The instructions to the 2004-2006 Form SF-SAC state that your clients
that are considered direct applicants (that is, the entity that made the grant application to the federal
government, including states, local, and tribal governments, and other entities receiving block or other
mandatory grants) are required to enter their DUNS number(s) for submissions effective starting with
submissions for fiscal periods ending in 2005. The questions that have arisen are the result of a question and
answer that appear in a frequently asked questions and answers document on the FAC's Web site. Question
21 of that document addresses whether DUNS numbers are required. The answer states that the OMB
requests, but does not require, a DUNS number to be entered for all entities submitting a Data Collection
Form. Upon further inquiry of OMB and FAC staff, we have ascertained that the inclusion of a DUNS number
is not required and that the FAC will not reject a data collection form submission that does not contain such
a number.
.25 The FAC has on its Web site the previously mentioned and other frequently asked questions, which
provide additional guidance on completing the form. You also should note that the FAC maintains an online
database of audit submissions. Appendix C discusses more about the FAC, Form SF-SAC, and how you can
use the FAC database to help lessen the chance that your organization's audits have quality issues.

Help Desk—Auditors have found the FAC staff to be quite helpful in answering questions
about the submission process. For questions about submitting Form SF-SAC and reporting
packages, contact the FAC by e-mail at govs.fac@census.gov, by phone at (800) 253-0696, or
by fax at (301) 457-1592. For questions regarding previous submissions, please call the FAC
processing unit at (888) 222-9907.

Other Developments: Low-Risk Auditees, School Lenders, and Medicaid

Circular A-133 Low-Risk Auditee Waiver Guidance Provided by Department of Education
.26 The Department of Education (DOE) Office of the Chief Financial Officer (OCFO) has posted guidance
titled Interim Procedures for Entities Seeking Waiver of Single Audit Circular Requirements to Receive Low-Risk
Auditee Status to their Web site at www.ed.gov/about/offices/list/ocfo/fipao/waivers.html. If an entity
meets the requirements set forth in Circular A-133 for low-risk auditees, auditors need only audit federal
programs that, in the aggregate, include at least 25 percent of all federal awards expended. In certain cases,
entities that fail to meet the low-risk auditee requirements may still qualify if they can demonstrate that
certain qualifications or reported deficiencies do not affect their management of federal awards. Such entities
AICPA Audit and Accounting Manual
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may request low-risk auditee status by seeking a waiver from their cognizant or oversight federal agency.
The DOE has recently issued the guidance for entities that wish to apply for a waiver where the department
serves as either the cognizant or oversight agency for audit. While this is really an issue for your clients, we
mention it here so you are aware of it.

Low-Risk Auditee Status and Late Clearinghouse Submissions
.27 As previously noted, Section 530 of Circular A-133 defines the criteria an auditee must meet to be
considered a low-risk auditee. The OIGs have raised questions about whether an auditee can be considered
a low-risk auditee if it submitted its prior year reporting package and data collection form to the FAC past
the nine-month deadline established in Circular A-133. OMB and the OIG community are working to issue
guidance for consistent interpretation of this requirement. You can determine the date on which the FAC
received your client's prior-year FAC submission by going to the FAC Web site at http://harvester.census,
gov/fac and clicking on "Search the Single Audit Database" and then on the button "Retrieve Records." Then
click on "Advanced Entity Search," which appears under the heading "Search for Status of Submissions."
Once there, enter your client's name and look to the heading "Initial Date Received" to determine when your
client's submission was received by the FAC.
Help Desk—Until such time that the OIG community issues authoritative guidance sup
porting their interpretation on this matter, we suggest that you consider contacting the
cognizant or oversight agency for audit with any questions you may have relating to your
specific clients. Contact information for the Single Audit Coordinator for each federal agency
can be found in Appendix III of the 2006 Compliance Supplement.

Certain School Lenders Required to Have a Lender Compliance Audit Under New Rules
.28 The Higher Education Reconciliation Act of 2005 (P.L. 109-171) changed various provisions of the
Federal Family Education Loan (FFEL) Program, including a change in audit requirements. This law provides
that schools that participate in the FFEL program as lenders must submit an annual lender compliance audit
to the DOE. DOE plans to issue guidance on when and how that new requirement must be implemented by
school lenders, including those schools that are required to be audited under OMB Circular A-133. When the
guidance is issued, it will be available on the DOE OIG Nonfederal Audits Team Web site at www.ed.gov/
about/offices/list/oig/nonfed/index.html.

Medicaid Erroneously Considered a Major Program at Some Entities Only Receiving Funds
as a Provider of Services
.29 The U.S. Department of Health and Human Services (DHHS) has found that in some single audits,
Medicaid payments received by providers of patient care services were erroneously included on the
providers' Schedule of Expenditures of Federal Awards (SEFAs) as federal awards expended and tested as
a major program. You should note that Section 205(g) of Circular A-133 states, "Medicaid payments to a
subrecipient for providing patient care services to Medicaid eligible individuals are not considered federal
awards expended under Circular A-133 unless a State requires the funds to be treated as federal awards
expended because reimbursement is on a cost-reimbursement basis."

Effect of Hurricanes Katrina and Rita
.30 In reaction to Hurricanes Katrina and Rita, significant amounts of governmental assistance are being
used to assist victims and to support a long and costly reconstruction effort. Such assistance has been
provided to affected citizens, state and local governments, businesses, and others. These natural disasters
have also created challenges for auditors and their clients in the affected areas. Various federal agencies have
issued guidance to assist those entities receiving federal funds and their auditors. The following sections
describe the relevant guidance issued.
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GAO Guidance: Disaster-Related Exemptions
.31 In December 2005, the GAO released on its Web site a document granting temporary exemptions
from certain provisions of the 2003 revision of Government Auditing Standards for auditors and audit
organizations affected by Hurricanes Katrina and Rita and additional guidance to protect the public interest
related to government spending of public funds in the relief effort. The document, titled Government Auditing
Standards: Temporary Exemptions and Guidance in Response to Hurricanes Katrina and Rita, is available at
www.gao.gov/govaud/ybk01.htm . The areas addressed in the GAO document include independence,
peer review, continuing professional education (CPE), and issues related to lost or destroyed records and
documentation. Auditors that audit entities in the Presidentially Declared Disaster Areas are encouraged to
read GAO's temporary exemption document in its entirety.

.32 Throughout the GAO document, there are reminders to audit organizations that they need to ensure
that they also comply with related requirements of other regulatory bodies or other standards-setting bodies
that they are subject to (for example, those of the AICPA—see also "AICPA Guidance" later in this section).
Therefore, before adopting any of the temporary exemptions in the GAO document, an audit organization
should consider other applicable requirements.
.33 The following includes a summary of the more significant areas of the GAO document.

.34 Independence. The GAO document provides temporary exemptions from the Government Auditing
Standards independence standards as follows:
•

Management services related to accountability and internal control over the relief efforts. Audit
organizations that have audit responsibilities for entities affected by Hurricanes Katrina and Rita are
temporarily exempt from certain independence requirements of Government Auditing Standards that
prohibit or place restrictions on providing nonaudit services that involve performing management
functions, other than accounting and bookkeeping services, if all of the conditions listed in GAO's
document paragraph 1.01 (a)-(h) exist. The temporary exemption applies for financial statement
audits of periods ending through September 30, 2006, and for performance audits and attestation
engagements of activity through September 30, 2006. The GAO provides the following examples of
activities for which an audit organization's involvement may help promote the public interest:
— Providing internal audit services.
— Providing assistance in developing and designing internal controls related to the relief efforts.

— Providing assistance in designing accountability mechanisms, reporting, or the related systems
for tracking the progress and spending in the relief efforts.

— Reviewing procurements or payments related to the relief efforts before they are executed (but
not as the sole reviewer).
•

Accounting and bookkeeping services for reconstruction of lost or destroyed records. Audit organi
zations that have audit responsibilities for entities whose records were lost or destroyed in the
disasters are exempt from the independence requirements of Government Auditing Standards that
prohibit or place restrictions on accounting and bookkeeping services, if all the conditions listed in
GAO's document paragraph 1.01 (a)-(d) exist.

.35 Peer Review. GAO recognizes that some audit organizations will not be able to meet the peer review
requirements in paragraph 3.52 of Government Auditing Standards. Therefore, the document provides tempo
rary exemptions from peer review requirements for affected audit organizations.
.36 CPE. GAO recognizes that some auditors and audit organizations will not be able to meet the CPE
requirements in paragraph 3.45 of Government Auditing Standards and the April 2005 Government Auditing
AICPA Audit and Accounting Manual
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Standards: Guidance on GAGAS Requirements for Continuing Professional Education. Therefore, the document
provides exemptions from the CPE requirements for affected audit organizations and auditors.
.37 Lost or Destroyed Records and Documentation. The GAO document provides guidance for situations
where an audit is required and an audited entity's financial records, program records, or supporting
documentation are lost or destroyed. It also provides guidance for situations where audit documentation is
lost or destroyed before issuance of a report.

OMB Guidance
.38 OMB has also addressed how single audit procedures might be affected by the hurricane disaster in
Appendix VI of the 2006 Compliance Supplement. For example, it addresses how eligibility testing is to be
carried out for situations where displaced hurricane victims have moved to another state and are receiving
federal benefits with little to no proof of eligibility. See the related section of this Alert titled "2006 Compliance
Supplement." Additionally, the OMB also issued two pieces of guidance relating to Hurricanes Katrina and
Rita. While this guidance is directed primarily at federal agencies, it should be of interest to auditors
with clients in affected areas that are subject to Circular A-133. The first OMB document (available at www.
whitehouse.gov/omb/financial/fia/hurricanes_katrina_rita_10-13-05.pdf) provides guidance to federal
agencies on providing hurricane victims access to streamlined registration and enrollment in federal benefit
programs for which they qualify. The second OMB document (available at www.whitehouse.gov/omb/
financial/fin/katrina_admin_relief_093005.pdf) provides guidance to federal chief financial officers and
grant policy officials in relieving short-term administrative and financial management requirements under
the OMB Circulars (A-21, A-87, A-102, A-110, and A-122). The waivers in this second OMB document that
are most relevant to auditors include items 2, 3, 4, and 6.

Other Agency Guidance
.39 HUD issued the following Hurricane Katrina information. While primarily directed at HUD field
offices and grantees, if you audit housing authorities or multifamily projects in affected areas, the HUD
guidance is likely to be of interest to you.

•

Regulatory and Administrative Waivers Granted for Public and Indian Housing Programs (PIH) to Assist
with Recovery and Relief in Hurricane Katrina Disaster Areas. This notice advises the public of HUD
regulations and other administrative requirements governing HUD's Office of PIH programs that
have been waived.

•

Multifamily Disaster Clarification of Notice H 04-22 and Additional Guidance. This memorandum provides
information specific to questions related to Hurricane Katrina based on the general guidance set out
in Notice H 04-22 and provides additional guidance.

.40 Additional HUD guidance relating to Hurricane Katrina is available at www.hud.gov/katrina/
proguidance.cfm.

.41 Finally, the DHS also announced that it has compiled a summary of activities the various federal
agencies have taken with regard to Hurricanes Katrina and Rita that can be accessed at www.dhs.gov/
interweb / assetlibrary / ka trina .htm.

AICPA Guidance
.42 The AICPA issued the following Technical Practice Aids related to the recent hurricane losses as
follows:

•

Audit Considerations When Client Evidence and Corroborating Evidence in Support of the Financial State
ments Has Been Destroyed by Fire, Flood, or Natural Disaster
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•

Considerations When Audit Documentation Has Been Destroyed by Fire, Flood, or Natural Disaster

•

Consideration of Impact of Losses From Natural Disasters Occurring After Completion of Audit Field Work
and Signing of the Auditor's Report but Before Issuance of the Auditor's Report and Related Financial
Statements

.43 These TPAs can be accessed in AICPA Technical Practice Aids.
.44 In addition, the AICPA provided guidance regarding peer review requirements for those AICPA
firms whose working papers or workplaces were affected by the hurricanes. Such firms may request
extensions in the deadlines for peer reviews under certain circumstances. The guidance is available at the
AICPA Peer Review Web site at www.aicpa.org/members/div/practmon/index.htm.

Guidance From DHS on Certain Property and Equipment Purchases
.45 Over the course of the last year, questions have been raised regarding the applicability of Circular
A-133 to certain property and equipment that have been purchased with DHS funds by one government (for
example, a state) and then distributed to multiple governments (for example, cities or counties).
.46 In summary, the inquiries received by DHS related to property (equipment) awarded under sub-grant
awards to local governments under DHS state grants, for example, 97.004 State Domestic Preparedness
Equipment Support Program (a.k.a. State Homeland Security Program State), 97.008 Urban Area Security
Initiative, and 97.067 Homeland Security Grant Program. In reference to the applicability of Circular A-133
audit requirements and property grant/sub-grants awards, the DHS has been working to develop guidance
to address these situations. Upon completion, such guidance will be posted under the "Grant Administration
Resources" section of the DHS Open for Business Web site at www.dhs.gov/dhspublic/interapp/editorial/
editorial_0355.xml. In the meantime, if you have any questions about the applicability of Circular A-133 with
regard to such property and equipment purchases, contact the DHS representative noted in Appendix III of
the 2006 Compliance Supplement.

Transportation Security Administration Letters of Intent
A7 A practice issue was recently raised regarding the Transportation Security Administration's (TSA's)
Letter of Intent (LOI) Physical Modification Program. The question is whether OMB Circular A-133 is
applicable to this TSA program. We raised the question with DHS staff (DHS is the federal agency under
which TSA is included). The DHS responded that while this program is generally awarded under a
"Memorandum of Agreement" to local airports, the program is still providing assistance to nonfederal
entities. Therefore, funding and/or property (equipment) awarded under the LOI/Physical Modification
Program is subject to Circular A-133 audit requirements. While this is an informal response from DHS staff,
we recommend that you ensure that this program is considered as part of your single audits if you audit
airports that receive these funds. If you have questions, please contact the DHS national single audit
coordinator noted in Appendix III of the 2006 Compliance Supplement.

HUD Working to Revise Its Consolidated Audit Guide
.48 Last year, HUD began a chapter-by-chapter process to update the Consolidated Audit Guide for Audits
of HUD Programs, Handbook 2000.04 REV-2 CHG-1 (the Guide). Initially, HUD started with Chapter 8,
"HUD-Approved Title I Nonsupervised Lenders and Loan Correspondents Audit Guidance." This year,
HUD is working to revise the following chapters of the Guide:
•

Chapter 3, "Multifamily Housing Programs"

•

Chapter 5, "Insured Development Cost Certification Audit Guidance"

•

Chapter 7, "HUD-Approved Title II Nonsupervised Mortgagees and Loan Correspondents Audit
Guidance"

AICPA Audit and Accounting Manual
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.
49 Upon completion, each of the revised chapters will be posted to the HUD Web site at www.hud.
gov/offices/oig/reports/auditguides.cfm. No revised chapters have been posted at this time. HUD is
expected to continue to revise additional chapters over the course of the next year. Eventually, when all
chapters have been updated, HUD will reissue the Guide as a total document. Based on a discussion with
HUD OIG staff, the following is a high-level summary of the proposed changes to Chapters 3, 5, and 7.

.
50 Chapter3. In the current Guide, Chapter 3 is in reserve and multifamily housing programs are covered
in Chapter 4. The proposed revision will move the multifamily guidance to Chapter 3. HUD plans to use
Chapter 4 in the future to provide guidance on insured hospitals to address the many questions and concerns
they regularly receive from auditors and managers on hospital audits.
51 Major rewrites and/or additions are being proposed to the following sections:

.

•

3-4 I, "Tenant Application, Eligibility and Recertification"

•

3-4 K, "Management Functions"

.52 New sections are being proposed as follows:

•

3-5, "Audit Findings and Reports"

•

3-6, "Technical Assistance"

•

3-4 G, "Cash Receipts"

•

3-4 H, "Cash Disbursements"

•

3-4 J, "Security Deposits"

•

3-4 P, "Leased Nursing Homes"

.53 The only sections that have very few, if any, proposed changes are:

•

3-4 L, "Unauthorized Change of Ownership/Acquisition of Liabilities"

•

3-4 M, "Unauthorized Loans of Project Funds"

•

3-4 N, "Unauthorized Transfer of Beneficial Interest"

•

3-4 O, "Excess Income"
54 Remaining sections have varying degrees of clarification changes or additional information.

.

. 55 Chapter 5. The following are among the more significant of the proposed changes to Chapter 5 of the
Guide:
•

Section 5-2, "Program Procedures"

— Added guidance that explains when the cost certification is to be prepared and how it is
submitted.
— Added paragraph that discusses the period of coverage of the first operational Chapter 3 audit,
and when and how it should be submitted.
•

Section 5-3, "Reference Material"

— Updated this section with the reference material that applies to this phase of the project and
information on how to obtain the material.
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Section 5-4, "Reporting Requirements"

— Added two paragraphs explaining when the contractor and subcontractors must certify.
— Included wording clarification and added a reference to the Multifamily Accelerated Processing
(MAP) Guide.
•

Section 5-5, "Compliance Requirements and Audit Area," A-l (Federal Financial Reports)

— Added a listing of typical reports that contain financial data.
•

Section 5-5, C-l (Cutoff Timing and Eligibility of Costs)

— Added language explaining that insurance, soft costs, and special escrow items are types of actual
cost.
•

Section 5-5, C-2(b) (Cutoff Timing and Eligibility of Costs)

— Incorporated the language in Section 5-5, C-l, and added the following: "determine that the costs
were properly charged to the project."
•

Section 5-5, D-2(a) (Identity of Interest)

— Added a requirement that auditors determine if an identity of interest relationship exists.
•

Paragraph 5-6, Audit Finding Reporting
— Added section "Audit Finding Reporting." This same section is added and will be added to each
program chapter (3 through 8) of the Guide.

Chapter 7. The following are among the more significant of the proposed changes to Chapter 7 of the
Guide:
— Added the Lender Assessment Subsystem (LASS) reporting requirements in the chapter.

— Modified the audit reporting requirements.
— Modified the electronic submission discussion and the description of the auditor's involvement.
— Inserted additional audit steps under quality control review and modified the wording in other
audit steps in this section.
— Added section "Audit Finding Reporting" and allowed for management letters or other types of
auditor communication on nonmaterial instances of noncompliance.

— Added section on unacceptable net worth assets.
— Added a technical assistance section and simplified compound audit steps by separating them
into discrete steps.
— Added single audit steps to various sections and made the steps more action orientated.
Help Desk—If your firm performs audits under the Guide, watch the AICPA Governmental
Audit Quality Center's Web site (www.aicpa.org/GAQC) for updates on the status of the
Guide revisions. The current Guide can be found on the HUD Web site at www.hud.gov/
offices/oig/oig2002.pdf.

Audit and Attestation Issues and Developments
.56 This section discusses relevant auditing and attestation standards and proposals, Audit and Account
ing Guides, and other guidance that have been issued, revised, or become effective since the publication of
last year's Alert. For information on AICPA and Government Auditing Standards guidance issued subsequent
to the writing of this Alert, please refer to the AICPA Web site at www.aicpa.org/members/div/auditstd/
technic.htm and the GAO Web site at www.gao.gov/govaud/ybk01.htm. The AICPA's Governmental Audit
AICPA Audit and Accounting Manual
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Quality and the GAO Web site at www.gao.gov/govaud/ybk01.htm. The AICPA's Governmental Audit
Quality Center Web site (www.aicpa.org/GAQC) is another resource you can look to. You also may look
for announcements of newly issued proposals and standards in the CPA Letter, including the Members in
Government Supplement; the Journal of Accountancy; and the quarterly electronic newsletter, "In Our
Opinion," issued by the AICPA's Auditing Standards team and at www.aicpa.org/members/div/auditstd/
opinion/index.htm.
Help Desk—You can obtain copies of AICPA standards and other guidance by contacting
the Member Satisfaction Center at (888) 777-7077 or on the Web at www.cpa2biz.com.
Government Auditing Standards and other GAO guidance is on the Web at www.gao.gov/
govaud/ybk0l.htm.

Recent AICPA Auditing and Attestation Standards and Interpretations and
Other Guidance
.57 Numerous AICPA standards have recently been issued. Some are effective already, some will become
effective by the end of 2006, and others (that is, the risk assessment standards) will not become effective for
several years but are so significant that auditors may want to begin considering their implications now. The
following table summarizes recent activity.
Statement on
Auditing Standards
(SAS) or Interpretation

Topic and Effective Date

SAS No. 102

Defining Professional Requirements in Statements on Auditing Standards
[Effective upon issuance]

SAS No. 103

Audit Documentation
[Effective for audits of financial statements for periods ending on or
after December 15, 2006]

Risk Assessment
Standards (SAS
Nos. 104 to 111)

[All effective for audits of financial statements for periods beginning
on or after December 15, 2006; earlier application is permitted.]

Auditing Interpretation
No. 1 of SAS No. 92
(August 2005)

"Auditing Investments in Securities Where a Readily Determinable
Fair Value Does Not Exist" (AU sec. 9332.01-.04)

Auditing Interpretation
No. 1 of SAS No. 101
(August 2005)

"Auditing Interests in Trusts Held by a Third-Party Trustee and
Reported at Fair Value" (AU sec. 9328.01-.04)

.58 As necessary, auditors should obtain and understand the complete text of the applicable standards
and other guidance. You should be aware that the issuance date of Interpretations of Statements on Auditing
Standards (SASs) is the first date that the document is made widely available to the public, either through
the AICPA Web site, the Journal of Accountancy, or, in some cases, a hard copy of the document itself.

Defining Professional Requirements
.59 In December 2005, SAS No. 102, Defining Professional Requirements in Statements on Auditing Standards,
and Statement on Standards for Attestation Engagements (SSAE) No. 13, Defining Professional Requirements
in Statements on Standards for Attestation Engagements, were issued. These Statements define the terminology
the ASB will use to describe the degrees of responsibility that the requirements impose on the auditor or the
practitioner. The terms defined in these Statements are substantially similar to the terms defined by the Public
Company Accounting Oversight Board (PCAOB) in its Rule 3101, Certain Terms Used in Auditing and Related
Professional Practice Standards, and GAO in its proposed revisions to Government Auditing Standards (see the
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section of this Alert titled "Proposed Revisions to Government Auditing Standards Issued"). Although the
degree of responsibility attached to the terms must, is required, and should was not previously defined, the
ASB believes that the terminology, as defined in these Statements, is consistent with the existing interpreta
tion of the SASs and SSAEs. The Statements define the following two categories of professional requirements:

•

Unconditional requirements—Requirements with which the auditor or practitioner must comply
whenever the circumstance, to which the unconditional requirement applies, exists. An uncondi
tional requirement is indicated by the words must or is required.

•

Presumptively mandatory requirements—Requirements that the auditor or practitioner must comply
with whenever the circumstances, to which the presumptively mandatory requirement applies, exist.
However, in rare circumstances, the auditor or practitioner may depart from a presumptively
mandatory requirement if he or she documents the justification for the departure and how alternative
procedures performed were sufficient to achieve the objectives of the presumptively mandatory
requirement. The word should indicates a presumptively mandatory requirement.

.60 SAS No. 102 also amends paragraph 4 of SAS No. 95, Generally Accepted Auditing Standards (AICPA,
Professional Standards, vol. 1, AU sec. 150.04), by requiring the auditor to document, in the working papers,
his or her justification for a departure from the SASs.
.61 The provisions of SAS No. 102, including the amendment of SAS No. 95, and SSAE No. 13 are effective
upon issuance.

.62 The provisions of the Statements apply to existing SASs and SSAEs; they are not intended to apply
to interpretive publications issued by the ASB (auditing Interpretations of the SASs and SSAEs, appendixes
to the SASs and SSAEs, auditing guidance included in AICPA Audit and Accounting Guides, and AICPA
auditing Statements of Position). However, it is the ASB's intent to make conforming changes to the
interpretive publications over the next several years to remove any language that would imply a professional
requirement where none exists.

Audit Documentation
.63 In December 2005, SAS No. 103, Audit Documentation, was also issued. This SAS supersedes SAS No.
96 of the same name (AICPA, Professional Standards, vol. 1, AU sec. 339). It is effective for audits of financial
statements for periods ending on or after December 15, 2006.
.64 In developing this SAS, the ASB considered the documentation requirements of the PCAOB, the
International Auditing and Assurance Standards Board, the GAO's Government Auditing Standards, and
suggestions received from the National Association of State Boards of Accountancy. The SAS establishes
standards and provides guidance to an auditor of a nonissuer regarding the audit documentation for audits
of financial statements or other financial information being reported on. Audit reviewers consider audit
documentation to be an essential element of determining audit quality, including the quality of audits
conducted under GAS and Circular A-133. Evidence from quality control reviews and peer reviews clearly
shows that problems with audit documentation may be the root of many quality problems. Therefore, you
may want to consider spending some time considering the new requirements and your firm's policies and
procedures relating to documentation. Some key areas of the SAS are as follows:
•

It requires the auditor, when preparing audit documentation, to consider the needs of an "experi
enced auditor" having no previous connection with the audit, to understand the procedures per
formed, the evidence obtained, and the specific conclusions reached. That concept is likely to be
familiar to you because GAS contains a similar requirement.

•

It provides enhanced guidance concerning matters that should be documented and the retention of
documentation.

AICPA Audit and Accounting Manual
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•

It requires you to document audit evidence that is contradictory or inconsistent with the final
conclusions and how you addressed the contradiction or inconsistency.

•

It requires you to assemble, within 60 days following the delivery of the auditor's report to the entity,
the audit documentation that forms the final audit engagement file. (Some states may require that
this be done within a shorter period.) After that date, the proposed SAS precludes you from deleting
or discarding existing audit documentation, and requires that you appropriately document any
subsequent additions or changes.
We suggest that you consider this requirement as you develop your firm internal policies with regard
to documentation. You should keep in mind that, in situations in which a single audit is performed
later, after the completion of the financial statement audit, questions have arisen about how the
60-day requirement would apply to single audit documentation. While no authoritative guidance
has been issued on this question yet, some are interpreting this to mean that the auditor would
assemble, within 60 days following the delivery of the auditor's Circular A-133 report to the entity,
the single audit documentation that forms the final single audit engagement file.

•

It specifies a minimum file retention period of five years from the date of the auditor's report. It should
be noted that some states have their own separate retention requirements that may extend beyond
five years for auditors that practice within the state.

•

It also includes amendments to SAS No. 1, section 530, Dating of the Independent Auditor's Report
(AICPA, Professional Standards, vol. 1, AU sec. 530.01 and .05). The amendment requires that your
report not be dated earlier than the date on which you have obtained sufficient competent audit
evidence to support the opinion on the financial statements.

Risk Assessment Standards
.65 In March 2006, the ASB issued eight SASs that provide extensive guidance concerning the auditor's
assessment of the risks of material misstatement in a financial statement audit, and the design and perform
ance of audit procedures whose nature, timing, and extent are responsive to the assessed risks. Additionally,
the SASs establish standards and provide guidance on planning and supervision, the nature of audit
evidence, and evaluating whether the audit evidence obtained affords a reasonable basis for an opinion
regarding the financial statements under audit.
.66 These SASs are applicable to financial statement audits conducted in accordance with generally
accepted auditing standards (GAAS) for periods beginning after December 31, 2006. The AICPA will be
considering the risk assessment SASs on a go-forward basis to determine their applicability, if any, to single
audits and other compliance audits. The following table lists the eight SASs, and their effect on existing
standards.

Statement on Auditing Standards (SAS)

Effect on Existing Standards

SAS No. 104, Amendment to Statement on
Auditing Standards No. 1, Codification of
Auditing Standards and Procedures ("Due
Professional Care in the Performance of Work")

Amends SAS No. 1, section 230, Due
Professional Care in the Performance of Work

SAS No. 105, Amendment to Statement on
Auditing Standards No. 95, Generally Accepted
Auditing Standards

Amends SAS No. 95, Generally Accepted
Auditing Standards

SAS No. 106, Audit Evidence

Supersedes SAS No. 31, Evidential Matter

SAS No. 107, Audit Risk and Materiality in
Conducting an Audit

Supersedes SAS No. 47, Audit Risk and
Materiality in Conducting an Audit
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Statement on Auditing Standards (SAS)

Effect on Existing Standards

SAS No. 108, Planning and Supervision

Supersedes SAS No. 1, section 310,
Appointment of the Independent Auditor; and
supersedes SAS No. 22, Planning and
Supervision

SAS No. 109, Understanding the Entity and Its
Environment and Assessing the Risks of Material
Misstatement

Supersedes SAS No. 55, Consideration of
Internal Control in a Financial Statement Audit

SAS No. 110, Performing Audit Procedures in
Response to Assessed Risks and Evaluating the
Audit Evidence Obtained

Supersedes "Substantive Tests Prior to the
Balance-Sheet Date" of SAS No. 45, Omnibus
Statement on Auditing Standards—1983; and
together with SAS No. 109, supersedes SAS
No. 55, Consideration of Internal Control in a
Financial Statement Audit

SAS No. 111, Amendment to Statement on
Auditing Standards No. 39, Audit Sampling

SAS No. 39, Audit Sampling

.67 The SASs emphasize the linkage between understanding the entity, assessing risks, and the design
of further audit procedures. The SASs also introduce the concept of risk assessment procedures, which are
deemed necessary to provide a basis for assessing the risk of material misstatement. Risk assessment
procedures, along with further audit procedures, which consist of tests of controls and substantive tests,
provide the audit evidence to support the auditor's opinion of the financial statements. According to the
SASs, the auditor should perform risk assessment procedures to gather information and gain an under
standing of the entity and its environment, including its internal control; these procedures include inquiries,
analytical procedures, and inspection and observation. Assessed risks and the basis for those assessments
should be documented; therefore, auditors may no longer default to maximum control risk for an entity's
risk assessment without documenting the basis for that assessment. The SASs also require auditors to
consider and document how the risk assessment at the financial statement level affects individual financial
statement assertions, so auditors may tailor the nature, timing, and extent of their audit procedures to be
responsive to their risk assessment. It is anticipated that generic audit programs will not be appropriate for
all audit engagements, as risks vary between entities.
.68 The SASs are effective for audits of financial statements for periods beginning on or after December
15, 2006; earlier application is permitted. In some cases, implementation of the SASs will result in an overall
increased work effort by the financial statement audit team, particularly in the year of implementation. It
also is anticipated that to implement the SASs appropriately, many firms will have to make significant
revisions to their financial statement audit methodologies and train their personnel accordingly. Because of
the potential extent of changes that result from implementing these standards, auditors may wish to consider
piloting their implementation with one or two clients in advance of the effective date of the SASs.

Help Desk—Readers can obtain the SASs at www.cpa2biz.com. The AICPA has also put to
gether a comprehensive plan to support and assist members in implementing the new standards
(Understanding the New Auditing Standards Related to Risk Assessment—Audit Risk Alert, product
number 022526COA04kk); presentations and discussion at a number of AICPA conferences;
a self-study continuing professional education (CPE) program (Auditor's Risk Assessment Process:
Tackling the New Risk Assessment SASs, text product number 732990CPA04kk, DVD product
number 182990CPA04kk); and an audit guide (due out in the fall).

Communication of Internal Control Related Matters Noted in an Audit
.69 In April, the ASB issued SAS No. 112, Communication of Internal Control Related Matters Identified in an
Audit (AICPA, Professional Standards, vol. 1, AU sec. 325), which is effective for audits of periods ending after
December 15, 2006. It replaces SAS No. 60 of the same name. The SAS:
AICPA Audit and Accounting Manual
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•

Replaces the term reportable condition with the term significant deficiency, and defines the terms
significant deficiency and material weakness consistent with the definitions of those terms in PCAOB
standards. Note that the GAO in its proposed revisions to Government Auditing Standards has
proposed similar changes that will affect, among other things, the internal control matters to be
included in the Yellow Book reporting (see section of this Alert titled "Proposed Revisions to
Government Auditing Standards Issued"). The AICPA will be working with the GAO over the latter
part of 2006 to develop illustrative reports that meet the new requirements. Watch the GAQC Web
site (www.aicpa.org/GAQC) for status updates.

•

Addresses the effect of multiple individually insignificant deficiencies that have a common theme.

•

Provides guidance on evaluating deviations in the design or operation of controls as control
deficiencies, and on classifying control deficiencies as significant deficiencies and material weak
nesses.

•

Requires the auditor to report in writing to management and those charged with governance
significant deficiencies, identifying those that are considered to be material weaknesses, if applicable.
(Reporting will be required even if the matters have been reported in connection with previous
audits.) It also requires the auditor to communicate internal control matters to management and those
charged with governance no later than 60 days following the report release date.

.70 Circular A-133 and certain federal audit guides contain requirements for the reporting of reportable
conditions. Further, in Circular A-133, certain actions are triggered by control weaknesses that are currently
described using the previous internal control terminology and definitions. The AICPA will be working with
OMB and other appropriate federal agencies to assist in developing guidance for how the changes in internal
control terminology and definitions will affect single audits and other federal guide audits. In the meantime,
stay tuned. Watch the GAQC Web site (www.aicpa.org/GAQC) for status updates.

GAS/A-133 Audit Guide
.71 We have updated the GAS/A-133 Guide for conforming changes as of May 1,2006. An appendix in
the Guide details all changes. Among the more significant changes, the updated Guide:
•

Reflects new guidance related to SAS No. 103, Audit Documentation (see the section of this Alert titled
"Audit Documentation").

•

Adds footnotes to alert auditors to significant proposed changes to GAS (see the section of this Alert
titled "Proposed Revisions to Government Auditing Standards Issued").

•

Incorporates guidance from the April 2005 technical amendment to Government Auditing Standards
relating to CPE (see the section of this Alert titled "Continuing Professional Education Requirements").

•

Includes significant new clarifications and guidance in Chapter 4 on referring to other auditors in
GAS reports (see the section of this Alert titled "Reference to Other Auditors in the Government
Auditing Standards Report") and provides new example reports to illustrate the reporting options.

•

Adds footnotes throughout the Guide alerting auditors to recently issued SAS No. 112 and proposed
changes to SAS No. 61 (see section of this Alert titled "Recent AICPA Auditing and Attestation
Standards and Interpretations and Other Guidance").

•

Provides other clarity revisions.
Help Desk—For copies of the GAS/A-133 Guide with conforming changes through May 1,
2006 (product no. 012746kk), call AICPA Member Services at (888) 777-7077 or go online at
www.cpa2biz.com.
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Developments

Proposed Revisions to Government Auditing Standards Issued
.72 In June 2006, the Government Accountability Office (GAO) issued an exposure draft (ED) of a
proposed revision to the 2003 Government Auditing Standards. The proposed revisions are wide-ranging,
expected to be issued in final form during the fall of 2006, and may affect your Government Auditing Standards
financial statement audits of entities starting with December 31,2006, year ends. (See the proposed effective
dates at the end of this discussion.) Among the proposed revisions:
•

Chapter 1, "Use and Application of GAGAS," would:

— Emphasize the role of auditing in government accountability and the role of Government Auditing
Standards in achieving improved government operations and accountability.

— Add terminology defining the degree of responsibility that the professional requirements in
Government Auditing Standards impose on auditors that is consistent with SAS No. 102 and similar
to the standards of the PCAOB and the International Auditing and Assurance Standards Board
(IAASB). (See the SAS No. 102 discussion earlier in this section of this Alert.) Specifically, the ED
proposes that the words must and is required would indicate an unconditional requirement; should
would indicate a presumptively mandatory requirement; and should consider would indicate that
the consideration is presumptively required (that is, carrying out the procedure or action is a
matter of auditor professional judgment based on existing facts and circumstances). Text not
using these conventions would be considered explanatory material.
— Provide guidance on citing Government Auditing Standards in the auditors' report when auditors
do not comply with all unconditional or all presumptively mandatory requirements.
— Be updated to recognize that other sets of professional standards, such as those issued by the
PCAOB, the IAASB, the Institute of Internal Auditors, and others can be used in conjunction with
Government Auditing Standards and to provide related guidance.
— Rewrite the description of a performance audit to clarify the level of assurance and evidence
needed.

— Move guidance on types of governmental audits and attestation engagements (previously in
Chapter 2) to this chapter.
•

Chapter 2, "Auditor's Ethical Responsibilities," would be completely revised to focus solely on audit
organizations' overall ethics responsibilities and auditors' need to observe overarching ethical
concepts in performing their work. Several of the ethical concepts that would be in this chapter were
included in Chapter 1 of the 2003 Government Auditing Standards, but they were not separately labeled
as ethical responsibilities. This chapter would discuss the ethical concepts of public interest, profes
sional behavior, integrity, objectivity, and the proper use of government information, resources, and
position that auditors use to guide their work. (Chapter 2 of the 2003 Government Auditing Standards
covered types of governmental audits and attestation engagements; that material has been moved to
Chapter 1.)

•

Chapter 3, "General Standards," would:

— Reorganize the discussion on independence and clarify the guidance on nonaudit services to
facilitate implementing the standard. (The standard on nonaudit services would not be changed.)
Specifically, the discussion of nonaudit services would be moved from "personal impairments"
to "organizational impairments" and reorganized into three categories of nonaudit services: (1)
those that would not impair auditor independence and, therefore, would not require compliance
with the supplemental safeguards; (2) those that would not impair auditor independence if the
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supplemental safeguards are implemented; and (3) those that would impair auditor inde
pendence. Further, the examples that had previously been interspersed throughout the inde
pendence section would be consolidated and streamlined.

— Include additional guidance in an appendix to deal with nonaudit services that are frequently
conducted by government audit organizations.
— Expand the discussion of professional judgment to emphasize its importance and relate it to key
steps in performing an audit.
— Expand and clarify the discussion of competence.

— Expand the discussion of a quality control system to include five elements: (1) ethics, (2) initiation
and continuance of engagements, (3) human capital, (4) performance and reporting, and (5)
monitoring quality.
— Require audit organizations that report externally to third parties to make the results of external
peer reviews publicly available.
— Establish new peer review time frames based on risk and the underlying quality assurance
system. For example, peer reviews would only be required every five years if an audit organiza
tion has an unmodified peer review report and meets enhanced quality assurance criteria as
defined in the ED. (Note that CPA firms subject to the peer review requirements of the AICPA
or a state generally would not be eligible to extend peer review timeframes beyond three years.)
Furthermore, for audit organizations receiving modified or adverse opinions in their most recent
peer review, additional peer reviews would be required every 18 months until the audit
organization receives an unmodified opinion.
•

Chapter 4, "Field Work Standards for Financial Audits," would:
— Update the AICPA field work standards cited to reflect recent AICPA changes.
— Add a clear and prominent discussion on consideration of fraud and illegal acts that clarifies the
existing standard.
— Clarify the description of abuse and the existing standard on the auditors' responsibility for abuse
in a financial audit that is material, either qualitatively or quantitatively.
— Update the audit documentation standard for consistency with AICPA's new standard. (See the
SAS No. 103 discussion earlier in this section of this Alert.)

•

Chapter 5, "Reporting Standards for Financial Audits," would:
— Revise the internal control terminology and definitions used to be consistent with that of the
AICPA and PCAOB. Those revisions replace the terms reportable conditions and material weaknesses
with significant deficiencies and material weaknesses and revise the definitions for the new terms.
— Clarify the reporting requirements for internal control deficiencies, illegal acts, violations of
provisions of contracts or grant agreements, and abuse. For example, the revised internal control
reporting standards would require auditors to (1) report deficiencies in internal control consid
ered to be significant deficiencies, including material weaknesses; (2) include all material weak
nesses and other significant deficiencies in the auditor's Government Auditing Standards report
on internal control; and (3) communicate deficiencies that are not significant deficiencies or
material weaknesses separately in a referenced management letter, unless clearly inconsequen
tial.

— Add a discussion on emphasizing significant matters in the auditors' report and provide a
listing of matters that the auditor should consider emphasizing, including previous material
misstatements.
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— Add a section on reporting on restatements of previously issued financial statements that would
establish additional requirements for situations in which auditors are aware of known or
potential misstatements that might have affected reports on those financial statements.
— Clarify the auditors' responsibilities for reporting views of responsible officials and for issuing
and distributing reports.
•

Chapter 6, "General, Field Work, and Reporting Standards for Attestation Engagements," would
include conforming changes made to be consistent with changes made elsewhere in the ED, including
definitions of internal control deficiencies, description of abuse, audit documentation, and use of
terminology to define professional responsibilities.

•

Chapters 7, "Field Work Standards for Performance Audits," and 8, "Reporting Standards for
Performance Audits," would include significant changes and updates to performance audit require
ments within a framework related to significance (materiality), audit risk, and reasonable assurance.
If you perform performance audits, we strongly encourage you to carefully review these chapters.

.73 When issued in final form, the 2006 revision of GAS will supersede the 2003 revision. On its Internet
site (as a clarification to the ED), the GAO states that it anticipates that the standards will become effective
for financial audits and attestation engagements for periods ending on or after July 1, 2007. For financial
audits, certain standards issued by the AICPA have earlier effective dates. For financial audits performed
under GAS, the effective dates of those new AICPA standards will apply. (It is because of the effective date
of the AICPA standards that we earlier said that the proposed revisions may affect your GAS financial
statement audits of entities starting with December 31,2006, year ends.) Early implementation of the revised
GAS will be permitted.
.74 Once the changes to GAS are finalized, the AICPA will consider the changes in revising the
GAS/A-133 Guide and the Audit and Accounting Guide State and Local Governments.
Help Desk—The ED is on the Internet at www.gao.gov/govaud/ybk01.htm. That site has
a slide presentation on the ED. The final standards, when issued, also will be posted to that
Internet site.

Continuing Professional Education Requirements
.75 In April 2005, the GAO issued Technical Amendment to the CPE Requirements of the 2003 Revision of
Government Auditing Standards (the amendment) and Guidance on GAGAS Requirements for Continuing
Professional Education (CPE Guidance). The provisions of those requirements are effective for CPE measure
ment periods beginning on or after June 30,2005, with early application encouraged. We remind you of the
CPE changes again in this year's Alert as some audit organizations have CPE measurement periods such that
the period begins during 2006.

.76 The amendment, which amends paragraph 3.45 of GAS, creates a partial exemption from the GAS
CPE requirement for certain auditors. That partial exemption was created in the 2003 revision of GAS. It
provides that every two years, each auditor (whether certified or not) performing audits in accordance with
GAS who (1) is involved in planning, directing, or reporting on the audit or attestation engagement or (2)
charges at least 20 percent annually of his or her time to audits and attestation engagements following GAS
should complete at least 80 credit hours of training that directly enhances the person's professional
proficiency to perform audits or attestation engagements. The amendment continues to require that at least
20 of those hours be completed in each year of the two-year period. Auditors solely performing field work
and not planning, directing, or reporting on the audit or attestation engagement should receive at least 24
hours of training in subjects directly related to government auditing, the government environment, or the
specific or unique environment in which the audited entity operates but are exempt from the remainder of
the 80-hour requirement.
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.77 The amendment also deletes footnote 35 to paragraph 3.45 of GAS, which provides that individual
auditors have two years from the date they start an audit or attestation engagement conducted under GAS
to comply with the CPE requirements. Instead CPE Guidance states that auditors hired or assigned to a GAS
audit or attestation engagement after the beginning of an audit organization's two-year CPE period should
complete a prorated number of CPE hours. The required number of prorated hours is calculated based on
the number of full six-month intervals remaining in the CPE period.
.78 CPE Guidance replaces previous CPE guidance issued by GAO, including the 1991 Interpretation of
Continuing Education and Training Requirements. Among its contents, CPE Guidance expands upon the
training topics and subjects listed in GAS in which training may contribute to auditors' professional
proficiency to perform audits or attestation engagements. It also discusses and provides examples of training
subjects and topics that may be considered directly related to government auditing, the government
environment, or the specific or unique environment in which the audited entity operates for purposes of the
24-hour requirement. Notable in that discussion is that such subjects may include training on AICPA SASs
for fieldwork and reporting and AICPA SSAEs. CPE Guidance also states that tax services that are not related
to the subject matter of audits performed in accordance with GAS and, accordingly, CPE related to those
unrelated tax services, generally would not qualify as GAS CPE. CPE Guidance provides examples of tax
training that would and would not qualify as GAS CPE.

Reference to Other Auditors in the Government Auditing Standards Report
.79 The 2006 revision to the GAS/A-133 Guide includes revisions of and clarifications to the guidance
on referring to other auditors in a GAS report. Previous editions of that Guide had stated in footnotes to the
introductory paragraphs of the illustrative GAS reports that the paragraph should describe any departure
from the standard report on the financial statements and provided examples of such departures, including
references to the reports of other auditors. Practice, however, was showing that some auditors were not
making that reference in the GAS reports.
.80 To more clearly address the issue, the discussion about other auditors in Chapter 4 of the GAS/ A-133
Guide has been expanded to further explain the requirement. The new guidance states that in all cases in
which the auditor's report on the financial statements refers to the report of other auditors, the introductory
paragraph of the GAS report do the same. Additionally, the guidance clarifies that auditors have two equally
acceptable options for addressing the GAS findings of other auditors—the reference option or the inclusion
option. The reference option would have the auditor add an additional statement to the introductory
paragraph of the GAS report referring to the other auditor's involvement in the principal auditor's report
and indicating that the results of the other audits are not included. The inclusion option would have the
principal auditor incorporate the other auditor's GAS findings into his or her GAS report. The new guidance
provides details on how the inclusion option would be applied. If you are performing a GAS audit and
referring to the reports of other auditors in your report on the financial statement, this new guidance will be
applicable to you.
Help Desk—The 2006 conforming changes to the GAS/A-133 Guide added two additional
illustrative GAS reports to illustrate both the reference and inclusion options. See the
GAS/A-133 Guide discussion earlier in this section of this Alert for additional information
about the 2006 conforming changes to that Guide.

Governmental Audit Quality Center
.81 The AICPA GAQC is a firm-based, voluntary membership center designed to improve the quality
of governmental audits and the value of such audits to purchasers of governmental audit services.
Governmental audits are audits and attestation engagements performed under GAS of federal, state, or local
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governments; NPOs; and certain for-profit organizations, such as housing projects and colleges and univer
sities that participate in governmental programs or receive governmental financial assistance. The GAQC
keeps member firms informed about the latest developments, as well as provides tools and information to
help them better manage their audit practice. Firms that join demonstrate their commitment to audit quality
by agreeing to adhere to certain membership requirements.
.82 The GAQC has been in existence since September 2004. Since its launch, Center membership has
grown to over 560 firms from 50 states, the District of Columbia, Puerto Rico, and the U.S. Virgin Islands.
The membership accounts for approximately 30 percent of the total number of single audits and 80 percent
of the total federal expenditures covered by single audits performed by CPA firms in the Federal Audit
Clearinghouse database (http://harvester.census.gov/sac/) for the year 2003 (the latest year with complete
submission data).
.83 The Center's focus is to promote the highest quality audits and to save firms time by providing a
centralized place to find information they need, when they need it, to maximize quality and practice success.
Center resources include:
•

E-mail news alerts on current audit and regulatory developments that keep member firms informed
about the latest developments

•

Dedicated Center Web site at www.aicpa.org/GAQC with Resources, Community, Events and
Products, and a complete listing of GAQC members in each state

•

Online Member Discussion Forums for sharing best practices and discussing issues firms are facing

•

Webcasts, Web seminars, and teleconferences updating members on a variety of technical, legislative,
regulatory, and practice management subjects (note that these activities are archived on the GAQC
Web site)
Help Desk—With all of the quality issues being noted in governmental audits (see the
section of this Alert entitled "Continued Problems Noted in GAS and Single Audits"), your
firm should consider joining the Center. To enroll or learn more about the GAQC, including
details on the membership requirements and fees for membership, go to www.aicpa.org/
GAQC or e-mail GAQC staff at GAQC@aicpa.org. To preview member benefits, go to www.
aicpa.org/GAQC/Memberships. You should also be aware that there are a number of other
resources available from the AICPA to assist you in performing these audits, including
technical guidance, practice aids, educational courses, and industry conferences. To view a
summary of events and products that relate to this area you should go to www.aicpa.org/
GAQC/Events and www.aicpa.org/GAQC/Products.

For-Profit "Circular A-133-Like" Audit Requirements
.84 Certain federal agencies have issued regulations and guidance requiring for-profit entities to contract
for audits of their programs. Those audit requirements are often similar to, but not the same as, audits
conducted under OMB Circular A-133. In some cases those regulations and guidance may require an
audit under Circular A-133. If you are asked to perform such an audit, it is important that you understand
the requirements and also that your procedures and audit reporting do not conflict with professional
standards.

Help Desk—If you have a question regarding a "Circular A- 133-Like" audit of a for-profit
entity, we suggest that you consider contacting the federal agency that issued the require
ment with any questions you may have relating to your specific clients. A good place to
start to find the right individual would be to inquire of the federal agency's Single Audit
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Coordinator. See Appendix III of the 2006 Compliance Supplement for specific contact infor
mation.

Auditor Reporting on SEFA When Engaged Only to Perform Circular A-133 Audit
.85 We get questions periodically regarding the appropriate form of reporting when an auditor is
engaged to audit an entity under Circular A-133 and is not also engaged to perform an audit of the entity's
financial statements (that is, another firm will be performing the financial statement audit). In this situation,
it is not appropriate for the Circular A-133 auditor to issue an in-relation-to opinion on the SEFA as is
generally done when the Circular A-133 auditor is the same as the financial statement auditor. Instead, the
Circular A-133 auditor generally would issue the compliance and internal control over compliance reporting
as required under Circular A-133 and a stand-alone opinion on the schedule either as part of the Circular
A-133 report or separately (dated the same as the Circular A-133 report). While the GAS/A-133 Guide does
not include an illustration of a separate SEFA opinion for this exact situation, the program-specific audit
chapter of the Guide includes an illustration that might be useful in developing your stand-alone opinion
wording. While Example 13-1 in the GAS/A-133 Guide is written from the perspective of providing an
opinion on the financial statement of one federal program, you could make a few small modifications to that
illustration to refer to the SEFA instead of a schedule for one federal program in order to develop your report
wording for a stand-alone opinion on the SEFA. As a side note, the required reporting under GAS on internal
control over financial reporting and compliance and other matters would be issued by the financial statement
auditor in a situation where a single audit is required but a separate auditor is engaged to perform the single
audit.

Federal Agency Requests for Auditor Certifications
.86 Over the course of the last year, we have seen a rise in federal agencies' requiring grantees to have
their auditor sign a form or a certification statement. Sometimes the statements are associated with preaward
activities and the auditor is asked to sign a statement saying that the entity has appropriate controls or
financial systems to administer the federal program. Others relate to existing grantees that are asked to have
their auditor sign similar statements. In most circumstances, statements such as these are not appropriate
for an auditor to sign unless the auditor has been engaged to perform an engagement under professional
standards. If you as an auditor are asked to sign such a statement or certification, you should not do so unless
you have performed an appropriate engagement. If you are the ongoing auditor to a federal recipient and
have not been engaged to perform an engagement relating to the statement or certification, one option would
be to suggest that your client submit its financial statements and related audit reports and, if applicable, its
Schedule of Federal Expenditures of Federal Awards and related Circular A-133 reports in lieu of signing
the statement or certification. The AICPA has issued guidance specifically applying to preaward survey
requests in an interpretation to AT section 501, Reporting on an Entity's Internal Control. The Interpretation,
titled "Pre-Award Surveys," should provide useful guidance for similar situations that do not involve a
preaward survey.

AICPA Auditing and Attestation Standards: Proposals and
Upcoming Proposals
.87 Auditors should keep abreast of auditing developments as described in this section and other
upcoming guidance that may affect their engagements. You should check the appropriate standard-setting
Web sites (listed below) for a complete picture of all relevant projects in progress.
.88 The following table lists the various standard-setting bodies' Web sites, where information may be
obtained on outstanding exposure drafts, including downloading a copy of the exposure draft. These Web
sites contain much more in-depth information about proposed standards and other projects in the pipeline.
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Standard-Setting Body

Web Site

AICPA Auditing
Standards Board (ASB)

www.aicpa.org/members/div/auditstd/drafts.htm

Government
Accountability Office

www.gao.gov/govaudit/ybk0l.htm

Professional Ethics
Executive Committee
(PEEC)

www.aicpa.org/members/div/ethics/index.htm

Proposed SSAE, Reporting on an Entity's Internal Control Over
Financial Reporting (AT 501)
.89 In January 2006, the ASB issued a revised ED of a proposed SSAE that would supersede Chapter 5,
"Reporting on an Entity's Internal Control Over Financial Reporting," of SSAE No. 10, Attestation Engage
ments: Revision and Recodification (AICPA, Professional Standards, vol. 1, AT sec. 501), as amended. In May 2006,
the PCAOB announced plans to amend certain aspects of PCAOB Auditing Standard No. 2 (AS2) to improve
its implementation. Because the forthcoming changes to AS2 will be relevant to the revision of AT 501, the
ASB has decided to defer the issuance of a final revised AT 501 until the PCAOB issues their amendments
and the ASB has time to consider them.

Upcoming Reporting Proposal
.90 An ASB project may result in an ED of proposed auditing standards released in the remainder of 2006
concerning revisions of SAS No. 58, Reports on Audited Financial Statements (AICPA, Professional Standards,
vol. 1, AU sec. 508), as amended. Auditors should remain alert to progress on that project.

Independence Requirements Under AICPA Rules, GAS,
and Circular A-133
.91 If you perform audits under GAS (including Circular A-133 audits), you should be aware of the
independence rules in those standards and regulations, as well as the independence rules of the AICPA. The
AICPA's Professional Ethics Executive Committee (PEEC) proposes and issues ethics Interpretations and
rulings relating to independence and other ethics matters. You can download recent proposals and rulings
from the AICPA Web site at www.aicpa.org/members/div/ethics/index.htm. The AICPA has issued
Independence and Ethics Alert—2005/06 (product no. 022476kk), which informs readers of all recent and signifi
cant independence and ethics developments. You can obtain that Alert by calling the AICPA at (888) 777-7077
or by going online at www.cpa2biz.com.

.92 In a GAAS audit, AICPA members are required to comply with the AICPA's Code of Professional
Conduct Rule 101, Independence (AICPA, Professional Standards, vol. 2, ET sec. 101.01). AICPA Ethics Inter
pretation 101-3, "Performance of Nonattest Services" (AICPA, Professional Standards, vol. 2, ET sec. 101.05),
establishes requirements that members should meet to perform nonattest services for an attest client without
impairing independence with regard to that client.

Help Desk—The AICPA's Professional Ethics Division has a useful Web site at www.aicpa.
org/members/div/ethics/index.htm that includes guidance, resources, and current devel
opments relating to professional ethics.
In July 2006, the AICPA published a new Practice Aid entitled Independence Compliance:
Checklists and Tools for Complying With AICPA and GAO Independence Requirements (product
no. 006627kk). This valuable tool contains a series of checklists to help auditors determine their
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compliance with applicable independence rules. The publication can be obtained at www.
cpa2biz.com or by calling the AICPA at (888) 777-7077.
.93 For audits conducted in accordance with GAS, auditors and audit organizations also are subject to
the GAS independence rules. Those rules, which are, in some cases, very similar to the AICPA independence
rules and in other cases more restrictive, address when auditors and their organizations are independent
from the organizations they audit by defining when personal, external, and organizational impairments to
independence exist.

.94 To comply with the GAS provisions governing nonaudit services to audit clients, audit organizations
are required to meet two overarching principles. First, audit organizations are barred from performing
management functions or making management decisions for their clients. Second, audit organizations are
prohibited from auditing their own work or providing nonaudit services if the services are material or
significant to the subject matter of the audit. If a nonaudit service does not conflict with either principle, an
audit organization may perform the service as long as it complies with certain safeguards described in
paragraph 3.17 of GAS. The GAO has issued a question and answer document, Answers to Independence
Standard Questions, to address its independence standard.
Help Desk—You can obtain Answers to Independence Standard Questions on the Web at www.
gao.gov/govaud/ybk01.htm. The AICPA Web site provides a useful side-by-side compari
son of the AICPA and GAO independence rules at www.aicpa.org/download/ethics/
2004_02AICPA-GAO_rules_comparison.pdf.

.95 Finally, you should note that Section 305(b) of Circular A-133 contains an additional independence
requirement. Under Circular A-133, an auditor who prepares the indirect cost proposal or cost allocation
plan may not also perform the single audit when indirect costs recovered by the auditee during the prior
year, as defined, exceeded $1 million.

Adherence to Professional Standards and Requirements
.96 AICPA Ethics Interpretation No. 501-3, "Failure to Follow Standards and/or Procedures or Other
Requirements in Governmental Audits," of Rule 501, Acts Discreditable (AICPA, Professional Standards, vol.
2, ET sec. 501.04), states that when a member undertakes an audit of government grants, government units,
or other recipients of government monies and agrees to follow specified government audit standards, guides,
procedures, statutes, rules, and regulations, the member is obligated to follow those standards or guidelines
in addition to GAAS. Failure to do so is an act discreditable to the profession and a violation of Rule 501 of
the AICPA Code of Professional Conduct, unless the member discloses in the report that those rules were
not followed and the reasons therefore.

National Statistical Sample of Audit Quality
.97 As noted in the section of this Alert entitled "Audit Quality Continues to Be a Concern," Circular
A-133 audits are a key mechanism through which federal agencies establish and enforce accountability for
their awards. To provide an overall assessment of audit quality, an interagency, interdisciplinary task force
led by the Department of Education selected a statistical sample of audits (the stat sample) and is in the
process of completing a review of those audits. The objectives of performing the reviews was to assess the
overall quality of audits conducted under GAS and Circular A-133, to identify the nature and extent of
particular single audit quality problems, and to make recommendations to address issues that are noted.
.98 Federal officials who are involved in the stat sample report that most of the reviews have been
completed at this stage and that the project team is currently working to develop letters summarizing the
findings noted to each firm that had an engagement selected for review. A final report summarizing the
entire project is expected in December 2006.
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Continued Problems Noted in GAS and Single Audits
.99 Audit quality continues to be an area of utmost importance. Both peer reviews and AICPA Profes
sional Ethics Division investigations continue to indicate that there are deficiencies in GAS and Circular
A-133 audits. Federal OIGs also have found deficiencies based on their reviews of Circular A-133 audit work
that are consistent with those found by the AICPA. Audit deficiencies currently being found are similar to
the types reported in previous editions of this Alert, particularly the guidance in Appendix A, entitled
"Overview of Key Components of a Single Audit and Related Audit Deficiencies," of the 2005 Alert. Common
deficiencies exist in planning the audit, conducting testing, and reporting, including preparation of the data
collection form. Some are agency-specific problems, and some are more general auditing issues. Following
are some common deficiencies noted on audits of federal recipients, including audits conducted in accord
ance with GAS, found during recent peer reviews, AICPA Professional Ethics Division investigations of CPA
firms, and reviews by the federal OIGs. This list includes some of the same deficiencies identified in past
Alerts, indicating continuing problems with the same matters. You can consider reviewing your firm's policies
and procedures to see whether your governmental engagements also might have these kinds of issues.

Planning and Supervision
.100
•

The engagement team did not meet the Government Auditing Standards CPE requirements. (An earlier
portion of this section titled "Government Auditing Standards Developments" discusses changes in
Government Auditing Standards CPE requirements.)

•

The auditor used inadequate or outdated reference material related to the engagement performed.

•

The auditor failed to document audit planning procedures or fraud risk assessment and failed to use
a written audit program or to consult industry audit guides.

•

The audit documentation did not evidence that supervisory review was conducted in accordance
with established policies and procedures or that audit procedures were performed as planned.

•

The auditor did not adequately design internal control and compliance procedures, including
sampling applications, to support the reports issued.

•

The auditor did not completely and consistently document the assessments of audit risk and the risk
of misstatement due to fraud.

•

The auditor did not sufficiently document discussions with auditee management and among staff
related to fraud.

•

The auditor did not adequately review subsequent events or did not adequately document the
review.

•

The auditor did not modify the management representation letter when the auditee did not consult
an attorney.

•

The concurring partner review was inadequate.

Internal Control
.101
•

The audit documentation evidenced an understanding of internal control, but did not conclude on
whether the controls were placed in operation.

•

The audit documentation did not evidence the auditor's consideration of the effect of the use of
information technology on internal control. In particular, the audit documentation did not evidence
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the basis upon which the auditor concluded to assess control risk at maximum when controls were
significantly dependent upon computerized information systems.

Compliance Testing
.102
•

The audit documentation did not evidence (1) how the auditor derived the sample sizes used for
testing, (2) preliminary and final analytical review procedures, or (3) the follow-up of open items on
tests performed.

•

The auditor failed to perform adequate tests in key audit areas.

Documentation
.103
•

The audit documentation did not support that the requirements of SAS No. 99, Consideration of Fraud
in a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 316), were fully imple
mented.

•

The auditor failed to document the determination of major programs.

Reporting
.104
•

The auditor did not update legal inquiries to the date of the auditor's report.

•

The auditor failed to observe or report on inadequate financial statement disclosures or the auditee's
incorrect application of generally accepted accounting principles (GAAP), including the improper
accounting for a particular fund or inadequate financial statement disclosure.

•

The auditor did not modify the reports for particular circumstances, in particular for the use of
non-GAAP bases of accounting. For example, the reports were not modified for financial statements
issued under statutory accounting provisions or an unqualified opinion was given for financial
statements issued using a grant basis of accounting. Under GAAS, an auditor is permitted to issue a
standard report on presentations in conformity with GAAP or a special report on presentations in
conformity with an other comprehensive basis of accounting (OCBOA) as defined in SAS No. 62,
Special Reports (AICPA, Professional Standards, vol. 1, AU sec 623.04). (Chapters 14, "Audit Reporting,"
and 15, "Comprehensive Basis of Accounting Other Than Generally Accepted Accounting Princi
ples," of AICPA Audit Guide State and Local Governments discuss the required elements of auditor's
reports in various situations.)

•

The auditor's reports did not appropriately reference the applicable auditing standards, financial
statements, or opinion units.

•

The auditor did not issue a report on internal control over financial reporting and on compliance and
other matters for audits subject to GAS.

•

The auditor's report on the financial statements did not refer to the GAS report.

•

The GAS report did not contain the appropriate restrictions on its use.

•

The auditor did not properly implement all the changes made to the "Report on Internal Control
Over Financial Reporting and on Compliance and Other Matters Based on an Audit of Financial
Statements Performed in Accordance with Government Auditing Standards, Reportable Instances on

AAM §8220.102

Copyright © 2006, American Institute of Certified Public Accountants, Inc.

72

9-06

8909

Government Auditing Standards and Circular A-133 Audits—2006

Noncompliance, and Other Matters Identified" or the "Report on Compliance with Requirements
Applicable to Each Major Program and on Internal Control Over Compliance in Accordance with
OMB Circular A-133." (The changes were effective May 1, 2004, and were partially implemented on
some audits, but some audits were released with the former allowable language.)
•

The auditor's report did not refer to the appropriate titles of the applicable financial statements.

•

Items were misclassified on the statement of cash flows.

•

The financial statements omitted or made inadequate disclosures related to minor account balances
or transactions (for example: minor disclosure deficiencies relating to accounting policies, inventory,
valuation allowances, long-term-debt, concentrations of credit risk, the use of estimates), without
mention in the auditor's report.

•

The financial statements were prepared on a basis of accounting other than generally accepted
accounting principles (OCBOA) properly reported on but contained inconsistencies between the
report and the financial statements or OCBOA statements reflecting titles normally associated with
GAAP presentation.

•

The reason given for OCBOA financial statements was the omission of the statement of cash flows.

•

The auditor's report did not indicate the responsibility for supplemental information in his or her
report.

•

There were numerous typographical errors on reports.

•

The auditor failed to include in the report all periods presented in the financial statements.

•

The auditor omitted the country of origin of GAAP or GAAS in the audit report.

•

There were inappropriate references to GAAP in the accountant's report on financial statements in
conformity with OCBOA; however, the report has indicated that the basis used is not in accordance
with GAAP.

•

Inappropriate compliance opinion.

•

Failure to include all required elements in audit findings (see related discussion in the section of the
Alert entitled "Required Elements Not Included in Audit Findings").

Other Audit Procedures
.105

•

Failure to audit as major programs type A programs not qualifying as low risk.

•

Failure to audit all programs included in a cluster of programs (see related discussion in the section
of the Alert entitled "Provisions Relating to Clusters of Federal Programs").

•

Failure to meet the percentage-of-coverage requirement in Circular A-133, section 520(f).

•

Problems with compliance and internal control work relating to the audit of federal programs.

•

The management representation letter was not properly dated or did not cover all periods presented
in the financial statements.

•

The auditor failed to sign off on audit programs.
Help Desk—The AICPA's Government Audit Quality Center (as discussed in the section
of this Alert entitled "Governmental Audit Quality Center") has additional resources on its
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Web that list common engagement deficiencies. See the GAQC Web site at www.aicpa.
org/GAQC under the Resources tab to learn more about common audit deficiencies in GAS
and Circular A-133 audits.

Required Elements Not Included in Audit Findings
.106 It has been noted by federal quality control reviewers that not all auditors are including all of the
required finding elements in describing their findings. Among the required elements being left out of findings
are the Catalog of Federal Domestic Assistance (CFDA) number, federal award number, and year for each
federal program. Section 510(b) of Circular A-133 describes each of the elements that should be included in
your findings. You should ensure that each of your Circular A-133 findings contain the required elements.

Provisions Relating to Clusters of Federal Programs
.107 Auditors are reminded of the provisions of Circular A-133 relating to "clusters" of federal programs
due to continuing quality concerns in this area. Circular A-133 defines clusters as a grouping of closely related
programs that share common compliance requirements. Part 5 of the Compliance Supplement identifies federal
programs that constitute the Research and Development (R&D) and Student Financial Aid (SFA) clusters,
but also identifies 27 "Other Clusters" of federal programs. Circular A-133 Section 105 requires that "a cluster
of programs shall be considered as one program for determining major programs," and defines any of the
clusters identified in the OMB Compliance Supplement as a "federal program." Section 310(b)(1) requires that
auditees list individual federal programs within a cluster in the SEFA. The auditor's Circular A-133 reporting
on internal controls and compliance required by Section 505 of the Circular is for each major federal program.
Therefore, auditors should ensure that federal programs that constitute a cluster are grouped as a cluster
when determining major federal programs and when performing audit procedures on those clusters that are
major programs.

Deficiencies Under Industry Audit Guides—HUD
.108 The OIGs of federal agencies that have published agency audit guide reports have reported that they
have noted certain deficiencies in the related work that they have reviewed. In some cases, they have found
that auditors have failed to report as directed by the appropriate federal audit guide. (This assumes that the
reporting guidance in the federal audit guide is up-to-date.) In other cases, for-profit organizations, nonprof
its, and public housing authorities (PHAs) and their auditors have not followed the requirements outlined
in HUD's Guidelines on Reporting and Attestation Requirements of Uniform Financial Reporting Standards (UFRS)
for Public Housing Authorities, Not-for-Profit Multifamih/ Program Participants, For-Profit Multifamily Program
Participants, and Their Independent Accountants. This HUD document provides guidance to PHAs and
multifamily participants receiving HUD financial assistance and their auditors in meeting HUD audit
reporting requirements and requirements for filing financial information electronically with the HUD Real
Estate Assessment Center (REAC). Specific problems identified include the omission of the required
supplemental schedules and omission of required SAS No. 29, Reporting on Information Accompanying the Basic
Financial Statements in Auditor-Submitted Documents (AICPA, Professional Standards, vol. 1, AU sec. 551), as
amended, reporting on these schedules.
.109 HUD's settlements with two firms in 2005 reinforce the federal government's strong emphasis on
ensuring financial accountability and the importance of firms taking appropriate steps to ensure that they
do not have any quality issues. Other steps HUD has taken in this regard include:
•

Referrals to state boards of accountancy and the AICPA

•

New methods of audit verification (That is, HUD staff reperforms a portion of the Circular A-133
audit at PHAs to determine whether the PHAs' audit firms identified all material instances of
noncompliance with federal laws, regulations, and contract provisions occurring at the agency.)
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AICPA Peer Review Checklists—A Tool to Help Improve Audit Quality
.110 In performing peer reviews, review teams must complete all relevant programs and checklists issued
by the AICPA Peer Review Board. The AICPA updates its Peer Review Checklists annually; the 2006 versions
of those checklists (which include checklists on state and local government, health care, and NPO audits;
GAS audits; single audits; and HUD audits) are now available. While intended for use in peer reviews, the
various relevant checklists may be a helpful tool for your firm or audit organization to use as a memory
jogger to ensure you have not overlooked anything significant before issuing your audit reports. Taking this
step may help you improve your audit quality. The various relevant checklists can be accessed through the
AICPA Governmental Audit Quality Center at https://gaqc.aicpa.org/Resources/Research+Tools+and+
Aids/Peer+Review+Checklists.htm.

.111 The Audit Risk Alert Government Auditing Standards and Circular A-133 Audits is published
annually. As you encounter audit and industry issues that you believe warrant discussion in next year's
Alert, please feel free to share them with us. We also would appreciate any other comments that you have
about this Alert. You may e-mail those comments to mfoelster@aicpa.org or write to:

Mary McKnight Foelster
AICPA
Governmental Auditing and Accounting
1455 Pennsylvania Avenue, NW, 4th Floor
Washington, DC 20004-1081
.112 We also suggest that you review the AICPA Audit Risk Alert—2005/06 (product no. 022336kk), which
is a general update on economic, auditing, accounting, and other professional developments, and the Audit
Risk Alerts Health Care Industry Developments—2006 (product no. 022346kk), Not-for-Profit Organizations
Industry Developments—2006 (product no. 022426kk), and State and Local Governmental Developments—2006
(product no. 022436kk), which discuss industry-specific financial statement audit considerations. Although
not specifically geared toward GAS and Circular A-133 audits, those publications might be relevant and
valuable to consider in those engagements.
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Appendix A

Federal Audit Clearinghouse Topics

Basic Reporting Requirements
Your client is required to submit both the data collection form and the appropriate number of reporting
packages (see discussion earlier in this Alert under the heading "Data Collection Form and Federal Audit
Clearinghouse Update" for recent developments regarding submission of reporting packages to the Clear
inghouse) to the Federal Audit Clearinghouse (FAC) within 30 days of receipt of the auditor's reports, but
no later than nine months after the end of its fiscal year. The form requires information regarding the period
under audit, the client, the auditor, a summary of the client's federal expenditures, and a summary of the
results of the audit.
To take advantage of the online editing feature, the client is encouraged to use the Web to submit the data
collection form to the FAC electronically. However, until the FAC receives an acceptable reporting package(s)
and the data collection form, the client does not receive credit for meeting the submission requirement.

Subrecipient Reporting Requirements
Form SF-SAC, the data collection form, provides information on the results of the Circular A-133 audit and
is entered into a database maintained by the FAC. Although both you and your client complete parts of the
data collection form, your client is responsible for submitting both the form and the appropriate number of
reporting packages to the FAC. If your client is a subrecipient, it also is required to forward a copy of a
reporting package to the pass-through entity (PTE) when the schedule of findings and questioned costs
contains audit findings relating to federal awards provided by the PTE or when the summary schedule of
prior audit findings reports the status of any audit findings relating to such awards. If the report contains no
such findings, a subrecipient is required only to provide the affected PTEs with a notification that the audit
was completed and that neither the schedule of findings and questioned costs nor the summary schedule of
prior audit findings contained findings relating to the federal awards provided by the PTE.
Help Desk—If either you or your client has a question about the data collection form, the
FAC has posted on its Web site a useful set of responses to frequently asked questions. As
noted in the section of this Alert entitled "Data Collection Form and Federal Audit Clear
inghouse Update," FAC representatives also are available by phone.

Common Reasons for Rejection
FAC representatives have identified a number of common faults that would cause the FAC to reject a filing.
Among these are the following:
•

Part III, Item 8, "Federal Agency Distribution," is incorrect: A reporting package is distributed to
federal agencies only if there are current year findings on directly funded programs, if the program
is listed in the Schedule of Prior Year Findings, or they meet the threshold for coverage by a federal
cognizant agency not covered by findings on direct funding.

•

Part III, Item 9c, "Research and Development," is invalid (either blank or more than one box is
checked).
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•

Part III, Item 9f, "Direct award," is invalid (either blank or more than one box is checked).

•

Part III, Item 9a and 9b "CFDA Number," Multiple CFDA Numbers appear on one program line or
an extra is included before the CFDA Extension.

Tips on Reviewing Forms Before Submission
To avoid a data collection form rejection, it is important for the form to be carefully reviewed by the auditor
prior to its submission by your clients. Here are a few tips you can use within your practice to review data
collection forms before they are submitted to the FAC, and some "red flags" that can raise questions with
federal inspectors general.
Part II: Financial Statements. Part II refers to the financial statement report and the report issued under
Government Auditing Standards, not the reporting on internal control and compliance relating to federal
programs. A tip for the person reviewing Part II is to simultaneously read the final auditor reports and the
form, to ensure this section is prepared using the final versions of the auditor reports and that the entries on
the form are consistent with those reports.
Part III: Federal Programs. In reviewing this section of the form, it is good practice to read the instructions to
Form SF-SAC for Part III. Those instructions include useful information. Again, simultaneously reviewing
the final Circular A-133 reporting and the form is good practice to ensure that the entries on the form are
consistent with the results of the audit. Other tips for reviewing various items in this Part follow.
•

Item 7: This should be answered "no" if the summary schedule of prior audit findings indicates there
were no prior audit findings.

•

Item 8: It is important to ensure that all agencies affected by a cross-cutting finding are included. Also,
the line "and, if not marked above, the federal cognizant agency" should not be checked if the client
is too small to have a cognizant agency. Finally, it is important that the finding write-ups include all
of the required elements, including the Catalog of Federal Domestic Assistance (CFDA) number, to
ensure that Item 8 is properly completed.

•

For Item 9 in this part, Column B should include the award number when the award does not have
a three-digit CFDA extension.

•

In Item 9: The programs should be listed in the same level of detail as in the Schedule of Expenditures
of Federal Awards (SEFA). For instance, if the SEFA lists 10 Department of Health and Human
Services (DHHS) awards within one or more CFDA numbers, Item 9 should list 10 DHHS awards;
there should not be one total HHS line.

•

Good practice is to prepare a written reconciliation between the total of Item 9(e) to the total of the
schedule of federal award expenditures included in the Circular A-133 report. Common reconciling
items include amounts that are reported in the footnotes to the schedule of expenditures of federal
awards. For example:

— Student loan outstanding balances
— Administrative cost allowances

— Commodities
— Donated property
— Interest subsidies
— Insurance
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•

For Item 9, another good practice is for the reviewer to independently verify that Columns C, F, and
G have been completed correctly. That is particularly true for very lengthy data collection forms, as
it is easy to inadvertently mark the wrong box.

•

Item 10, Column A, should not include response P ("Other") very often. Sometimes, form preparers
will tend to use "P" rather than take the time to properly match a finding to the appropriate
compliance requirement. If a "P" is noted as a response, extra attention may be needed to assure that
the response is correct.

•

Item 10: Column B, "Audit finding reference numbers," should reconcile to Item 8 in Part III, allowing
only for differences relating to prior year findings covered in Item 8, but not in Item 10.

Red Flags Raised by Incorrect Data Collection Forms
Federal OIGs sometimes review specific data collection forms or use the Clearinghouse database to deter
mine potential problems or issues with single audits that have been performed. Once potential problems are
identified, the OIGs will likely contact the auditor for additional information or may decide to perform a
quality control review of the engagement in question. For this reason, it is even more important that the
forms be completed correctly. The following are some of the red flags that incorrect Form SF-SAC submis
sions might raise with federal reviewers:
•

If Part I is not fully completed, federal reviewers might conclude that the form was prepared in a
hasty and sloppy manner.

•

If the wrong box is checked in Part II, federal reviewers might conclude that the preparer did not
understand the nature of the auditor's report that was issued.

•

If the wrong boxes are checked in Part III, Items 1 through 8, federal reviewers might conclude that
the auditor did not understand one or more of the following concepts: low risk auditee, type of report
issued, or what belongs on the summary of prior audit findings.

•

If Part III, Item 9, is not completed properly, the federal reviewer might conclude that the auditor did
not understand the concept of "major programs," or that the auditor audited the incorrect major
programs. Further, he or she might conclude that the auditor does not understand the nature of the
findings reported.

Data Collection Form Revision
For one reason or another, your client may need to revise a submission that has been made to the FAC. If
this is the case, you should keep the following in mind:
•

You must use a paper copy of the form (available at http://harvester.census.gov/fac/collect/
formoptions.html).

•

You should write "Revision" at the top of Page 1 and fill out Page 1 completely.

•

You and the client should sign and date the form again.

•

The client should fill out corrections/ additions/deletions only.

•

The client should re-total total federal awards expended (if needed).

•

The client should send the paper form to FAC along with a cover letter summarizing the nature of
the revision(s).

You should note that the FAC Web site has instructions for such revisions.
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Using the FAC Database
You may find it worthwhile to investigate the FAC database. You can find instructions for its use on the FAC
Web site at http://harvester.census.gov/fac. The FAC expects that the major users of its database will be
federal sponsoring agencies. A number of agencies report that they have found it useful, for example, to
compare the results of their own programmatic audits with those Circular A-133 audits performed by
independent auditors and filed on the database. FAC officials also point out that you as an auditor can benefit
from the database. For example:
•

You and your clients can check on the status of submissions.

•

You and your clients can ascertain the status of their subrecipients' submissions.

•

You can perform overall analytical assessments of your organization's audits to determine, for
example, whether there are any problems with the two-year look-back rule and major program
determination. Although this is true, the FAC should not be the ones making this point.

•

You can look at reports or findings related to programs you are auditing to supplement staff training.
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Appendix B

Research Tools, Aids, and Other Resources
The following lists Web sites of many of the organizations referred to in this Audit Risk Alert, as well as
others that you may find useful. The AICPA section also includes a summary of publications and continuing
professional education (CPE) courses, information on conferences, and other resources the AICPA offers that
may assist you as you perform audits in accordance with Government Auditing Standards (GAS) and Office
of Management and Budget Circular A-133, Audits of States, Local Governments, and Non-Profit Organizations
(Circular A-133).

AICPA
Web Site
The AICPA Web site at www.aicpa.org offers users the opportunity to stay abreast of developments in
accounting, auditing, and professional ethics. Online resources include professional news, membership
information, state and federal legislative updates, AICPA press releases, speeches, exposure drafts, and a list
of links to other accounting- and finance-related sites. The site also has a "Talk to Us" section, allowing users
to send e-mail messages directly to AICPA representatives or teams. The AICPA Governmental Audit
Quality Center's Web site (http://gaqc.aicpa.org/) provides updates, developments, and resources
specifically related to governmental audits.

Publications
The following AICPA publications may be of interest to practitioners who are performing GAS and
Circular A-133 audits. You can order AICPA publications on the Web at www.cpa2biz.com or by calling
(888) 777-7077.
•

Audit and Accounting Guides
— Government Auditing Standards and Circular A-133 Audits (product no. 012746kk)
— State and Local Governments (product no. 012666kk)
— Health Care Organizations (product no. 012616kk)
— Not-for-Profit Organizations (product no. 012646kk)

— Federal Government Contractors (product no. 012606kk)
The AICPA offers these Audit and Accounting Guides in a number of versions: paperbound, CD-ROM,
CD-ROM subscription, and online subscription.

•

Audit Risk Alerts
— Audit Risk Alert—2005/2006 (product no. 022336kk)
— Health Care Organizations Industry Developments—2005/2006 (product no. 022346kk)
— Not-for-Profit Organizations Industry Developments—2006 (product no. 022426kk)
— State and Local Governmental Developments (product no. 022436kk)
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Practice Aids

— Independence Compliance: Checklists and Tools for Complying With AICPA and GAO Independence
Requirements (product no. 006627kk)

— Auditing Recipients of Federal Awards: Practical Guidance for Applying OMB Circular A-133, third
edition (product no. 006621kk)

— Applying OCBOA in State and Local Governmental Financial Statements (product no. 006614kk)
— Not-for-Profit Organizations: Checklists and Illustrative Financial Statements (product no. 008985kk)
— State and Local Governments: Checklists and Illustrative Financial Statements (product no. 009035kk)

Continuing Professional Education Courses
The AICPA offers CPE courses related to Government Auditing Standards and Circular A-133 audits in text
format for both public presentation group-study and self-study, in Web cast CD-ROM format for self-study,
and in video-based format for both self-study and on-site group study. You can obtain information on these
and other AICPA CPE courses on the Web at www.cpa2biz.com or by calling (888) 777-7077.

Public presentation group-study text courses include the following:
•

Advanced Auditing of HUD-Assisted Projects

•

Applying A-133 to Nonprofit and Governmental Organizations

•

Audits of HUD-Assisted Projects

•

Governmental Accounting and Auditing Update

•

Governmental and Nonprofit Annual Update

•

Nonprofit Auditing and Accounting Update

•

Sharp-Witted Studies on Single Audit and Yellow Book Snafus

•

Solving Complex Single Audit Issues for Government and Nonprofit Organizations

•

Workpaper Techniques for Government and Nonprofit Organizations

•

The Revised Yellow Book: Government Auditing Standards

Self-study text courses include the following:
•

Advanced Auditing of HUD-Assisted Projects (product no. 730192kk)

•

Applying A-133 to Nonprofit and Governmental Organizations (product no. 730207kk)

•

Audits of HUD-Assisted Projects (product no. 730297kk)

•

Governmental Accounting and Auditing Update (product no. 736476kk)

•

Governmental and Nonprofit Annual Update (product no. 731933kk)

•

Nonprofit Auditing and Accounting Update (product no. 732092kk)

•

Sharp-Witted Studies on Single Audit and Yellow Book Snafus (product no. 733030kk)

•

Solving Complex Single Audit Issues for Government and Nonprofit Organizations (product no.
734410kk)

AICPA Audit and Accounting Manual

AAM §8220.114

8918

Alerts

72

•

Workpaper Techniques for Government and Nonprofit Organizations (product no. 732635kk)

•

The Revised Yellow Book: Government Auditing Standards (product no. 736115kk)
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Webcast CD-ROMs include the following:
•

Government Auditing Standards and Circular A-133 Audits (product no. 780031HSkk)

The AICPA also offers the following video-based courses for self-study and on-site group study:
•

Applying A-133 to Nonprofit and Governmental Organizations (DVD/manual product no. 187205kk)

•

Governmental Accounting and Auditing Update (DVD/manual product no. 186482kk)

•

Governmental and Nonprofit Annual Update (DVD/manual product no. 181935kk)

•

Nonprofit Auditing and Accounting Update (DVD/manual product no. 1820703kk)

•

The Revised Yellow Book: Government Auditing Standards (VHS/manual product no. 187105kk)

Information on these and other AICPA government and not-for-profit auditing courses is available at www.
cpa2biz.com or by calling (888) 777-7077.

Online CPE
AICPA CPExpress, offered exclusively through CPA2Biz.com, is the AICPA's flagship online learning
product. AICPA CPExpress now offers a free trial subscription for up to 30 days. AICPA members pay $149
(nonmember, $369) for a one-year subscription. Divided into one- and two-credit courses that are available
24/7, AICPA CPExpress offers hundreds of hours of learning in a wide variety of topics. Topics of interest
include the Government Auditing Standards, Circular A-133 auditing, accounting and financial reporting
pronouncements, HUD, industry updates, and other pertinent issues. To register or learn more, visit
https:/ / www.cpa2biz.com/CS2000/Products/CPA2BIZ/CPExpress.htm

Industry Conference and Training Programs
The following events may benefit you as you seek to enhance the quality of your GAS and Circular A-133
audits.
AICPA National Not-for-Profit Industry Conference

This annual conference is ideal for experienced audit and tax practitioners, as well as NPO financial
executives, and provides technical information for those decision-makers. It offers advanced and in-depth
training on the key NPO, auditing, tax, and management issues and includes sessions relating to GAS and
Circular A-133 audits. Further, it provides up-to-date information on the latest regulatory guidelines,
Congressional initiatives, and industry innovations. The 2006 Not-for-Profit Industry Conference was held
June 15 and 16, 2006 in Washington, DC.

AICPA National Governmental Accounting and Auditing Update Conference
This annual conference is designed for practitioners; officials working in federal, state, or local governmental
finance and accounting; and recipients of federal awards. It is the premier forum for the discussion of
important governmental accounting and auditing developments, including those related to GAS and
Circular A-133. Participants will receive updates on current issues, practical advice, and timely guidance on
recent developments from experts. The 23rd annual National Governmental Accounting and Auditing
Update Conference will be held on September 18 and 19, 2006, in Denver, Colorado. Optional pre- or
post-conference workshops at both venues offer an intensive, interactive opportunity for additional CPE.
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AICPA National Governmental and Not-for-Profit Training Program

This annual program is designed for practitioners or accountants, auditors, and other staff in government
and NPOs. It is an interactive training program with a number of concurrent "roll-up-your-sleeves"
workshops. Attend to receive in-depth, hands-on training in NPO and government accounting and auditing
topics, including training related to GAS and Circular A-133. This conference will be held on October 16-18,
2006, in Las Vegas, Nevada.

AICPA National Healthcare Industry Conference
This annual conference allows participants the opportunity to gain the information and techniques needed
to stay on top of trends that are important to healthcare auditing practices, as well as healthcare organizations
(including those that are NPOs, governmental entities, and for-profit organizations). With access to some of
the nation's top healthcare specialists, there will be up-to-the-minute information on the latest developments
in healthcare issues relating to physician practices, revenue management, the Health Insurance Portability
and Accountability Act (HIPAA), accounting and auditing, tax, operations, and much more. This conference
will be held on November 2 and 3, 2006, in New Orleans, Louisiana.

Help Desk—You can obtain more information about the conferences or the training pro
gram on the Web at www.cpa2biz.com or on the events page of the Governmental Audit
Quality Center at http://gaqc.aicpa.org/Events/ or by calling (888) 777-7077.

Governmental Audit Quality Center (GAQC)
The GAQC, which is designed to improve the quality of governmental audits, provides firm members with
a set of best practices and tools in the specialized area of governmental auditing, including Yellow Book and
Circular A-133 audits. It also includes a comprehensive Web site at www.aicpa.org/GAQC. See additional
details about the Center in the section of this Alert entitled "Governmental Audit Quality Center."
Help Desk—With all of the quality issues being noted in governmental audits, your firm
should consider joining the center. Information about the GAQC, including details on the
membership requirements and fees for membership, is on the Web at www.aicpa.org/GAQC.

Accounting and Auditing Technical Hotline
The Technical Hotline answers members' inquiries about accounting, auditing, attestation, compilation, and
review services. Call (888) 777-7077 or go to the AICPA's Web site at www.aicpa.org.

Ethics Hotline
Members of the AICPA's Professional Ethics Team answer inquiries concerning independence and other
behavioral issues related to the application of the AICPA Code of Professional Conduct. Call (888) 777-7077.

Fax Hotline
The AICPA has a 24-hour fax system that enables interested persons to obtain information that includes, for
example, current AICPA comment letters, conference brochures and registration forms, CPE information,
actions of the Accounting Standards Executive Committee (AcSEC), and legislative news. To access the
hotline, dial (201) 938-3787 from a fax machine and follow the voice cues.

Service Center Operations
To order AICPA products, receive information about AICPA activities, and find help on your membership
questions call the AICPA Service Center Operations at (888) 777-7077. The best times to call are 8:30 a.m. to
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11:30 a.m. and 2:00 p.m. to 7:30 p.m., Eastern Standard Time. You also can order AICPA products from the
Service Center by facsimile at (800) 362-5066 or visit www.cpa2biz.com to obtain product information and
place online orders.

Other Non-Federal Resources
Federal Accounting Standards Advisory Board
The Federal Accounting Standards Advisory Board (FASAB) is the accounting standard-setter for financial
statement audits of federal entities. This Web site provides up-to-date information of the activities of the
board and its various technical projects. Go to www.fasab.gov/.

Financial Accounting Standards Board
The Financial Accounting Standards Board (FASB) is the accounting standard-setter for financial statement
audits of for-profit and NPOs. This Web site provides up-to-date information of the activities of the Board
and its various technical projects. Go to www.fasb.org/.

Governmental Accounting Standards Board
The Governmental Accounting Standards Board (GASB) is the accounting standard-setter for financial
statement audits of state and local governmental entities. This Web site provides up-to-date information of
the activities of the board and its various technical projects. Go to www.gasb.org/.

Thomas Legislative Search
When performing governmental audits, there may be a need to review recent legislation related to particular
federal programs. This Web site provides access to federal legislative information. Go to http:/ /thomas.loc.gov.

Federal Resources
Catalog of Federal Domestic Assistance
Federal financial assistance is classified into program categories in the Catalog of Federal Domestic Assis
tance (CFDA). Circular A-133 defines federal programs as all federal awards under the same CFDA number.
This Web site is an electronic searchable version of the CFDA, which may be useful for identifying or verifying
CFDA numbers. Go to www.cfda.gov.

Department of Education: Office of Inspector General Nonfederal Audits Team
The purpose of the Department of Education's (DOE's) Nonfederal Audits Team is, among other activities,
to carry out the responsibilities specified in the Single Audit Act and Circular A-133 and the Higher Education
Reauthorization Act and implementing regulations. Those responsibilities require the Office of Inspector
General (OIG) to assure the quality and usefulness of the nonfederal audit process. This Web site provides
sources, including various audit guides, to assist in the conduct and understanding of single audits and audits
of Student Financial Aid. Go to www.ed.gov/about/offices/list/oig/nonfed/index.html.

Department of Housing and Urban Development: Office of Inspector General
The Department of Housing and Urban Development (HUD) OIG promotes the integrity, efficiency and
effectiveness of HUD programs and operations to assist the Department in meeting its mission. Among the
items found on this Web site is the Consolidated Audit Guide for Audits of HUD Programs. Go to www.hud.gov /
offices/oig/.
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Department of Housing and Urban Development:
Real Estate Assessment Center (REAC)
The Real Estate Assessment Center's (REAC's) mission is to centralize the assessment of all HUD housing
into a single organization. Among other things, the REAC team analyzes data, develops objective perform
ance scores and delivers assessment results to HUD program staff, and others charged with preserving
America's housing stock. The REAC team also assesses the quality of the audit work being performed on
various types of housing audits. This Web site is of interest to auditors in that it provides the latest news and
happenings related to HUD housing audits. Go to www.hud.gov/offices/reac/.

Federal Audit Clearinghouse (FAC)
Among its various roles, the Federal Audit Clearinghouse (FAC) assists federal agencies in obtaining Circular
A-133 data and reporting packages, as well as assists auditors and clients to minimize the reporting burden
of complying with Circular A-133 requirements. This Web site contains the various versions of the data
collection form (Form SF-SAC), provides a means for electronic completion and submission of the data
collection form, and allows users to search the FAC's database, which contains information obtained from
data collection form submissions. Go to http://harvester.census.gov/fac.

FirstGov
This Web site is the official U.S. gateway to all government information. It includes a powerful search engine
and a collection of links that connect you to millions of Web sites—including those of the federal government;
state, local, and Indian tribal governments; and foreign nations. For example, if you need to research a new
regulation that might affect a federal program you are auditing, there are links to search the Code of Federal
Regulations and the Federal Register. Go to www.firstgov.gov/.

Government Accountability Office
Main Page
The Government Accountability Office (GAO) Web site at www.gao.gov contains links to the hundreds of
reports and testimony to the Congress each year on a variety of subjects, including accounting, budgeting,
and financial management. Hard copies of GAO reports and testimony can be obtained from the GAO, 441
G St NW, Room LM, Washington, DC 20548; phone (202) 512-6000; fax (202) 512-6061; or at www.gao.gov/
cgi-bin/ordtab.pl.
The GAO's Web site also includes Comptroller General decisions and legal opinions, GAO policy documents,
and special publications. You may subscribe to GAO daily electronic alerts at www.gao.gov/subtest/
subscribe.html.

Government Auditing Standards Section
The GAO Internet site at www.gao.gov contains links to the hundreds of reports and testimony to the
Congress each year on a variety of subjects, including accounting, budgeting, and financial management.
Hard copies of GAO reports and testimony can be obtained from the GAO, 441 G St NW, Room LM,
Washington, DC 20548; phone (202) 512-6000; fax (202) 512-6061; or www.gao.gov/cgi-bin/ordtab.pl.
The GAO's Internet site also includes Comptroller General decisions and legal opinions; GAO policy docu
ments; and special publications. You may subscribe to GAO daily electronic alerts at www.gao.gov/subtest/
subscribe.html.

The following are among the publications available on the GAO's Internet site at www.gao.gov/govaud/
ybk01.htm. Certain of them also are available in printed form, as explained at that Internet site:
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•

2003 revision to Government Auditing Standards, which are standards that relate to financial and
performance audits and attestation engagements of governmental organizations, programs, activi
ties, and functions, and of governmental funds received by contractors, nonprofit organizations, and
other nongovernmental organizations.

•

Technical Amendment to the CPE Requirements of the 2003 Revision of Government Auditing Standards
amends the 2003 revision to Government Auditing Standards effective for CPE measurement periods
beginning on or after June 30, 2005, with early application encouraged.

•

Government Auditing Standards: Answers to Independence Questions responds to questions related to
Government Auditing Standards independence requirements, including implementation time frame,
underlying concepts, and application in specific nonaudit circumstances.

•

The exposure draft of the 2006 revision to Government Auditing Standards and the clarification on the
proposed implementation dates for that revision. (The final 2006 revision will be posted at that site
when finalized.)

•

The temporary exemptions from certain provisions of the 2003 revision of Government Auditing
Standards for auditors and audit organizations affected by Hurricanes Katrina and Rita.

Government Printing Office Access
The Government Printing Office (GPO) disseminates official information from all three branches of the
federal government. This Web site includes a comprehensive list of official federal resources available (and
related links) and is the official online bookstore for government publications available for purchase. (For
example, you can purchase GAS or the OMB Circular A-133 Compliance Supplement: www.gpoaccess.gov/.)

IGnet
The Federal Inspectors General are often involved in performing desk reviews and quality control reviews
of selected single audits. This Web site includes electronic versions of the audit review guidelines that are
used to perform those reviews. Go to www.ignet. gov/.

Office of Management and Budget

Main Page
The Office of Management and Budget (OMB) oversees and coordinates the federal government's procure
ment, financial management, information, and regulatory policies. This Web site includes information on
the federal budget, the President's management agenda, and regulatory and legislative information. Go to
www.whitehouse.gov/omb/.

Grants Management Section
OMB is responsible for the various circulars that greatly affect governmental audits. This Web site provides
electronic access to all circulars including A-133, A-87, A-21, and A-122 and to the Compliance Supplement:
www.omb.gov/grants. Circulars A-21, A-87 and A-122 and OMB's related grants-streamlining process are
described in the section of this alert entitled "Grants Streamlining Process."

[The next page is 8931.]
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AAM Section 8230
Manufacturing Industry
Developments—2005/06
STRENGTHENING AUDIT INTEGRITY

SAFEGUARDING FINANCIAL REPORTING

NOTICE TO READERS
MANUFACTURING INDUSTRY DEVELOPMENTS—2005/06
This Audit Risk Alert, prepared by the AICPA staff, is intended to help you identify the significant
business risks that may result in the material misstatements of your manufacturing client's financial
statements with an overview of recent economic, industry, technical, regulatory, and professional
developments that may affect the audits and other engagements you perform.
This publication is an Other Auditing Publication as defined in AU section 150, Generally Accepted
Auditing Standards (AICPA, Professional Standards, vol. 1). Other Auditing Publications have no
authoritative status; however, they may help the auditor understand and apply Statements on
Auditing Standards.

If an auditor applies the auditing guidance included in an Other Auditing Publication, he or she should
be satisfied that, in his or her judgment, it is both appropriate and relevant to the circumstances of his
or her audit. The auditing guidance in this document has been reviewed by the AICPA Audit and
Attest Standards staff and published by the AICPA and is presumed to be appropriate. This document
has not been approved, disapproved, or otherwise acted on by a senior technical committee of the
AICPA.

Written by Renee Rampulla, CPA
Technical Manager
Accounting and Auditing Publications

How This Alert Helps You
.01 This Audit Risk Alert is intended to help you plan and perform audits and other engagements of your
manufacturing clients. The knowledge delivered by this Alert can assist you in achieving a more robust
understanding of the business and economic environment in which your clients operate, an understanding
that is more clearly linked to the assessment of the risk of material misstatement of the financial statements.
Also, this Alert delivers information about emerging practice issues and current accounting, auditing, and
regulatory developments.

.02 If you understand what is happening in the manufacturing industry, and if you can interpret and add
value to that information, you will be able to offer valuable service and advice to your clients. This Alert
assists you in making considerable strides in gaining and understanding that industry knowledge.
.03 This Alert is intended to be used in conjunction with the AICPA general Audit Risk Alert—2005106
(product no. 022335kk). You should refer to the full text of accounting and auditing pronouncements as well
as the full text of any rules or publications that are discussed in this Alert.
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.04 This Alert is intended to assist auditors of both public and nonpublic companies. As such, references
to AICPA professional standards, i.e., generally accepted auditing standards (GAAS) and Public Company
Accounting Oversight Board (PCAOB) professional standards are included. In referring to AICPA profes
sional standards, this Alert cites the applicable sections of the AICPA Professional Standards publications. In
referring to PCAOB standards, this Alert cites the applicable sections of the AICPA's publication entitled
PCAOB Standards and Related Rules. In those cases in which the standards of the AICPA and those of the
PCAOB are the same, this Alert cites the applicable section of the AICPA Professional Standards publication
only. When referring to the professional standards, this Alert cites the applicable sections of the codification
and not the numbered statements, as appropriate. For example, Statement on Auditing Standards (SAS) No.
54 is referred to as AU section 317 of the AICPA Professional Standards.

Economic and Industry Developments
.05 AU section 311, Planning and Supervision (AICPA, Professional Standards, vol. 1), among other matters,
provides guidance for auditors regarding the specific procedures that should be considered in planning an
audit in accordance with GAAS. AU section 311 states that the auditor should obtain knowledge of matters
that relate to the nature of the entity's business, organization, and operating characteristics, and consider
matters affecting the industry in which the entity operates, including, among other matters, economic
conditions as they relate to the specific audit.

Current Manufacturing Economic and Industry Developments
The U.S. Manufacturing Environment
.06 The overall economy, including the manufacturing sector, has been growing, and economists predict
consistent steady growth in the near future. Higher oil prices have been accompanied by low interest rates,
reducing their potential economic impact. Despite rising energy costs, supply-chain interruptions, workforce
reductions, global competition, and natural disasters, U.S. manufacturers have prevailed. For 30 consecutive
months, the U.S. manufacturing sector has continued to deliver strong results according to the Institute for
Supply Management's (ISM) Report as of November 2005. Significant strength in manufacturing activity has
driven up new orders and production indexes. Although manufacturing jobs have declined, according to
the Department of Labor (DOL), the unemployment rate of 5 percent as of November 2005 has remained
unchanged.
.07 U.S. manufacturers have successfully decreased payroll as they increased output, but prudence must
continue. Intense pressure to compete continues in an ever-changing global environment. Complying with
changing domestic and global regulations has become challenging. Resilience is still needed when preparing
for the worst as shown by the unforeseen national disasters experienced this year. Manufacturers with the
foresight to create and design operational initiatives to mitigate damages caused by adverse events had the
ability to resume operations with minimal disruption. Others are learning how to recover from disaster.

Recovering From Disaster
.08 This year's natural disasters have left an indelible mark on lives, businesses, and an entire nation.
Although the severely damaged Gulf Coast region caused by Hurricanes Katrina and Rita may have
short-term economic effects on the nation's shipping infrastructure and energy supply, a significant long
term effect on overall economic performance is not expected.
.09 With the cost of doing business growing every day, few manufacturers can afford to experience
disruption to their operations. Managing risks along the entire supply-chain has become increasingly
important. The impact of weather-related supply-chain interruptions; sudden reductions in manufacturing
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capacity; and the loss of key vendors and/or customers may have colossal long-term effects on manufactur
ers' ability to continue doing business.

.10 Beyond the possible afflictions caused by natural disasters to your manufacturing clients, you should
also be aware of unusual accounting and auditing issues that may arise. The AICPA has issued several
Technical Practice Aids (TPAs) to provide you with guidance when encountering these unique issues. The
Securities and Exchange Commission (SEC) has issued guidance for natural disaster situations affecting
manufacturing registrants. Relief is also being provided by the Internal Revenue Service (IRS) and the
Department of Labor (DOL) by way of the extension of filing deadlines requirements and tax relief. For
further information about SEC, IRS, and DOL relief efforts, visit: www.sec.gov,www.irs.gov, and www.
dol.gov. For a significant discussion on this topic and other risk factors to consider when performing your
engagement, see the "Recovering From Disaster" current risk section of this Alert.
.11 In order to help with the relief efforts, along with the issuance of audit and accounting assistance, the
AICPA has established a Disaster Recovery Resource Center. This site is full of many resources and
information about relief activities related to the devastating hurricanes. To access this site, visit www.
aicpa.org/news/2005/disaster_recovery_resources.htm. In addition, to assist your manufacturing clients in
preparing for possible future disasters, see the AICPA checklist prepared for chief financial officers and
controllers. To access this checklist, visit http://aicpa.org/pubs/jofa/may97/flood.htm.

Growth Opportunities and Challenges in China
.12 In December 2001, China joined the World Trade Organization (WTO) and, in recent years, has
become the world's preferred factory. As product quota agreements continue to phase out, China's role in
the global manufacturing economy will increase as a result of an immense, inexpensive workforce and a
desirable global location for procuring goods. China's booming economy has also created opportunities for
U.S. manufacturers, along with the global community, in targeting Chinese consumers. Although U.S.
manufacturers have experienced growth by conducting business in and with China, others have encountered
challenges.
.13 For many years, U.S. manufacturers have had successful overseas operations. A number of challenges
have recently surfaced when conducting business in China. Compliance with local regulations and laws, and
the protection of intellectual property rights (IPR) is of vital importance. Manufacturers have found legal
difficulties in protecting their products that have been counterfeited in China. A new program was recently
developed to assist small and medium manufacturers with this growing concern. The Small and Medium
Enterprise China IPR Advisory Program was formed by the collaboration of the American Bar Association
(ABA), the National Association of Manufacturers (NAM) and the American Chamber of Commerce in
Beijing. This public-private partnership provides smaller manufacturers with consultations on registering
patents, trademarks, and other legal remedies. Although this newly formed program cannot prevent the
infringement of your client's IPR, some assistance in developing safeguards is available. For additional
information, visit www.export.gov/china.
.14 Using global resources is an integral part of some manufacturers' supply-chain management. If your
manufacturing client conducts business in China, see the "Complying With Rules and Regulation" section
of this Alert for a discussion of this topic and other risk factors that you may need to consider when
performing your engagement.

Environmentally Compliant Products
.15 The European Union (EU) has recently set forth new regulations for a broad range of products that
pave the way towards a safer environment. In order to continue being a global vendor, U.S. manufacturers
need to meet new environmentally friendly product standards when selling certain products or components
of products to the EU.
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.16 The Waste Electrical and Electronic Equipment (WEEE) EU directive was effective in August 2005.
According to this directive, manufacturers are responsible for recycling all components, subcomponents,
subassemblies, and consumables for items such as telecommunication equipment, tools, toys, sports equip
ment, personal computers, and household appliances. Effective in July of 2006, the Restriction of Hazardous
Substances (RoHS) will restrict the amount of hazardous material used in products and component parts.

.17 Global business means global compliance; U.S. manufacturers that do not comply with these new EU
directives may encounter serious consequences. In addition to fines and penalties, noncompliance may affect
margins, create excess inventory or obsolescence, cause damage to brand names, generate product returns,
initiate design changes or changes to machinery, etc. Your manufacturing client's noncompliance with EU
directives may directly affect your engagement. See the "A Manufacturer's Ability to Continue" sections of
this Alert for a discussion of this topic and other risk factors that you may need to consider when performing
your engagement.

Managing the Manufacturing Merge
.18 With growing global competition and the need to meet profit margins, some U.S. manufacturers are
finding that two small manufacturers are not as good as one big one. In a world of survival of the fittest,
traditional ways of growing a business are being replaced by acquisitions and leveraging deals. As the
economy continues to expand, more readily accessible capital may be available to your manufacturing
clients. In addition, the need for regulatory compliance, the meeting of EU directives, natural disasters, and
rising costs is becoming increasingly challenging for smaller manufacturers. If your manufacturing client is
considering or has already participated in a business combination, you may need to familiarize yourself with
the latest accounting and auditing guidance when performing your engagement. See the "Manufacturing
Trends" section of this Alert for a discussion of this topic and other risk factors.

Regulatory and Legislative Issues
Bankruptcy
.19 On April 20, 2005, the Bankruptcy Abuse Prevention and Consumer Protection Act (the Bankruptcy
Act) was signed into law. The Act was in legislation for approximately eight years, and resulted in more
restrictive rules surrounding the discharging of debt. Manufacturers conducting business with individual
consumers or small businesses may begin to experience the impact of the Bankruptcy Act this year. The new
law sets forth uniform national reporting requirements for small business debtors; amends guidelines for
the rejection and surrendering of executive compensation contracts and unexpired leases; and limits the
extension of time permitted for filing Chapter 11 reorganization plans. Although the stiffened bankruptcy
rules may result in higher debt collection, manufacturers seeking relief under the new law may face
additional challenges. Auditors may need to understand the effect of the changes on their clients and the
impact it may have on engagements. For additional information, filing a bankruptcy case, and forms, visit
www.uscourts.gov/bkforms/bankruptcy_forms.html. See the "Complying With Rules and Regulations"
section of this Alert for a discussion of this topic and other risk factors that may need to be considered on
your engagement.

Privacy Legislation
.20 Identity theft has been on the rise in recent years. As a deterrent to prevent businesses from failing to
safeguard consumer information by allowing it to fall into the wrong hands, the Fair and Accurate Credit
Transactions Act of 2003 (FACTA) requires businesses to properly dispose of consumer information. The
FACTA took effect in June 2005 with maximum fines of $2,500 (federal) and $1,000 (state) per violation, not
including attorney's fees. You may need to access your client's compliance with the FACTA. For additional
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resources regarding AICPA privacy initiatives, visit www.aicpa.org/privacy. See the "Complying With
Rules and Regulations," section of this Alert for a discussion of this topic and other risk factors that may
need to be considered on your engagement.

American Jobs Creation Act of 2004
.21 Last year's Alert discussed the American Jobs Creation Act (AJCA) signed into law on October 22,
2004. In 2005, some domestic manufacturers are beginning to feel the benefits of the AJCA. With the
elimination of the extraterritorial income exclusion for certain export receipts, the AJCA created a new
deduction for corporate domestic manufacturers that reduces maximum income tax rates. It is being phased
in over six years and, in 2010, the deduction will max out at 9 percent of the lesser of taxable income for the
year or manufacturer's "qualified production activities income." Qualifying production activity is broadly
defined, including activities such as construction and architectural fees associated with that construction
along with traditional manufacturing activities. In addition, the accelerated cost-recovery provisions (under
Internal Revenue Code [IRC] section 179), originally scheduled to expire by the end of 2005 has been extended
through 2007.
.22 Auditors of domestic manufacturing clients taking advantage of the reduced tax liabilities the AJCA
has to offer should be cognizant of their client's classifying of the broadly defined production activities and
the impact the AJCA may have on the accounting for income taxes. See the "Audit and Accounting Issues
Arising From Current Risks" section of this Alert for a discussion of other factors that may need to be
considered on your engagement.

U.S. Bureau of Customs and Border Protection
.23 Importing is a critical function for many manufacturers and, in 2005, the U.S. Court of International
Trade imposed millions of dollars in penalties on a manufacturer found negligent in accounting for the value
of imported goods. In order to determine that procedures and recordkeeping systems comply with rules and
regulations, the U.S. Bureau of Customs and Boarder Protection (CBP), under the authority of the Department
of Homeland Security, is responsible for customs inspection, merchandise imports at ports of entry, and
enforcement. The CBP reviews and audits U.S. imports and importers and if the CBP identifies noncompli
ance, it may assess additional duties and/or monetary penalties; deny import privileges; and create negative
publicity. If the final price of imported goods will not be known until after importation, customs regulations
require manufacturers using provisional pricing to report an eventual true-up so that the proper duty may
be assessed. The recently imposed penalties involve noncompliance with this CBP regulation and demon
strate the need for commitment to trade compliance. See the "Complying With Rules and Regulations" and
"Inventory" sections of this Alert for a discussion of this topic and other risk factors that may need to be
considered on your engagement.

Free-Trade Agreements and Trade Assistance
.24 Recently, this summer, the House of U.S. Representatives narrowly passed the Dominican RepublicCentral American-United States Free Trade Agreements (CAFTA). The agreements do not take effect until
the early part of 2006 reducing the tariffs on the exports of U.S producers of wood product, auto parts,
processed foods, and ferrous metals. It may be too early to access the expectations of these agreements so
your manufacturing clients may need to consider monitoring global trade agreements with the WTO along
with the Free Trade Agreements of the Americas (FTAA) in order to assess potential effects.
.25 In addition to the above agreements, assistance is being provided to small U.S. manufacturers
suffering a decline and loss of jobs as a result of foreign competition. By way of consulting expertise and
grants under the Trade Adjustment Assistance for Firms (TAAF), your manufacturing clients may qualify
for this assistance.
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Audit and Accounting Issues Arising From Current Risks
Recovering From Disaster

.2 6 U.S. manufacturers will need to properly assess and report the financial impact of the recent national
disasters on their operations. The following are some questions that may arise during this assessment:

1.

How should losses from a natural disaster of a type that is reasonably expected to occur be classified
in the statement of operations?

2.

When should an asset impairment loss related to a natural disaster be recognized?

3.

When should a liability for non-impairment losses and costs related to a natural disaster be recog
nized?

4.

What is the accounting for insurance recoveries to cover losses sustained in a natural disaster? Also,
what are the additional considerations related to business interruption insurance recoveries?

5.

What are the required disclosures regarding the impact of a natural disaster?

To address these accounting considerations, the AICPA has issued TPA 5400.05, "Accounting and Disclo
sures Guidance for Losses From Natural Disasters." This guidance answers the above questions and can be
obtained at www.aicpa.org/download/acctstd/Natural_disaster_TPA_5400.05.pdf.

.27 The guidance in TPA 5400.05 states that a natural disaster of a type that is reasonably expected to
recur would not meet the conditions of classifying the losses as "extraordinary" in the income statement. The
magnitude of loss from a particular natural disaster does not cause that disaster to be unusual in nature or
unlikely to recur (the two conditions for an extraordinary item). As of the writing of this Alert, indications
are that the Financial Accounting Standards Board (FASB) will conclude that losses from the hurricanes
should not be classified as extraordinary. Readers should keep alert to any statements from the FASB on this
matter.

.28 As a future safeguard, manufacturers may want to consider creating and designing operational
initiatives that may mitigate damages from these adverse events so that they may have the ability to resume
operations with minimal disruption. Some items that manufacturers may consider including in operational
initiatives are:
1.

Is there a periodic review of insurance coverage?

2.

How and from where can temporary equipment and facilities be obtained to keep operations up and
running?

3.

How can lost inventory be quickly replaced?

4.

Where can inventory be maintained if storage facilities are damaged?

5.

Where would products be manufactured or business operations resume if primary locations are
destroyed?

6.

Which employees perform which key functions?

7.

How will the supply and value chain be affected?

8.

Who are the key vendors, and are there alternatives?
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9. How can customers be enticed to return?
10. How can reputation be restored?

.29 To address auditing considerations, the AICPA has issued the following TPAs. These TPAs can
be obtained at www.aicpa.org/members/div/auditstd/Recently_Issued_Technical_Practice_Aids.asp.
Auditors whose clients are affected should follow the guidance in these TPAs, as appropriate:
•

TPA 9070.05, "Consideration of Impact of Losses From Natural Disasters Occurring After Comple
tion of Audit Field Work and Signing of the Auditor's Report But Before Issuance of the Auditor's
Report and Related Financial Statements"

•

TPA 8345.01, "Audit Considerations When Client Evidence and Corroborating Evidence in Support
of the Financial Statements Has Been Destroyed by Fire, Flood, or Natural Disaster"

•

TPA 8345.02, "Considerations When Audit Documentation Has Been Destroyed by Fire, Flood, or
Natural Disaster"

In addition to the above, if your manufacturing client is a SEC registrant, the SEC issued an order exempting
auditors from certain rules to help assist their clients in the reconstruction of accounting records.

.30 Manufacturing registrants may look to their auditors for assistance in the reconstruction of accounting
records because of the auditor's knowledge of their financial systems and records, but under Section
10A(g)(l) of the Securities Exchange Act (the Exchange Act) and Rule 2-01 (c)(4)(i) of SEC Regulation S-X,
auditors are prohibited from providing bookkeeping or other services relating to the accounting records of
the audit client. In Rule 2-01(c)(4)(i) of Regulation S-X, these prohibited services are described as including
"maintaining or preparing the audit client's accounting records" or "preparing or originating source data
underlying the audit client's financial statements."
.31 However, in light of the conditions in areas affected by Hurricane Katrina, the SEC believes that
limited relief from these prohibitions is warranted for those registrants and other persons who are required
to comply with the independence requirements of the federal securities laws and the SEC's rules and
regulations.

.32 The SEC has ordered, pursuant to Section 36 of the Exchange Act, that independent CPAs engaged
to provide audit services to registrants and other persons required to comply with the independence
requirements of the federal securities laws and the SEC's rules and regulations thereunder are exempt from
the requirements of Section 10A(g)(l) of the Exchange Act and Rule 2-01 (c)(4)(i) of Regulation S-X, when the
conditions below are satisfied:

1. With respect to audit clients that are registrants, the address of the registrant's principal executive
offices listed on the cover page of the most recent periodic report filed by the registrant on Form 10-Q,
10-QSB, 10-K, or 10-KSB is within one of the Presidential Disaster Areas.
2. With respect to audit clients other than registrants, the address listed on the most recently filed
schedule or form that the audit client had filed, or the address that the audit client would be required
to list on any covered schedule or form required to be filed, is within one of the Presidential Disaster
Areas.

3. Services provided by the auditor are limited to the reconstruction of previously existing accounting
records that were lost or destroyed as a result of Hurricane Katrina, and such services cease as soon
as the client's lost or destroyed records are reconstructed, its financial systems are fully operational,
and the client can effect an orderly and efficient transition to management or other service provider.
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4. With respect to issuers, the services provided by the issuer's auditor pursuant to this Order are subject
to pre-approval by the issuer's audit committee as required by Rule 201(c)(7) of Regulation S-X.
.33 Even though additional accounting, auditing, and regulatory guidance has been issued to assist you
with your manufacturing engagements relating to unique situations, the impact of a disaster may affect your
client's ability to continue as a going concern. Consider referring to the "Ability to Continue" portion of this
section along with all of the above so that you may properly assess your manufacturer's recovery from
disaster.

Inventory

Valuation
.34 Along with the various general concerns surrounding the testing of your manufacturing client's
inventory, current industry developments and regulations continue to emphasize valuation. Recently, the
CBP cited a manufacturer for negligence in accounting for the value of imported goods. The manufacturer
used provisional pricing and failed to report an eventual true-up so that proper duty may be assessed. If a
manufacturer is noncompliant when selling inventory subject to the new EU WEEE and RoHS directives,
that inventory's value will be substantially impaired. Since a lot of things can change numbers, but few things
can change answers, it is imperative that you approach your engagement with the following professional
standards in mind:
•

AU section 326, Evidential Matter (AICPA, Professional Standards, vol. 1; and for audits conducted in
accordance with PCAOB standards: AICPA, PCAOB Standards and Related Rules, AU sec. 326),
provides the independent auditor with guidance on the third standard of fieldwork.

.35 When obtaining evidential matter in support of financial statement assertions, develop specific audit
objectives in the light of those assertions. Consider specific circumstances of the manufacturer, the nature of
its economic activity, and the accounting practices unique to its industry. Assertions are representations by
management that are embodied in financial statement components. They can be either explicit or implicit.
These assertions can be classified into five broad categories, and valuation or allocation is one of those
categories. When performing your engagement, remain aware of the following objectives and suggested
examples:
•

Inventories are properly stated at lower of cost or market. Consider examining paid vendor invoices
(see the red flag discussion below); test direct labor and overhead rates; and analyze standard cost
variances.

•

Slow-moving, excess, defective, and obsolete items have been properly identified. Consider examin
ing the inventory turnover analysis, review industry experience and trends; compare the relation
ships between inventory balances and anticipated sales volume, product returns; and test the
appropriate provision for loss on disposal.

•

When appropriate, inventories are reduced to replacement cost or net realizable value. Consider
examining sales after year-end and open purchase order commitments.

.36 When examining vendor invoices, consider the following potential red flags:
•

Do the invoices have valid taxpayer identification numbers?

•

Do the invoices contain post office addresses, or do the addresses match the addresses of employees?

•

Do the invoices contain telephone numbers?

•

Were the invoices created by Excel generated templates?
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•

Are the invoices without fold marks or creases?

•

Are the invoices for even dollar amounts? Are the invoices' descriptions unspecified or vaguely
defined?

Accounting
.37 When performing your engagement, consider the applicability of the following new guidance:
•

FASB Statement No. 153, Exchanges of Nonmonetary Assets—an amendment of APB Opinion No. 29, to
eliminate the exception for nonmonetary exchanges of similar productive assets, and replace it with
a general exception for exchanges of nonmonetary assets that do not have commercial substance.

•

FASB Emerging Issues Task Force (EITF) Issue No. 04-13, "Accounting for Purchases and Sales of
Inventory With the Same Counterparty," to determine whether management has complied with the
requirements of EITF Issue No. 04-13. In addition, the SEC staff has issued letters to certain registrants
on the accounting, presentation, and disclosure of buy/sell transactions. An example of the letter is
posted on the SEC's Web site at www.sec.gov/divisions/corpfin/guidance/oilgas021105.htm.

Complying With Rules and Regulations
.38 In the "Current Manufacturing Economic and Industry Developments" and "Regulatory and Legis
lative Issues" sections of this Alert, several new regulations have been released that may directly affect your
manufacturing client. You should consider how the following may affect your manufacturing client engage
ments.
.39 Depending upon your client's financial condition and/or the condition of their customers, the
Bankruptcy Abuse Prevention and Consumer Protection Act may need to be taken into consideration when
performing your engagement.
.40 If your manufacturing client has not put into place the proper safeguards to protect consumer
information, they may not be in compliance with the FACTA. Not including attorney fees and other legal
ramifications, the FACTA carries federal and state fines per violation. Along with potential internal control
weaknesses, you may need to access the direct and possibly material monetary effect noncompliance may
have on the determination of financial statement amounts and disclosures.
.41 If your manufacturing client is conducting business globally, they will also need to be in global
compliance with rules and regulations. Determining which rules and regulations to follow when conducting
business beyond U.S. borders may be very challenging. Recently, the EU has issued two environmentally
friendly product directives. Along with business interruption, noncompliance with the WEEE and RoHS will
cause your manufacturer to incur fines and penalties. Although some manufacturers find conducting
business in and with China to be lucrative, determining and complying with local rules and regulations have
been difficult. You may need to access the direct and possibly material monetary effect noncompliance may
have on the determination of financial statement amounts and disclosures.

.42 Manufacturers must also monitor domestic compliance with the CBP. Recently, the CBP imposed
penalties of several million dollars for noncompliance with regulation. Along with need to access commit
ment to trade compliance, you may also need to access the direct and possibly material monetary effect
noncompliance may have on the determination of financial statement amounts and disclosures.
.43 Although the ultimate responsibility for compliance with laws and regulations rests with the
management of the manufacturer, nonetheless you should be aware of the possibility that illegal acts could
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have a material effect on the financial statements. (The term illegal acts refers to violations of laws or
governmental regulations.)
.44 When accessing your manufacturing client's compliance with rules and regulations, keep in mind
your responsibilities under the following accounting and auditing guidance:
•

FASB Statement No. 5, Accounting for Contingencies

•

AU section 319, Consideration of Internal Control in a Financial Statement Audit, as amended (AICPA,
Professional Standards, vol. 1; and for audits conducted in accordance with PCAOB standards: AICPA,
PCAOB Standards and Related Rules, AU sec. 319)

•

AU section 317, Illegal Acts by Clients (AICPA, Professional Standards, vol. 1) (This provides guidance
on the nature and extent of the considerations the independent auditor should give to the possibility
of illegal acts by clients.)

•

AU section 337, Inquiry of a Client's Lawyer Concerning Litigation, Claims, and Assessments (AICPA,
Professional Standards, vol. 1)

•

AU section 316, Consideration of Fraud in a Financial Statement Audit (AICPA, Professional Standards,
vol. 1; and for audits conducted in accordance with PCAOB standards: AICPA, PCAOB Standards and
Related Rules)

A Manufacturer's Ability to Continue
. 45 If a manufacturer has been affected by a natural disaster or subject to fines, penalties, and/or legal
recourse, the ability to continue as a going concern may be questioned. In addition, noncompliance to rules
and regulations may interrupt operations, accelerate debt covenants, create excess inventory, trigger product
returns, produce costly design and machine changes, cause machinery obsolescence, and damage the brand
name. AU section 341, The Auditor's Consideration of an Entity's Ability to Continue as a Going Concern (AICPA,
Professional Standards, vol. 1), as amended, requires independent accountants to evaluate—as part of every
financial statement audit—whether there is substantial doubt about the ability of the entity to continue as a
going concern for a reasonable period of time, not to exceed one year beyond the date of the financial
statements being audited. The independent accountant's evaluation of an entity's ability to continue as a
going concern may be one of the most complex and important portions of the audit.
. 46 Along with guidance previously mentioned in the Alert, keep in mind your responsibilities under
the following when accessing your manufacturing client's ability to continue as a going concern:
•

AU section 311, Planning and Supervision (AICPA, Professional Standards, vol. 1)

•

AU section 339, Audit Documentation (AICPA, Professional Standards, vol. 1), for audits conducted
under GAAS

•

PCAOB Auditing Standard No. 3, Audit Documentation (AICPA, PCAOB Standards and Related Rules,
AU sec. 339), for audits conducted under PCAOB standards

Manufacturing Trends

Managing the Manufacturing Merge
A7 Business combinations involving manufacturers are becoming increasingly common today. They
may involve one manufacturer acquiring the equity interests or net assets of another or both manufacturers
transferring their equity interests or net assets to a newly formed entity. If your manufacturing client is
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considering or has already participated in a business combination you may need to become re-familiarized
with the relevant applicable accounting guidance, some of which is listed below:
•

FASB Statement No. 141, Business Combinations, and FASB Statement No. 142, Goodwill and Other
Intangible Assets, are the primary source of guidance relevant to mergers and acquisitions.

•

For SEC registrants, the SEC's Codification of Staff Accounting Bulletins, Topic 5(J): Push Down Basis
of Accounting Required in Certain Limited Circumstances, may also be applicable. In the FASB's EITF
Issue No. 86-9, "IRC Section 338 and Push-Down Accounting," the EITF reached a consensus that
such push-down accounting is not required for companies that are not SEC registrants.

.48 In addition to the above accounting guidance, consider the following questions when performing
your engagement:
•

Will the business combination involve cash, debt, a stock issuance, or some combination thereof?

•

Will there be any nonrecurring, restructuring, and/or merger items, and if so, are they adequately
reserved?

•

Will new intangibles be acquired and will the use of a specialist be needed for valuation testing?

•

Does goodwill arise from the transaction?

•

Does negative goodwill exist after removing certain noncurrent assets?

•

Are there earnouts?

•

Do excess and/or obsolete inventories exist, and if so, are there adequate reserves?

.49 There are additional risks associated with business combinations and you should keep in mind your
professional responsibilities and refer to the following guidance:
•

AU section 319, Consideration of Internal Control in a Financial Statement Audit (AICPA, Professional
Standards, vol. 1) (Refer to this because manufacturers may alter standard control procedures, creating
deficiencies in internal controls by the elimination of employee positions in anticipation of or
subsequent to the business combination, and for manufacturing registrants.)

•

PCAOB Auditing Standard No. 2, An Audit of Internal Control Over Financial Reporting Performed in
Conjunction With an Audit of Financial Statements (AICPA, PCAOB Standards and Related Rules)

•

AU section 316, Consideration of Fraud in a Financial Statement Audit (AICPA, Professional Standards,
vol. 1; and for audits conducted in accordance with PCAOB standards: AICPA, PCAOB Standards and
Related Rules) (Refer to this because increased opportunities may arise due to the possible relaxing of
internal controls.)

•

AU section 380, Communication With Audit Committees (AICPA, Professional Standards, vol. 1), if
applicable (Some examples of the types of matters that should be reported to the audit committee
include significant accounting policies, management's judgments and accounting estimates, and
significant audit adjustments.)

Other Manufacturing Considerations
.50 Last year's Alert discussed radio frequency identification (RFID), outsourcing, improper revenue
recognition, general fraud considerations, and factors to consider when testing manufacturing overhead.
These topics are still viable and vital to your manufacturing engagement, and we suggest that you refer to
last year's Alert and the applicable authoritative guidance if any of these topics apply to your manufacturing
engagement.
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New Pronouncements and Other Related Guidance
Recent Auditing, Attestation, Quality Control Pronouncements, and Other
Related Guidance
.51 Presented below is a list of auditing, attestation, and related guidance issued since the publication of
last year's Alert. For information on auditing and attestation standards, quality control standards, and related
guidance that may have been issued subsequent to the writing of this Alert, please refer to the AICPA Web
site at www.aicpa.org/members/div/auditstd/technic.htm and the PCAOB Web site at www.pcaobus.
org (public company audits only).

.52 You may also look for announcements of newly issued standards in The CPA Letter, Journal of
Accountancy, and the quarterly electronic newsletter, In Our Opinion, issued by the AICPA's Auditing
Standards team and available at www.aicpa.org/members/div/auditstd/opinion/index.htm.
AICPA Auditing
Interpretation No. 1 of AU
section 328, Auditing Fair
Value Measurements and
Disclosures

"Auditing Interests in Trusts Held by a Third-Party Trustee and
Reported at Fair Value"

AICPA Auditing
Interpretation No. 1 of
AU section 332, Auditing
Derivative Instruments,
Hedging Activities, and
Investments in Securities

These Interpretations clarify that simply receiving a confirmation
from a third party (including a trustee) does not in and of itself
constitute adequate audit evidence with respect to the valuation
assertion of interests in trusts or investments in securities. The
Interpretations also reiterate the responsibility of management to
institute accounting and financial reporting processes for the
determination of fair value measurements. According to the
Interpretations, if the auditor is unable to audit the existence or
measurement of interests in investments in securities at the
financial statement date, the auditor should consider whether that
scope limitation requires the auditor to qualify his or her opinion
or disclaim an opinion.

(July 2005)

(Applicable to audits
conducted in accordance
with generally accepted
auditing standards (GAAS))
AICPA Auditing
Interpretation No. 1 of AU
section 625, Reports on the
Application of Accounting
Principles (January 2005)

"Auditing Investments in Securities Where a Readily Determinable
Fair Value Does Not Exist"

"Requirement to Consult With the Continuing Accountant"
This Interpretation provides guidance on how an "advisory
accountant" can overcome the presumptive requirement to consult
with a continuing accountant.

(Applicable to audits
conducted in accordance
with GAAS)

AICPA Auditing
Interpretation No. 12 of AU
section 623, Special Reports

"Evaluation of the Appropriateness of Informative Disclosures in
Insurance Enterprises' Financial Statements Prepared on a
Statutory Basis"

(amended January 2005)

This Interpretation clarifies that financial statements prepared on a
statutory basis are financial statements prepared on a
comprehensive basis of accounting other than generally accepted
accounting principles (GAAP) and provides general guidance on
disclosures necessary for financial statements prepared on another
comprehensive basis of accounting.

(Applicable to audits
conducted in accordance
with GAAS)
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AICPA Auditing
Interpretation No. 14 of AU
section 623, Special Reports

"Evaluating the Adequacy of Disclosure and Presentation in
Financial Statements Prepared in Conformity With an Other
Comprehensive Basis of Accounting (OCBOA)"

(amended January 2005)

This Interpretation provides guidance on necessary disclosures
for financial statements prepared on another comprehensive basis
of accounting.

(Applicable to audits
conducted in accordance
with GAAS)

AICPA Auditing
Interpretation No. 15 of AU
section 623, Special Reports

"Auditor Reports on Regulatory Accounting or Presentation
When the Regulated Entity Distributes the Financial Statements
to Parties Other Than the Regulatory Agency Either Voluntarily
or Upon Specific Request"

(January 2005)

(Applicable to audits
conducted in accordance
with GAAS)
AICPA Attest Interpretation
No. 6 of AT section 101,
Attest Engagements
(December 2004)

This Interpretation provides illustrative language for an auditor's
report prepared on a regulatory basis of accounting prescribed by
a regulatory agency, where the financial statements are not
prepared solely for filing with that agency.

"Reporting on Attestation Engagements Performed in
Accordance With Government Auditing Standards"
This Interpretation provides illustrative language for an
attestation report for engagements performed pursuant to
generally accepted government auditing standards.

(Applicable to audits
conducted in accordance
with GAAS)
AICPA Technical
Practice Aid 9070.05
(August 2005)

"Consideration of Impact of Losses From Natural Disasters
Occurring After Completion of Audit Field Work and Signing of
the Auditor's Report But Before Issuance of the Auditor's Report
and Related Financial Statements"

(nonauthoritative)
AICPA Technical
Practice Aid 8345.01

"Audit Considerations When Client Evidence and Corroborating
Evidence in Support of the Financial Statements Has Been
Destroyed by Fire, Flood, or Natural Disaster"

(September 2005)

(nonauthoritative)
AICPA Technical
Practice Aid 8345.02

"Considerations When Audit Documentation Has Been
Destroyed by Fire, Flood, or Natural Disaster"

(September 2005)
(nonauthoritative)

AICPA Practice
Alert No. 05-1
(September 2005)

Auditing Procedures With Respect to Variable Interest Entities
The purpose of this Practice Alert is to provide guidance to
auditors in planning and performing auditing procedures with
respect to variable interest entities.

(nonauthoritative)
(continued)
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(Various dates)

1. Auditing Internal Control over Financial Reporting. The PCAOB
has issued two sets of questions and answers in 2005 relating to
the issuance of PCAOB No. 2, An Audit of Internal Control Over
Financial Reporting Performed in Conjunction With an Audit of
Financial Statement: question 37, and questions 38 through 55.

(Applicable to audits
conducted in accordance
with PCAOB standards)

2. Attest Engagements Regarding XBRL Financial Information
Furnished Under the XBRL Voluntary Financial Reporting Program
on the Edgar System.

AICPA Audit and
Accounting Practice Aid

The Auditor's Guide to Understanding PCAOB Auditing
Standard No. 2

(nonauthoritative)

This publication walks an auditor through all the key
requirements of PCAOB Auditing Standard No. 2 and provides
insight and analysis on what those requirements mean.

AICPA Audit and
Accounting Practice Aid

SAS No. 70 Reports and Employee Benefit Plans

(nonauthoritative)

This publication provides guidance on the use of Statement on
Auditing Standards (SAS) No. 70 reports in audits performed in
accordance with GAAS. In addition, this publication includes
checklists and forms to help implement the guidance.

AICPA Audit and
Accounting Practice Aid

Illustrative Disclosures on Derivative Loan Commitments

(nonauthoritative)

This Practice Aid provides illustrations of disclosures of derivative
loan commitments in accordance with the reporting and
disclosure guidance cited in SEC Staff Accounting Bulletin No.
105, Application of Accounting Principles to Loan Commitments.

AICPA Audit and
Accounting Practice Aid

Auditing Recipients of Federal Awards: Practical Guidance for Applying
OMB Circular A-133, third edition

(nonauthoritative)

This new edition covers the 2003 revision to Government Auditing
Standards. It includes a CD-ROM containing detailed programs
and checklists to assist in the audits of entities that receive federal
assistance.

Accounting Trends &
Techniques

Employee Benefit Plans

(nonauthoritative)

This publication provides extensive illustrative financial
statements and note disclosures for employee benefit plans.

Guidance on Management
Override of Internal Controls

Management Override of Internal Controls: The Achilles' Heel of Fraud
Prevention—The Audit Committee and Oversight of Financial Reporting

(nonauthoritative)

This guidance is available through the AICPA Audit Committee
Effectiveness Center at www.aicpa.org/audcommctr (go to
"Spotlight Area").

Public Company Accounting
Oversight Board (PCAOB)
Staff Questions and Answers

5-06

.53 As necessary, auditors should obtain and understand the complete text of the applicable standards
and other guidance, and visit the applicable Web site for complete information.

Auditing Standards Available on AICPA and PCAOB Web Sites
.54 The standards and interpretations promulgated by the AICPA Auditing Standards Board (ASB)
are available free of charge by visiting the AICPA Audit and Attest Standards Team's page at www.aicpa.
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org/members/div/auditstd/Auth_Lit_for_NonIssuers.htm. Members and nonmembers alike can down
load the auditing, attestation, and quality control standards by either choosing a section of the codification
or an individual statement number. You can also obtain copies of AICPA standards and other guidance by
contacting the AICPA at (888) 777-7077 or online at www.cpa2biz.com.
.55 Also, the PCAOB has published its interim standards for audits of public companies on their Web
site (www.pcaobus.org).

Recent Accounting Pronouncements and Other Related Guidance
.56 Presented below is a list of accounting pronouncements and other guidance issued since the publi
cation of last year's Alert. For information on accounting standards issued subsequent to the writing of this
Alert, please refer to the AICPA Web site at www.aicpa.org, and the FASB Web site at www.fasb.org. You
may also look for announcements of newly issued standards in The CPA Letter and Journal of Accountancy.

Financial Accounting
Standards Board (FASB)
Statement of Financial
Accounting Standards
No. 152
(December 2004)

FASB Statement
No. 153

(December 2004)

FASB Statement
No. 123(R)

(December 2004)

FASB Statement
No. 154

Accounting for Real Estate Time-Sharing Transactions—an amendment of
FASB Statements No. 66 and 67
This FASB Statement amends FASB Statement No. 66, Accounting for
Sales of Real Estate, to reference the financial accounting and reporting
guidance for real estate time-sharing transactions that is provided in
AICPA Statement of Position (SOP) 04-2, Accounting for Real Estate
Time-Sharing Transactions. This FASB Statement also amends FASB
Statement No. 67, Accounting for Costs and Initial Rental Operations of
Real Estate Projects, to state that the guidance for (a) incidental
operations and (b) costs incurred to sell real estate projects does not
apply to real estate time-sharing transactions. The accounting for
those operations and costs is subject to the guidance in SOP 04-2.

Exchanges of Nonmonetary Assets—an amendment of APB Opinion No. 29
This FASB Statement amends Accounting Principles Board (APB)
Opinion No. 29, Accounting for Nonmonetary Transactions, to eliminate
the exception for nonmonetary exchanges of similar productive
assets, and replaces it with a general exception for exchanges of
nonmonetary assets that do not have commercial substance. A
nonmonetary exchange has commercial substance if the future cash
flows of the entity are expected to change significantly as a result of
the exchange.

Share-Based Payment
This FASB Statement is a revision of FASB Statement No. 123,
Accounting for Stock-Based Compensation; it supersedes APB Opinion
No. 25, Accounting for Stock Issued to Employees, and its related
implementation guidance. This FASB Statement focuses primarily on
accounting for transactions in which an entity obtains employee
services in share-based payment transactions. It establishes standards
for the accounting for transactions in which an entity exchanges its
equity instruments for goods or services. It also addresses
transactions in which an entity incurs liabilities in exchange for goods
or services that are based on the fair value of the entity's equity
instruments or that may be settled by the issuance of those equity
instruments.

Accounting Changes and Error Corrections—a replacement of APB Opinion
No. 20 and FASB Statement No. 3
(continued)
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This FASB Statement replaces APB Opinion No. 20, Accounting
Changes, and FASB Statement No. 3, Reporting Accounting Changes in
Interim Financial Statements—an amendment of APB Opinion No. 3, and
changes the requirements for the accounting for and reporting of a
change in accounting principle. This FASB Statement applies to all
voluntary changes in accounting principle. It also applies to changes
required by an accounting pronouncement in the unusual instance
that the pronouncement does not include specific transition
provisions.

FASB Interpretation
No. 47

Accounting for Conditional Asset Retirement Obligations—an
interpretation of FASB Statement No. 143

(March 2005)

This FASB Interpretation clarifies that conditional asset retirement
obligations describe a legal obligation to perform an asset retirement
activity in which the timing and/or method of settlement are
conditional on a future event that may not be under the entity's
control.

FASB EITF Issues

Go to www.fasb.org/eitf/ for a complete list of EITF Issues.

5-06

(Various dates)
FASB Staff Positions

(Various dates)

Go to www.fasb.org/fasb staff positions/ for a complete list of
FASB Staff Positions (FSPs). Some of the recently issued FSPs address
issues relating to FASB Statements No. 143 and No. 150, among
others, as well as to FASB Interpretation No. 46(R).

AICPA Statement of
Position 05-1

Accounting by Insurance Enterprises for Deferred Acquisition Costs in
Connection With Modifications or Exchanges of Insurance Contracts

AICPA Technical Prac
tice Aid 1200.06-15

"Accounting by Noninsurance Enterprises for Property and Casualty
Insurance Arrangements That Limit Insurance Risk"

(February 2005)
(Nonauthoritative)

AICPA Technical Prac
tice Aid 5400.05

"Accounting and Disclosures Guidance for Losses from Natural
Disasters—Nongovernmental Entities"

(September 2005)
(Nonauthoritative)

AICPA Technical Prac
tice Aid 6930.09

"Accounting and Disclosure Requirements for Single-Employer
Employee Benefit Plans Related to the Medicare Prescription Drug,
Improvement and Modernization Act of 2003"

(August 2005)
(Nonauthoritative)

AICPA Technical Prac
tice Aid 6930.10

"Accounting and Disclosure Requirements for Multiemployer
Employee Benefit Plans Related to the Medicare Prescription Drug,
Improvement and Modernization Act of 2003"

(August 2005)

(Nonauthoritative)
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Recent FASB EITF Issues and FSPs
.57 The FASB is very active in issuing EITF Issues and FASB Staff Positions (FSPs). Auditors should visit
the FASB Web site to stay abreast of these many issues and understand those accounting requirements that
may pertain to their client's financial statements. Listed below are selected EITF Issues and FSPs that have
been issued recently and may have a broad interest.
EITF
Issue or FSP

Title

EITF Issue No. 01-9

"Accounting for Consideration Given by a Vendor to a Customer
(including a reseller of the vendor's products)"

EITF Issue No. 03-1

"The Meaning of Other-Than-Temporary Impairment and its
Application to Certain Investments"

EITF Issue No. 03-13

"Applying the Conditions in Paragraph 42 of FASB Statement No.
144 in Determining Whether to Report Discontinued Operations"

EITF Issue No. 04-1

"Accounting for Preexisting Relationships between the Parties to a
Purchase Business Combination"

EITF Issue No. 04-5

"Investor's Accounting for an Investment in a Limited Partnership
When the Investor Is the Sole General Partner and the Limited
Partners Have Certain Rights"

EITF Issue No. 04-10

"Determining Whether to Aggregate Operating Segments That Do
Not Meet The Quantitative Thresholds"

EITF Issue No. 04-13

"Accounting for Purchases and Sales of Inventory with the Same
Counterparty"

FSP 150-5

"Issuer's Accounting under Statement 150 for Freestanding
Warrants and Other Similar Instruments on Shares that are
Redeemable"

FSP FIN 46(R)-5

"Implicit Variable Interests under FASB Interpretation No. 46(R)"

FSP APB 18-1

"Accounting by an Investor for its Proportionate Share of
Accumulated Other Comprehensive Income of an Investee
Accounted for under the Equity Method in Accordance with APB
Opinion No. 18 upon a Loss of Significant Influence"

Recent AICPA Independence and Ethics Pronouncements
.58 The AICPA Independence and Ethics Alert—2005/06 (product no. 022476kk) contains a complete update
on new independence and ethics pronouncements. This Alert can be obtained by calling the AICPA at (888)
777-7077 or going online at www.cpa2biz.com. Readers should obtain that Alert to be aware of inde
pendence and ethics matters that will affect their practice.

Recent SEC and PCAOB Developments
.59 The AICPA SEC and PCAOB Alert—2005/06 (product no. 022496kk) contains a complete update on
new SEC and PCAOB pronouncements and other issuances. This Alert can be obtained by calling the AICPA
at (888) 777-7077 or going online at www.cpa2biz.com. Readers should obtain that Alert to be aware of SEC
and PCAOB matters that may affect their engagements.
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On the Horizon
.60 Auditors should keep abreast of auditing and accounting developments and upcoming guidance that
may affect their engagements. You should check the appropriate standard-setting Web sites (listed below)
for a complete picture of all accounting and auditing projects in progress. Presented below is brief informa
tion about certain projects that are expected to result in final standards in the near future. Remember that
exposure drafts are nonauthoritative and cannot be used as a basis for changing GAAP, or GAAS standards.
.61 For an understanding of PCAOB auditing standards on the horizon, refer to the AICPA SEC and
PCAOB Alert—2005/06.

.62 The following table lists the various standard-setting bodies' Web sites, at which information may be
obtained on outstanding exposure drafts, and the complete text of the exposure drafts may be downloaded.
These Web sites contain much more in-depth information about proposed standards and other projects in
the pipeline.

Standard-Setting Body

Web Site

AICPA Auditing Standards
Board (ASB) (Note that for
audits of public companies,
the Public Company
Accounting Oversight Board
(PCAOB) sets auditing
standards.)

www.aicpa.org/members/div/auditstd/drafts.htm

Public Company Accounting
Oversight Board (PCAOB)

www.pcaobus.org

AICPA Accounting Standards
Executive Committee (AcSEC)

www.aicpa.org/members/div/acctstd/edo/index.htm

Financial Accounting
Standards Board (FASB)

www.fasb.org

Governmental Accounting
Standards Board (GASB)

www.gasb.org

Professional Ethics Executive
Committee (PEEC)

www.aicpa.org/members/div/ethics/index.htm

Help Desk—The AICPA's standard-setting committees publish exposure drafts of pro
posed professional standards exclusively on the AICPA Web site. The AICPA will notify
interested parties by e-mail about new exposure drafts. To be added to the notification list
for all AICPA exposure drafts, send your e-mail address to service@aicpa.org. Fill in the
subject header field with "exposure draft e-mail list" to expedite your submission. Include
your full name, mailing address and, if available, your membership and subscriber number
in the message.

Auditing Pipeline—Nonpublic Companies
Eight SASs Related to Audit Risk
.63 In October 2005, the AICPA's ASB voted to ballot eight SASs related to risk assessment. The ASB
believes that the requirements and guidance provided in the SASs would result in a substantial change in
audit practice and in more effective audits. The primary objective of the SASs is to enhance auditors'
application of the audit risk model in practice by requiring:
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•

More in-depth understanding of the entity and its environment, including its internal control, to
identify the risks of material misstatement in the financial statements and what the entity is doing to
mitigate them.

•

More rigorous assessment of the risks of material misstatement of the financial statements based on
that understanding.

•

Improved linkage between the assessed risks and the nature, timing, and extent of audit procedures
performed in response to those risks.

.64 The eight SASs consist of:
•

Amendment to "Due Professional Care in the Performance of Work" of Statement on Auditing Standards No.
1, Codification of Auditing Standards and Procedures

•

Amendment to Statement on Auditing Standards No. 95, Generally Accepted Auditing Standards

•

Audit Evidence

•

Audit Risk and Materiality in Conducting an Audit

•

Planning and Supervision

•

Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement

•

Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit Evidence Obtained

•

Amendment to Statement on Auditing Standards No. 39, Audit Sampling

.65 The SASs establish standards and provide guidance concerning the auditor's assessment of the risks
of material misstatement (whether caused by error or fraud) in a financial statement audit; and the design
and performance of audit procedures whose nature, timing, and extent are responsive to the assessed risks.
Additionally, the SASs establish standards and provide guidance on planning and supervision, the nature
of audit evidence, and evaluating whether the audit evidence obtained affords a reasonable basis for an
opinion regarding the financial statements under audit.

Proposed SAS, Communication of Internal Control Related Matters Noted in an Audit
.66 This proposed SAS will supersede SAS No. 60, Communication of Internal Control Related Matters Noted
in an Audit (AICPA, Professional Standards, vol. 1, AU sec. 325), and significantly strengthen the quality of
auditor communications of such matters in audits of nonpublic companies. Readers should be alert for the
issuance of a final standard in the second quarter of 2006.

SAS, Audit Documentation
.67 In October 2005, the ASB voted to issue a SAS on audit documentation that supersedes SAS No. 96
(AICPA, Professional Standards, vol. 1, AU sec. 339), and establishes standards and provides guidance to an
auditor of a nonissuer on audit documentation for audits of financial statements or other financial informa
tion being reported. In developing this SAS, the ASB considered the documentation requirements of the
PCAOB's Auditing Standard No. 3, Audit Documentation; the International Auditing and Assurance Stand
ards Board's exposure draft, ISA 230, Audit Documentation, issued in September 2004; suggestions received
from the National Association of State Boards of Accountancy; and Government Auditing Standards issued by
the Comptroller General of the United States.
.68 In addition the SAS included amendments to SAS No. 1, section 530, Dating of the Independent Auditor's
Report (AICPA, Professional Standards, vol. 1, AU sec. 530.01 and .05). The amendments require that the
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auditor's report not be dated earlier than the date on which the auditor has obtained sufficient competent
audit evidence to support the opinion on the financial statements. Also included was an amendment to SAS
No. 95, Generally Accepted Auditing Standards (AICPA, Professional Standards, vol. 1, AU sec. 150.05). This
amendment adds a requirement for the auditor to document his or her justification for a departure from the
SASs in the working papers.

SAS, Defining Professional Requirements in Statements on Auditing Standards, and
Statement on Standards for Attestation Engagements, Defining Professional
Requirements in Statements on Standards for Attestation Engagements
.69 In October 2005, the ASB voted to issue a SAS entitled Defining Professional Requirements in Statements
on Auditing Standards and a Statement on Standards for Attestation Engagements (SSAE) entitled Defining
Professional Requirements in Statements on Standards for Attestation Engagements. The SAS and SSAE define the
terminology the ASB will use to describe the degrees of responsibility that the requirements impose on the
auditor or the practitioner.

Proposed Statement on Standards for Attestation Engagements, Reporting on an Entity's
Internal Control Over Financial Reporting
.70 This proposed SSAE establishes standards and provides guidance to the practitioner who is engaged
to issue or does issue an examination report on the effectiveness of an entity's internal control over financial
reporting (or on an assertion thereon). Specifically, guidance is provided regarding the following:
•

Conditions that must be met for a practitioner to accept an engagement to examine the effectiveness
of an entity's internal control and the prohibition of acceptance of an engagement to review such
subject matter

•

Engagements to examine the design and operating effectiveness of an entity's internal control

•

Engagements to examine the design and operating effectiveness of a portion of an entity's internal
control (for example, internal control over financial reporting of an entity's operating division or its
accounts receivable)

•

Engagements to examine only the suitability of design of an entity's internal control (no assertion is
made about the operating effectiveness of internal control

•

Engagements to examine the design and operating effectiveness of an entity's internal control based
on criteria established by a regulatory agency

Readers should be alert for the issuance of a final standard in the fourth quarter of 2005.

Amendment to SAS No. 69, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles, for Nongovernmental Entities
. 71 The ASB has issued an exposure draft introducing a proposed SAS entitled Amendment to Statement
on Auditing Standards No. 69, The Meaning of Present Fairly in Conformity With Generally Accepted Accounting
Principles, for Nongovernmental Entities. This proposed SAS, which applies only to nongovernmental entities,
has been issued in response to the FASB's proposed Statement of Financial Accounting Standards entitled
The Hierarchy of Generally Accepted Accounting Principles. The FASB proposal moves responsibility for the
GAAP hierarchy for nongovernmental entities from the auditing literature (SAS No. 69) to the accounting
literature. The proposed SAS deletes the GAAP hierarchy for nongovernmental entities from SAS No. 69.
The ASB decided to coordinate the provisions and effective date of this exposure draft with the FASB
proposed statement, which can be obtained at www.fasb.org.
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Accounting Pipeline
Proposed FASB Statement, The Hierarchy of Generally Accepted Accounting Principles
. 72 This proposed FASB Statement would identify the sources of accounting principles and the frame
work for selecting the principles to be used in the preparation of financial statements of nongovernmental
companies that are presented in conformity with U.S. GAAP (or the GAAP hierarchy). The GAAP hierarchy
is currently presented in AICPA SAS No. 69. However, the FASB believes that the GAAP hierarchy should
be directed specifically to companies because it is the company, not the auditor, who is responsible for
selecting its accounting principles for financial statements. Accordingly, the FASB concluded that the GAAP
hierarchy should reside in the accounting literature established by the FASB. The FASB decided to carry
forward the GAAP hierarchy as set forth in SAS No. 69, subject to certain modifications. The proposed FASB
Statement would be effective for fiscal periods beginning after September 15, 2005. Readers should be alert
for the issuance of a final Statement, which is expected at the end of 2005.

Proposed FASB Statements, Business Combinations, and Consolidated
Financial Statements, Including Accounting and Reporting of Noncontrolling
Interests in Subsidiaries
. 73 In these proposed FASB Statements, the FASB plans to revise the existing guidance on the application
of the purchase method. The following are among the main proposals:

1. That all acquisitions of businesses be measured at the fair value of the business acquired.
2. That substantially all of the assets acquired and liabilities assumed of the acquired business be
recognized and measured at their fair values at the acquisition date.
3. That entities that follow U.S. GAAP and international standards apply substantially the same
accounting requirements for their business combinations.

.74 Issuance of the exposure drafts on business combinations, purchase method procedures, and non
controlling interests is expected in mid-2005. The FASB's goal is to issue the two final Standards in the fourth
quarter of 2006. The target effective date for the two proposed FASB Statements is for fiscal years beginning
on or after December 15, 2006.

Proposed FASB Statements, Accounting for Transfers of Financial Assets, Accounting for
Servicing of Financial Assets, and Accounting for Certain Hybrid Financial Instruments
.75 The exposure draft, Accounting for Transfers of Financial Assets, is a revision of a June 2003 exposure
draft, Qualifying Special-Purpose Entities and Isolation of Transferred Assets, and would amend FASB Statement
No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities. The proposed
FASB Statement seeks to (1) clearly specify the circumstances that require the use of a qualifying special
purpose entity (SPE) in order to derecognize all or a portion of financial assets, (2) provide additional
guidance on permitted activities of qualifying SPEs, (3) eliminate the prohibition on a qualifying SPE's ability
to hold passive derivative financial instruments that pertain to beneficial interests held by a transferor, and
(4) revise the initial measurement of interests related to transferred financial assets held by a transferor. The
effective dates associated with this proposed FASB Statement vary; refer to the exposure draft for further
information.

.76 The exposure draft, Accounting for Servicing of Financial Assets, would also amend FASB Statement
No. 140. The proposed FASB Statement would (1) require all separately recognized servicing rights to be
initially measured at fair value, if practicable; (2) permit an entity to choose between two measurement
methods for each class of separately recognized servicing assets and liabilities; and (3) require additional
disclosures for all separately recognized servicing rights. The proposed FASB Statement would be effective
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for transactions occurring in the earlier of the first fiscal year beginning after December 15, 2005, or fiscal
years that begin during the fiscal quarter in which the FASB Statement is issued.
.77 The proposed FASB Statement, Accounting for Certain Hybrid Financial Instruments, would amend
Statements No. 140 and No. 133, Accounting for Derivative Instruments and Hedging Activities. Specifically, the
proposed FASB Statement would (1) permit fair value remeasurement for any hybrid financial instrument
that contains an embedded derivative that otherwise would require bifurcation, (2) clarify which interestonly strips and principal-only strips are not subject to the requirements of FASB Statement No. 133, (3)
establish a requirement to evaluate beneficial interests in securitized financial assets to identify interests that
are freestanding derivatives or that are hybrid financial instruments that contain an embedded derivative
requiring bifurcation, (4) clarify that concentrations of credit risk in the form of subordination are not
embedded derivatives, and (5) eliminate restrictions on a qualifying SPE's ability to hold passive derivative
financial instruments that pertain to beneficial interests that are themselves or that contain a derivative
financial instrument. The proposed FASB Statement would be effective after the earlier of fiscal years
beginning after December 15, 2005, or fiscal years that begin during the fiscal quarter in which the FASB
Statement is issued.
.78 Readers should be alert for the issuance of final FASB Statements, which is expected in the first quarter
of 2006. See the FASB Web site at www.fasb.org for complete information.

Proposed FASB Statement, Fair Value Measurements
.79 In June 2004, the FASB published an exposure draft of a proposed FASB Statement, Fair Value
Measurements, which seeks to establish a framework for measuring fair value that would apply broadly to
financial and nonfinancial assets and liabilities, improving the consistency, comparability, and reliability of
the measurements. The fair value framework would clarify the fair value measurement objective and its
application under authoritative pronouncements that require fair value measurements. The exposure draft
would replace any current guidance for measuring fair value in those pronouncements and would expand
current disclosures. Readers should be alert for the issuance of a final FASB Statement, which is expected in
the fourth quarter of 2005. Refer to the FASB Web site at www.fasb.org for complete information.

Proposed FASB Statement, Earnings per Share—an amendment of FASB Statement No. 128
.80 This proposed FASB Statement would amend the computations guidance in FASB Statement No. 128,
Earnings per Share, for calculating the number of incremental shares included in diluted shares when applying
the Treasury stock method. Also, this proposed FASB Statement would eliminate the provisions of FASB
Statement No. 128 that allow an entity to rebut the presumption that contracts with the option of settling in
either cash or stock will be settled in stock. In addition, this proposed FASB Statement would require that
shares that will be issued upon conversion of a mandatorily convertible security be included in the
weighted-average number of ordinary shares outstanding used in computing basic earnings per share from
the date when conversion becomes mandatory. Readers should be alert for the issuance of a final FASB
Statement, which is expected to be released in the first quarter of 2006.

Proposed FASB Interpretation, Accounting for Uncertain Tax Positions
.81 In July 2005, the FASB published an exposure draft of a proposed FASB Interpretation, Accounting for
Uncertain Tax Positions, which seeks to reduce the significant diversity in practice associated with recognition
and measurement in the accounting for income taxes. It would apply to all tax positions accounted for in
accordance with FASB Statement No. 109, Accounting for Income Taxes. Specifically, the exposure draft
requires that a tax position meet a "probable recognition threshold" for the benefit of the uncertain tax
position to be recognized in the financial statements. This threshold is to be met assuming that the tax
authorities will examine the uncertain tax position. The exposure draft also contains guidance with respect
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to the measurement of the benefit that is recognized for an uncertain tax position, when that benefit should
be derecognized, and other matters. The effective date of the proposed FASB Interpretation would be as of
the end of the first fiscal year ending after December 15, 2005. A final FASB Interpretation is expected to be
released in the first quarter of 2006.

Proposed FASB EITF Issues
.82 Numerous open issues are under deliberation by the EITF. Readers should visit the FASB Web site
at www.fasb.org/eitf/agenda.shtml for complete information.

Proposed FASB Staff Positions
.83 A number of proposed FASB Staff Positions are in progress addressing issues related to FASB
Statements No. 13, No. 123(R), and No. 140, and FASB Interpretation No. 45. Readers should visit the FASB
Web site at www.fasb.org/fasb_staff_positions/proposed_fsp.shtml for complete information.

Resource Central
Educational courses, Web sites, publications, and other resources available to practitioners
On the Bookshelf

.84 The following publications deliver valuable guidance and practical assistance as potent tools to be
used on your engagements:
•

Audit Guide, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities (product
no. 012523kk)

•

Audit Guide, Auditing Revenue in Certain Industries (product no. 012515kk)

•

Audit Guide, Audit Sampling (product no. 012530kk)

•

Audit Guide, Analytical Procedures (product no. 012554kk)

•

Audit Guide, Service Organizations: Applying SAS No. 70, as Amended (product no. 012775kk)

•

Practice Aid, Auditing Estimates and Other Soft Accounting Information (product no. 0l00l0kk)

•

Accounting Trends & Techniques—2005 (product no. 009897kk)

•

Practice Aid, Fraud Detection in a GAAS Audit: Revised Edition (product no. 006615kk)

Audit and Accounting Manual
.85 The Audit and Accounting Manual (revised as of July 1, 2005) (product no. 005135kk) is a valuable
nonauthoritative practice tool designed to provide assistance for audit, review, and compilation engage
ments. It contains numerous practice aids, samples, and illustrations, including audit programs, auditor's
reports, checklists, engagement letters, management representation letters, and confirmation letters.

AICPA's reSOURCE Online
. 86 Get access—any time, anywhere—to the AICPA's latest Professional Standards, Technical Practice Aids,
Audit and Accounting Guides, Audit Risk Alerts, and Accounting Trends & Techniques. To subscribe to this
essential service, go to www.cpa2biz.com.
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CD-ROM
. 87 The AICPA is currently offering a CD-ROM product entitled reSOURCE: AICPA's Accounting and
Auditing Literature. This CD-ROM enables subscription access to the following AICPA Professional Literature
products in a Windows format: Professional Standards, Technical Practice Aids, and Audit and Accounting Guides
(available for purchase as a set that includes all Guides and the related Audit Risk Alerts, or as individual
publications). This dynamic product allows you to purchase the specific titles you need and includes
hypertext links to references within and between all products.

Continuing Professional Education
. 88 The AICPA has developed a number of continuing professional education (CPE) courses that are
valuable to CPAs working in the manufacturing industry. Those courses include:
•

AICPA's Annual Accounting and Auditing Update Workshop (product no. 736181kk [text] and 187189
[DVD] or 187089 [video]). Whether you are in industry or public practice, this course keeps you
current and informed, and shows you how to apply the most recent standards.

•

Information Security: Critical Guidance for CPAs in Public Practice and Industry (product no. 732450kk).
This course informs participants about security for systems developed with new technology and what
part the assessment of risk plays in developing controls to secure these systems.

•

SEC Reporting (product no. 736772kk [text] and 186753 [video]). This course will help the practicing
CPA and corporate financial officer learn to apply SEC reporting requirements. It clarifies the more
important and difficult disclosure requirements.

•

Auditing Inventory [CD-ROM]. This course will help the practicing CPA efficiently audit inventories.

.89 For a listing of additional courses available, please download the Fall/Winter 2005 AICPA CPE Catalog
at www.cpa2biz.com/NR/rdonlyres/emkvosvpl2gtvhzxf65n4gnjyjzalqaxy2uvrggnlq3uuyw6mzimkoijwt
sdqtou5x6wpemxsctzvwogxmjqf2gi3hd/Fall Winter_AA_05.pdf. You can also check at www.
cpa2biz.com/CPE/default.htm for availability of a more recent catalog.

Online CPE
.90 AICPA InfoBytes (product no. BYT-XXkk), offered exclusively through CPA2Biz.com, is AICPA's
flagship online learning product. AICPA InfoBytes offers a free trial subscription to the entire product for
up to 30 days. Divided into one- and two-credit courses that are available 24/7, AICPA InfoBytes offers
hundreds of hours of learning in a wide variety of topics. To register or learn more, visit www.cpa2biz.
com/infobytes.

AICPA Online and CPA2Biz
.91 AICPA Online offers CPAs the unique opportunity to stay abreast of matters relevant to the CPA
profession. AICPA Online informs you of developments in the accounting and auditing world as well as
developments in congressional and political affairs affecting CPAs. In addition, CPA2Biz.com offers all the
latest AICPA products, including the Audit Risk Alerts, Audit and Accounting Guides, the professional
standards, and CPE courses. To learn more, visit www.aicpa.org.

Service Center Operations
.92 To order AICPA products, receive information about AICPA activities, and find help on your
membership questions, call AICPA Service Center Operations at (888) 777-7077. The best times to call are
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8:30 A.M. to 11:30 A.M. and 2:00 P.M. to 7:30 P.M., Eastern Standard Time. You can also order AICPA
products from the Service Center by facsimile at (800) 362-5066 or visit www.cpa2biz.com to obtain product
information and place online orders.

Hotlines
Accounting and Auditing Technical Hotline
.93 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call (888) 777-7077.

Ethics Hotline
.94 Members of the AICPA's Professional Ethics Team answer inquiries concerning independence and
other behavioral issues related to the application of the AICPA Code of Professional Conduct. Call (888)
777-7077.

Fax Hotline
.95 The AICPA has a 24-hour fax system that enables interested persons to obtain information that
includes, for example, current AICPA comment letters, conference brochures and registration forms, CPE
information, AcSEC actions, and legislative news. To access the hotline, dial (201) 938-3787 from a fax
machine and follow the voice cues.

Service Center Operations
.96 To order AICPA products, receive information about AICPA activities, and find help on your
membership questions, call the AICPA Service Center Operations at (888) 777-7077.

Web Sites
.97 Further information on matters addressed in this Audit Risk Alert is available through various
publications and services offered by a number of organizations. Some of those organizations are listed in the
table at the end of the Alert.
.98 This Audit Risk Alert replaces the Manufacturing Industry Developments—2004/05 Audit Risk Alert. The
Alert is published annually. As you encounter audit or industry issues that you believe warrant discussion
in next year's Alert, please feel free to share them with us. Any other comments that you have about the Alert
would also be appreciated. You may e-mail these comments to rrampulla@aicpa.org, or write to:

Renee Rampulla, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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Independence and Ethics Alert—2005/06
STRENGTHENING AUDIT INTEGRITY
SAFEGUARDING FINANCIAL REPORTING

NOTICE TO READERS
This publication is designed to provide illustrative information with respect to the subject matter
covered. It does not establish standards or preferred practices. The material was prepared by AICPA
staff and has not been considered or acted upon by senior technical committees or the AICPA Board
of Directors and does not represent an official opinion or position of the AICPA. It is provided with
the understanding that the author and publisher are not engaged in rendering legal, accounting, or
other professional service. If legal advice or other expert assistance is required, the services of a
competent professional person should be sought. The author and publisher make no representations,
warranties, or guarantees as to and assume no responsibility for the content or application of the
material contained herein, and expressly disclaim all liability for any damages arising out of the use
of, reference to, or reliance on such material.

AICPA Staff

Lori L. Pombo, CPA
Technical Manager
AICPA Accounting and Auditing Publications
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How This Alert Helps You
.01 This Alert informs you of recent developments in the area of independence and ethics for accountants—
an area receiving increasing attention from regulators, investors, the news media, and others. Moreover, this
Alert helps you understand your independence requirements under the AICPA Code of Professional
Conduct (the Code) and, if applicable, certain other rule-making and standard-setting bodies. We present a
section entitled “Digest of the AICPA Independence Rules" in plain English at the back of this Alert so you
can understand and apply them with greater confidence.

Independence Defined
.02 Independence is defined as:

1. Independence of mind. The state of mind that permits the performance of an attest service without being
affected by influences that compromise professional judgment, thereby allowing an individual to act
with integrity and exercise objectivity and professional skepticism; and,
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2. Independence in appearance. The avoidance of circumstances that would cause a reasonable and
informed third party, having knowledge of all relevant information, including safeguards applied,
to reasonably conclude that the integrity, objectivity, or professional skepticism of a firm or a member
of the attest engagement team has been compromised.

AICPA Independence and Ethics Devlopments
New Ethics Interpretation on Financial Relationships
.03 At its August 2005 meeting, the Professional Ethics Executive Committee (PEEC) adopted a new
ethics interpretation, Interpretation No. 101-15, "Financial Relationships," under Rule 101, Independence
(AICPA, Professional Standards, vol. 2, ET sec. 101.17) which:
1. Defines financial interest, direct financial interest, and indirect financial interest as used in Ethics
Interpretation No. 101-1, "Interpretation of Rule 101," under Rule 101 (AICPA, Professional Standards,
vol. 2, ET sec. 101.02);

2. Provides guidance to members on determining whether financial interests should be considered
direct or indirect financial interests;
3. Provides that a covered member's ownership of 5 percent or less of a diversified mutual fund would
not be considered to result in the member owning a material indirect financial interest in any of the
fund's underlying investments;

4. Provides for a limited exception for financial interests received through an unsolicited gift or
inheritance similar to the exception promulgated by the Securities and Exchange Commission
(SEC); and
5. In the case of section 529 savings plans, provides certain covered members, in limited circumstances,
up to one year to move the funds or designate a different account owner without being considered
to have impaired their independence.
The Interpretation does not change the existing interpretation and ethics rulings dealing with loans.
.04 As a result of the adoption of Interpretation No. 101-15, the PEEC also deleted the following six ethics
rulings under ET section 191, Ethics Ridings on Independence, Integrity, and Objectivity:

1. Ruling No. 35, "Stockholder in Mutual Funds" (AICPA, Professional Standards, vol. 2, ET sec.
191.069—.070);
2. Ruling No. 36, "Participant in Investment Club" (AICPA, Professional Standards, vol. 2, ET sec.
191.071-.072);
3. Ruling No. 66, "Member's Retirement or Savings Plan Has Financial Interest in Client" (AICPA,
Professional Standards, vol. 2, ET sec. 191.132—.133);
4. Ruling No. 68, "Blind Trust" (AICPA, Professional Standards, vol. 2, ET sec. 191.136-.137);
5. Ruling No. 79, "Member's Investment in a Partnership That Invests in Client" (AICPA, Professional
Standards, vol. 2, ET sec. 191.158—.159); and
6. Ruling No. 109, "Member's Investment in Financial Services Products That Invest in Clients" (AICPA,
Professional Standards, vol. 2, BET sec. 191.218—.219).

New Ethics Requirements for Members Who Outsource
.05 In October 2004, the PEEC adopted two new ethics rulings and one revised ethics ruling to provide
guidance with respect to a member's responsibilities when using third-party service providers to provide
services to clients. They are as follows:
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1. New Ethics Ruling No. 112, "Use of a Third-Party Service Provider to Assist a Member in Providing
Professional Services," under Rule 102, Integrity and Objectivity (AICPA, Professional Standards, vol. 2,
ET sec. 191.224-225).
2. New Ethics Ruling No. 12, "Applicability of General and Technical Standards When Using a
Third-Party Service Provider," under Rule 201, General Standards, and Rule 202, Compliance With
Standards (AICPA, Professional Standards, vol. 2, ET sec. 291.023-.024).
3. Revised Ethics Ruling No. 1, "Use of a Third-Party Service Provider to Provide Professional Services
to Clients or Administrative Support Services to the Member," (formerly titled, "Computer Process
ing of Clients' Returns") under Rule 301, Confidential Client Information (AICPA, Professional Standards,
vol. 2, ET sec. 391.001-.002).

The PEEC also deleted Ethics Ruling No. 5, "Records Retention Agency," under Rule 301 (AICPA, Professional
Standards, vol. 2, ET sec. 391.009-.010).

.06 The PEEC defines third-party service providers as any entity that the member, individually or
collectively with his or her firm, does not control (as defined by U.S. generally accepted accounting principles
[GAAP]) and any individual who is not employed by the member. Accordingly, the new standards would
apply to all independent contractors used by the firm.

.07 As with all rulings under the AICPA Code of Professional Conduct, a member's failure to comply
with these rulings could lead to disciplinary action.

Ethics Ruling No. 112 Under Rule 102
.08 The new Ethics Ruling No. 112 under Rule 102 requires that, prior to sharing confidential client
information with the service provider, a member inform the client, preferably in writing, that he or she may
be using a third-party service provider when providing professional services to the client. The ethics ruling
also emphasizes that members are not required to inform clients of third-party service providers used only
to provide administrative support services such as record storage, software application hosting, and
authorized e-file tax transmittal services.

.09 In order to assist members in fulfilling the requirements of Ethics Ruling No. 112, the PEEC has
developed nonauthoritative sample language which could be used in cases where the member chooses to
provide written disclosure to the client. While Ethics Ruling No. 112 does not require that the disclosure be
in writing, the PEEC recognizes that some may choose to provide written disclosure to the client in fulfilling
the requirements of the rules. The sample language, as presented below, is for illustrative purposes only,
and members should ensure that any final language complies with their firm's policies and procedures and
applicable laws and regulations including the rules of other regulatory bodies such as state boards of
accountancy, the SEC, the General Accountability Office (GAO), and so on.
The firm may from time to time, and depending on the circumstances, use third-party service
providers in serving your account. We may share confidential information about you with
these service providers, but remain committed to maintaining the confidentiality and
security of your information. Accordingly, we maintain internal policies, procedures, and
safeguards to protect the confidentiality of your personal information. In addition, we will
secure confidentiality agreements with all service providers to maintain the confidentiality
of your information and we will take reasonable precautions to determine that they have
appropriate procedures in place to prevent the unauthorized release of your confidential
information to others. In the event that we are unable to secure an appropriate confiden
tiality agreement, you will be asked to provide your consent prior to the sharing of your
AICPA Audit and Accounting Manual
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confidential information with the third-party service provider. Furthermore, the firm will
remain responsible for the work provided by any such third-party service providers.
The sample disclosure language is available at www.aicpa.org/download/ethics/Sample_Disclosure_
Notification.pdf.

Ethics Ruling No. 12 Under Rules 201 and 202
.10 The new Ethics Ruling No. 12 under Rules 201 and 202 clarifies the application of Rules 201 and 202
to members who use a third-party service provider in providing professional services to clients, and makes
clear the PEEC's position that the member is responsible for all work performed by the service provider. This
responsibility includes the adequate oversight of all services performed by the third-party service provider,
ensuring that all professional services are performed with competence and due professional care, are
adequately planned and supervised, that sufficient relevant data has been obtained to support the work
product, and that all services comply with all applicable technical standards. The ruling does not, however,
extend the member's responsibility for planning and supervising the work of a third-party service provider
beyond the requirements of applicable professional standards which may vary depending on the nature of
the engagement.

Ethics Ruling No. 1 Under Rule 301
.11 The revised Ethics Ruling No. 1 under Rule 301 updates and broadens the application of the ethics
ruling beyond that of an outside tax service bureau and makes it applicable to any third-party service
provider used by the member, including those who provide only administrative support services. While the
revised ethics ruling does not require that a member obtain specific client consent prior to disclosing
confidential client information to a third-party service provider, it does require a member to enter into a
contractual agreement with the third-party service provider to maintain the confidentiality of the client's
information. The ethics ruling also requires that members be reasonably assured that the third-party service
provider has appropriate procedures in place to prevent the unauthorized release of confidential client
information. If, however, the member does not enter into a contractual agreement with the third-party service
provider, specific client consent should be obtained before the member discloses confidential client informa
tion to such provider.

Effective Date
.12 The provisions of these ethics rulings are effective for all professional services performed on or after
July 1,2005, except for professional services performed pursuant to agreements in existence on June 30,2005,
that are completed by December 31, 2005. Earlier application is encouraged.

.13 The PEEC has also made available the "Background and Basis for Conclusions" document for the
outsourcing rulings. This document summarizes considerations that were deemed significant during the
development of the ethics rulings and includes reasons for accepting certain recommendations for change
and rejecting others and is intended to assist users in understanding the additions, revisions, and deletions
and the rationale for them.
.14 The Basis for Conclusions document is available at: www.aicpa.org / download / ethics /Outsourcing_Basis.
pdf. The outsourcing rulings are available at: www.aicpa.org/download/ethics/2004_1028_outsourcing.pdf.

Nonattest Services Rule Revised Based on Member Feedback
.15 In January 2005, the PEEC adopted revisions to Interpretation No. 101-3, "Performance of Nonattest
Services," under Rule 101 (AICPA, Professional Standards, vol. 2, ET sec. 101.05). Interpretation No. 101-3
became effective on January 1,2004, but the accompanying documentation requirement did not go into effect
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until January 1, 2005. The new revisions provide clarification on the applicability and intent of the rule and
ensure its continued effectiveness in promoting independence when a member renders nonattest services to
an attest client. The revisions do not relax the rule or change its meaning. The PEEC believed the changes
were necessary and appropriate after it became evident, based on feedback from a significant number of
members, that a number of Interpretation No. 101-3 requirements warranted further clarification.

.16 The revisions relate to:
•

General requirement no. 2, which requires, in part, that an attest client designate a competent employee
to oversee the nonattest services provided by the member;

•

General requirement no. 3, which requires that a member document his or her understanding with the
client regarding key aspects of the nonattest services engagement; and

•

The applicability of these general requirements to the member's performance of routine activities when
performed as part of the normal member-client relationship.

Competency Requirement
. 17 The PEEC agreed to replace the term "competence" with the words "suitable skill, knowledge, and/or
experience" throughout the Interpretation. In addition, the PEEC agreed to replace the term (client) "em
ployee" with "individual" to clarify that the person designated by the client to oversee the service could be
the owner of the company or an individual outside the company such as an outsourced bookkeeper or
controller.

. 18 The PEEC recognized that members may have needed more clarity as to its intent with respect to the
degree of "competence" the individual designated by the client to oversee the nonattest service is expected
to possess. Specifically, some mistakenly ascribed a higher standard to this term than intended by the PEEC
and believed that the client was expected to possess the same level of competence as the member. This clearly
was not the intent as explained in the PEEC's guidance, AICPA Interpretation 101-3, Performance of Nonattest
Services—Understanding General Requirement No. 2: Client Responsibilities, which was released November 22,
2004, and subsequently revised January 27, 2005 (www.aicpa.org/download/ethics/101-3_Competency_
Guidance.pdf). That guidance, which many members have found very helpful to their understanding,
specifically defined client competence to mean that the individual designated by the client to oversee the
nonattest service should possess suitable skill, knowledge, and/or experience to enable him or her to
understand the nature, objective, and scope of the nonattest service.

Documentation Requirement
. 19 The Interpretation has been revised to reflect that a failure to document the understanding with the
client would not be considered to impair a member's independence provided such understanding had been
established; but rather, would be considered a failure to comply with an ethics standard under Rule 202,
Compliance With Standards (AICPA, Professional Standards, vol. 2, ET sec. 202.01). In addition, the PEEC agreed
that it was no longer necessary to provide for an exception where the failure to document the understanding
was isolated and inadvertent so this "exception" was deleted.
. 20 The PEEC continues to believe that the requirement to document the understanding with the client
is an important and necessary safeguard to ensure that the member and client both understand their roles
and responsibilities in connection with the nonattest service. However, the PEEC acknowledged that a failure
to document the understanding, when in fact the understanding with the client had been established, should
not result in an impairment of independence. The PEEC agreed it would be more appropriate to enforce the
documentation requirement under Rule 202 instead of Rule 101.
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Routine Activities
. 21 The PEEC has revised the Interpretation to clarify that routine activities are exempt from both general
requirements no. 2 and no. 3 of the Interpretation. Some members had questioned whether the exemption
of "routine activities" from the documentation requirement (general requirement no. 3) also applied to the
provisions of general requirement no. 2, which requires the client to designate an individual (with suitable
skill, knowledge, and/or experience) to oversee the nonattest services. While the PEEC acknowledged that
a member is prohibited from performing management functions when performing routine activities for an
attest client (that is, general requirement no. 1), it was never its intent to subject routine activities to general
requirement no. 2 of the Interpretation.
. 22 To provide additional guidance in this area, the PEEC has developed an FAQ to assist members in
determining what would be considered routine activities for purposes of the Interpretation. Please see bullet
points numbers 2 and 3 below for the link to this guidance.

Additional FAQs
. 23 Finally, the PEEC issued two additional FAQs. The first FAQ provides further clarification in the
area of bookkeeping services and the second provides clarification on what is meant by the term "manage
ment function" for purposes of the Interpretation. Please see bullet point number 4 below for the link to
this guidance.

Links to Interpretation 101-3 Guidance
. 24 As a result of the revisions mentioned above, the PEEC has updated some of its previously issued
guidance on understanding and implementing Interpretation No. 101-3.
•

Interpretation No. 101-3, "Performance of Nonattest Services" (as revised and adopted on January
27, 2005), can be found online at www.aicpa.org/members/div/ethics/intr_101-3.htm.

•

AICPA Interpretation 101 -3, Performance of Nonattest Services—Understanding General Requirement No.
2: Client Responsibilities provides detailed answers to the most frequently asked questions regarding
this important provision of Interpretation No. 101-3. Topics covered include what is meant by having
suitable skill, knowledge, and/or experience for purposes of the rule, underlying concepts support
ing the requirement, how suitable skill, knowledge, and/or experience can be assessed, and which
client personnel or other individuals can serve in this capacity. In addition, this document contains
a new FAQ as approved by the PEEC on May 19, 2005, related to "routine activities" as referenced
in the Interpretation. This document can be found online at www.aicpa.org/download/ethics/
101 -3 Competency Guidance.pdf.

•

AICPA Interpretation 101-3, Performance of Nonattest Services—Requirement to Document Understanding
With an Attest Client provides clarification and guidance regarding the requirement to document
certain elements of a nonattest services engagement as required by Interpretation No. 101-3. Topics
covered include affected clients and services, form of documentation, failing to document, and
illustrative sample documentation language. In addition, this document contains a new FAQ as
approved by the PEEC on May 19, 2005, related to "routine activities" as referenced in the interpre
tation. This document can be found online at www.aicpa.org/download/ethics/Int._101-3_
documentation_guidance.pdf.

•

Bookkeeping and General Requirement Q&As (Revised January 27, 2005) are based on responses of the
AICPA professional ethics division staff to members' inquiries and recent changes to the inde
pendence guidance of the PEEC. The Q&As can be found online at www.aicpa.org/download/
ethics/nonattest_q_a.pdf.
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. 25 The following are other sources of guidance which you may find helpful in relation to Interpretation
No. 101-3.
•

Background and Basis for Conclusions (December 31, 2003) provides extensive background on why
changes were made to Interpretation No. 101-3 and the rationale behind each revision, including how
member feedback helped clarify positions. An addendum was added to this document to reflect
changes adopted by the PEEC in January 2005. This document can be found online at: www.
aicpa.org/download/members/div/ethics/basisforconclusions.pdf.

•

Information Technology Services Q&As are based on responses of the AICPA professional ethics
division staff to members' inquiries and recent changes to the independence guidance of the PEEC.
The Q&As can be found online at www.aicpa.org/download/ethics/QA_IT.pdf.

•

A comprehensive CPA Letter article entitled "Navigating the General Requirements of the Nonattest
Services Rules of the AICPA Code of Professional Conduct, Interpretation 101-3—Performance of
Nonattest Services" provides an overview of the changes and includes a list of resources. This article
can be found at www.aicpa.org/download/cpaltr/2004_04/supps/F-SmlApr.pdf.

Compliance Reminder Regarding Other Authoritative Bodies
. 26 The independence and ethics rules under the AICPA Code of Professional Conduct apply to all
members of the AICPA. However, other rule-making and standard-setting bodies such as the SEC, the Public
Company Accounting Oversight Board (PCAOB), the GAO, the U.S. Department of Labor (DOL), state
boards of accountancy, and state CPA societies also have independence and/or ethics rules that members
must comply with, if applicable, in addition to the AICPA rules. The rules of the SEC, PCAOB, and GAO are
discussed briefly below. You should refer to the original text of each organization's rules for full guidance.

SEC Rules Regarding Auditor Independence
. 27 Of continuing importance to auditors are the SEC rules entitled "Strengthening the Commission's
Requirements Regarding Auditor Independence." These rules were adopted in January 2003 to fulfill the
mandate of Title II of the Sarbanes-Oxley Act of 2002, strengthen auditor independence, and require
additional disclosures to investors about the services provided to issuers by the independent accountant.
These rules address nonaudit services, employment of audit engagement team members by issuers, partner
rotation and compensation rules, audit committee reporting requirements, auditor fee and service disclosure
requirements to investors, and audit committee reporting requirements.
. 28 Auditors should be familiar with these rules as they apply to the audits of domestic issuers, foreign
subsidiaries, and affiliates of U.S. issuers, as well as foreign private issuers, by U.S. and foreign accounting
firms. More detailed information regarding these rules can be found in the original SEC release at www.sec.
gov/rules/final/33-8183.htm.
. 29 In response to questions about the implementation and interpretation of the SEC rules discussed
above, the SEC staff issued a document to assist practitioners entitled Application of the January 2003 Rules on
Auditor Independence—Frequently Asked Questions. In December 2004, the SEC expanded and updated the
January 2003 FAQs and consolidated all previous auditor independence FAQs into a single release which
will be updated and maintained in one place for easier access. The consolidated and updated FAQs are titled
Application of the Commission's Rules on Auditor Independence—Frequently Asked Questions (December 13,2004)
and can be found at www.sec.gov/info/accountants/ocafaqaudindl21304.htm. The updated FAQs pri
marily relate to partner rotations and fee disclosures.

PCAOB Rules Regarding Independence and Ethics
.30 The PCAOB has the authority to establish ethics and independence standards in accordance with
sections 103(a) and 103(b), respectively, of the Sarbanes-Oxley Act. Any registered public accounting firm or
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person associated with such a firm that fails to adhere to applicable PCAOB standards may be the subject of
a PCAOB disciplinary proceeding in accordance with section 105 of the Sarbanes-Oxley Act.
.31 The PCAOB rules pertaining to independence and ethics include Rule 3100, Compliance with Auditing
and Related Professional Practice Standards; Rule 3500T, Interim Ethics Standards; and Rule 3600T, Interim
Independence Standards. There have been no changes to the PCAOB's independence and ethics rules since the
issuance of last year's Alert; however, given the continuing importance of these rules, they are summarized
below. Please refer to the "On the Horizon" section of this Alert for information pertaining to PCAOB ethics
and independence rules concerning independence, tax services, and contingent fees which were adopted by
the PCAOB on July 26,2005. These rules will not take effect unless approved by the SEC pursuant to section
107(b) of the Sarbanes-Oxley Act.

Compliance With Auditing and Related Professional Practice Standards
.32 Rule 3100 generally requires all registered public accounting firms to adhere to the PCAOB's auditing
and related professional practice standards (which encompass auditing, attestation, quality control, ethics,
and independence standards) in connection with the preparation or issuance of any audit report for an issuer
and in their auditing and related attestation practices. This rule also requires registered public accounting
firms and their associated persons to comply with all applicable standards. Accordingly, if the PCAOB's
standards do not apply to an engagement or other activity of the firm, Rule 3100, by its own terms, does not
apply to that engagement or activity.

Interim Ethics Standards
.33 Rule 3500T designates the provisions of the AICPA Code of Professional Conduct on integrity and
objectivity as "Interim Ethics Standards." Accordingly, in connection with the preparation or issuance of any
audit report, a registered public accounting firm and its associated persons should comply with ethics
standards as described in the AICPA Code of Professional Conduct Rule 102, Integrity and Objectivity (AICPA,
Professional Standards, vol. 2, ET sec. 102.01), and interpretations and rulings thereunder, as in existence as of
April 16, 2003 (AICPA, Professional Standards, vol. 2, ET secs. 102 and 191), to the extent not superseded or
amended by the PCAOB.

Interim Independence Standards
.34 Rule 3600T designates the provisions of the AICPA Code of Professional Conduct regarding inde
pendence and existing standards and interpretations of the Independence Standards Board (ISB) as "Interim
Independence Standards." This rule states that, in connection with the preparation or issuance of any audit
report, a registered public accounting firm and its associated persons shall comply with the following
independence standards, to the extent not superseded or amended by the PCAOB:

1. The AICPA Code of Professional Conduct Rule 101, Independence (AICPA, Professional Standards, vol.
2, ET sec. 101.01), and interpretations and rulings thereunder, as in existence on April 16, 2003
(AICPA, Professional Standards, vol. 2, ET secs. 101 and 191)
2. ISB Standards No. 1, Independence Discussions with Audit Committees; No. 2, Certain Independence
Implications of Audits of Mutual Funds and Related Entities; and No. 3, Employment with Audit Clients;
and Interpretations No. 99-1, Impact on Auditor Independence of Assisting Clients in the Implementation
of FAS 133 (Derivatives); No. 00-1, The Applicability of ISB Standard No. 1 When "Secondary Auditors"
Are Involved in the Audit of a Registrant; and No. 00-2, The Applicability of ISB Standard No. 1 When
"Secondary Auditors" Are Involved in the Audit of a Registrant—An Amendment of Interpretation 00-1, of
the ISB
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To the extent that the SEC's rules are more or less restrictive than the PCAOB's Interim Independence
Standards, registered public accounting firms must comply with the more restrictive requirements.
.35 The PCAOB rules referenced above can be found at www.pcaobus.org/Standards/Standards_and_
RelatedRules/index.aspx.

GAO Independence Standard
.36 CPAs, non-CPAs, government financial auditors, and performance auditors who are auditing federal,
state, and local governments as well as not-for-profit and for-profit recipients of federal (and some state)
grant and loan assistance should be familiar with Amendment No. 3, Independence, of the GAO's Government
Auditing Standards (GAS, also referred to as the Yellow Book). The GAO independence rules, which are in
some cases very similar to the AICPA independence rules and in other cases more restrictive, address three
types of independence impairments, namely, personal, external, and organizational. But it is particularly
important that practitioners comprehend the standard's most important provision, which involves personal
independence impairments.
.37 The GAO's Independence Standard can be found at www.gao.gov/govaud/yb/2003/html/ chap33.
html#l 034803. The GAO also has a Q&A book, Answers to Independence Standard Questions, which can be
found at www.gao.gov/govaud/d02870g.pdf. Additional information is available at AICPA Online at www.
aicpa.org/members/div/ethics/index.htm.

Independence and Ethics Issues of Continuing Importance
Some Additional Considerations for Members Who Outsource1
.38 As you have read earlier in this Alert, the AICPA has recently adopted two new ethics rulings and
one revised ethics ruling to provide guidance with respect to a member's responsibilities when using
third-party service providers to provide professional services to clients (refer to the "AICPA Independence
and Ethics Developments" section above). In addition to complying with the AICPA Code of Professional
Conduct, members who outsource should also consider the provisions of the Gramm-Leach-Bliley Act of
1999 (GLBA) and the Internal Revenue Code (IRC).

Gramm-Leach-Bliley Act
.39 The GLBA includes protections that allow consumers to determine when personal financial informa
tion can be shared among financial institutions. The Federal Trade Commission (FTC), one of the federal
agencies charged with implementing the privacy requirements of the GLBA, promulgated a set of rules that
govern the use of consumer financial information. These rules can be found at www.ftc.gov/privacy/
privacyinitiatives/ financial_rule_lr.html.

.40 The GLBA does not require that a practitioner specifically disclose to a client the fact that independent
third-party providers are used in performing services for clients. However, the GLBA generally requires
disclosure to the client of categories of nonaffiliated third parties to whom there is disclosure of nonpublic
information. Practitioners who provide, among other things, tax planning and tax preparation services to
individual clients are required to give notice of the practitioner's policy regarding disclosure of private
information at the start of an engagement, and annually thereafter. Clients must also be given prior notice
and the ability to opt out of any actual disclosure of information to a non-affiliated third party. However,
1 This information is adapted from an article in the Journal of Accountancy (March 2004) titled "Legal and Ethical Considerations
Regarding Outsourcing," by Richard I. Miller and Alan W. Anderson.
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there is an exception to the notice and opt-out requirements for "processing and servicing transactions." In
summary, the notice and opt-out requirements do not apply if (a) the practitioner shares nonpublic personal
information in connection with servicing or processing a financial product or service that a consumer
requests or authorizes or (b) the sharing of information with the third party is required, or is a usual,
appropriate, or acceptable method to carry out the transaction or service of which the transaction is a part,
or to record, service, or maintain the consumer's account in the ordinary course of providing the financial
service or product. There are also limitations regarding the extent to which nonaffiliated third parties may
use and reuse any disclosed information. Furthermore, anyone offering financial services is required to
oversee a third party's use of the information and ensure the third party's compliance with the GLBA.

Internal Revenue Code
.41 IRC section 7216 prohibits anyone who is involved in the preparation of tax returns from knowingly
or recklessly disclosing or using the tax-related information provided other than in connection with the
preparation of such returns. Anyone who violates this provision may be subject to a fine or even imprison
ment. The regulations under section 7216 provide an exemption from this law for tax return preparers who
disclose taxpayer information to a third party for the purpose of having that third party process the return.
Nevertheless, members should make third-party providers to which they have supplied protected client
information aware of this requirement. Note there is no requirement in section 7216 or its regulations for a
member to inform the client that a third-party provider is being used.

.42 In addition, IRC section 7525 provides a client with a privilege similar to an attorney-client privilege
when they make certain tax-related disclosures to, among others, CPAs. Care needs to be taken to assure
that a third-party provider does not do anything that adversely affects a client's rights under this provision.
.43 Because of the requirements of federal law as outlined above, it is important for practitioners to be
aware of their continuing obligations to safeguard client data. In this regard, it would be advisable—indeed
likely necessary—to perform due diligence before disclosing information to a third-party provider to ensure
the provider is capable of adequately protecting nonpublic information. (As noted earlier, the Code of
Professional Conduct imposes similar obligations.) This seems particularly imperative where the provider
is located in an unfamiliar location, or where enforcement of privacy laws and the prosecution of those who
misappropriate private information may be more difficult. Thus, the contract between the practitioner and
the third-party provider should contain appropriate provisions for the protection of consumer privacy.
.44 Practitioners and their firms should consult their own legal advisers for additional guidance on
outsourcing.

Reminder on Prohibited Commissions
.45 In light of the recent PCAOB and AICPA projects pertaining to contingent fees (please see the "On
the Horizon" section below), it is also important to remember that commissions are another type of
prohibited fee arrangement for attest clients.
.46 In accordance with Rule 503, Commissions and Referral Fees (AICPA, Professional Standards, vol. 2, ET
sec. 503), members in public practice are prohibited from accepting a commission (that is, compensation paid
to you or your firm) for recommending or referring a third party's product or service to a client or
recommending or referring a client's product or service to a third party when the member or the member's
firm also performs for that client:
•

An audit or review of a financial statement; or
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• A compilation of a financial statement when the member expects, or reasonably might expect, that a
third party will use the financial statement and the member's compilation report does not disclose a
lack of independence; or
•

An examination of prospective financial information.

.47 This prohibition applies during the period in which the member is engaged to perform any of the
services listed above and the period covered by any historical financial statements involved in such
listed services.
.48 AICPA members should familiarize themselves with the "Fee Issues" section in the "Digest of the
AICPA Independence Rules" in this Alert which provides detailed guidance addressing commissions as well
as contingent fees and referral fees.

On the Horizon
PCAOB Ethics and Independence Rules Concerning Independence, Tax Services,
and Contingent Fees
.49 In July 2005, the PCAOB adopted certain ethics and independence rules addressing tax services,
contingent fees, and certain related general and independence standards. At the time this Alert was written,
these rules were not approved by the SEC and, therefore, were not yet final and effective. Readers should
refer to the PCAOB and SEC Web sites for the current status of these rules.
.50 The ethics and independence rules cover three primary areas:
1.

Prohibited tax services which impair auditor independence;

2. The auditor's involvement with the audit committee; and,
3.

Fundamental independence requirements.

Each of these areas is described in further detail below.

Prohibited Tax Services
.51 The rules identify three circumstances in which the provision of tax services impairs an auditor's
independence:
1. Rule 3521 provides that a firm's independence is impaired if the firm, or any affiliate of the firm,
enters into contingent fee arrangements with its audit clients.

2. Rule 3522(a) provides that a firm's independence is impaired if the firm provides services related to
marketing, planning, or opining in favor of the tax treatment of a transaction that is a confidential
transaction as defined in Rule 3501. In addition, Rule 3522(b) provides that a firm's independence is
impaired if the firm provides services related to marketing, planning, or opining in favor of a tax
treatment on a transaction that is based on an aggressive interpretation of applicable tax laws and
regulation. Rule 3522(b)'s scope also includes listed transactions as defined by U.S. Treasury Depart
ment regulations.
3. Rule 3523 provides that a firm's independence is impaired if the firm provides tax services to certain
members of management who serve in financial reporting oversight roles at an audit client to
immediate family members of such persons.
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Audit Committee Involvement
.52 Rule 3524 further implements the Sarbanes-Oxley Act's pre-approval requirement by strengthening
the auditor's responsibilities in connection with seeking audit committee pre-approval of tax services. Rule
3524 requires a registered public accounting firm that seeks such pre-approval to describe proposed tax
services engagements, in writing, for the audit committee; to discuss with the audit committee the potential
effects of the services on the firm's independence; and to document the substance of that discussion.

fundamental Independence Requirements
.53 Rule 3502 codifies, in an ethics rule, the principle that persons associated with a registered public
accounting firm should not cause the firm to violate relevant laws, rules, and professional standards due to
an act or omission that the person knew, or was reckless in not knowing, would directly and substantially
contribute to such violation.

.54 Rule 3520 includes a general obligation requiring a registered public accounting firm and its
associated persons to be independent of the firm's audit clients throughout the audit and professional
engagement period.
.55 For additional information, please refer to the PCAOB rules release which can be found at www.
pcaobus.org/Rules/Docke0017/2005-07-26_Release_2004-014.pdf.

Omnibus Proposals of AICPA Ethics Rulings and Interpretations
.56 The PEEC periodically reviews and updates the provisions of the AICPA Code of Professional
Conduct to ensure that its guidance continues to be relevant and appropriate. In June and September 2005,
the PEEC published two separate exposure drafts of an Omnibus Proposal of Professional Ethics Division
Interpretations and Rulings which propose changes in certain areas of the Code. The two exposure drafts are
summarized as follows.

June 2005 Omnibus Proposal
.57 In June 2005, the PEEC published an exposure draft of an Omnibus Proposal of Professional Ethics
Division Interpretations and Ridings which proposes changes in the following two areas of the Code.
.58 Independence and Objectivity. The proposed Omnibus would adopt two new ethics rulings under
Rule 101, Independence, and Rule 102, Integrity and Objectivity, to give guidance on how a member's offer or
acceptance of gifts or entertainment, to or from a client (both attest and nonattest), or a customer or vendor
of the member's employer, affects a member's independence or objectivity. The proposed ethics rulings
incorporate the substance of the existing guidance contained in Ethics Ruling No. 1, "Acceptance of a Gift"
(AICPA, Professional Standards, vol. 2, ET sec. 191.001-.002), which the PEEC is proposing deleting.
.59 The proposed ethics ruling under Rule 101 would be applicable to members in public practice who
are "covered members" with respect to an attest client of the member's firm, and provides that independence
would be considered impaired if a covered member accepts a gift from an attest client unless the gift is "clearly
insignificant." And since a member may also offer a gift to an attest client, the proposal also provides that
as long as the gift offered was "reasonable in the circumstances," independence would not be considered
impaired. With respect to entertainment, the proposal provides that covered members should be able to offer
or accept entertainment to or from an attest client provided the entertainment is "reasonable in the
circumstances."
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.60 The proposed ethics ruling under Rule 102 would be applicable to members in public practice with
respect to all professional services provided to all clients and to all members, whether or not in public practice
(that is, members in business and industry, education, government, or public accounting) with respect to
the customers and vendors of their employers, and provides that objectivity would not be considered to
be impaired if a member offers or accepts gifts or entertainment to or from a client (including certain
individuals associated with a client) or a customer or vendor of the member's employer (including repre
sentatives of the customer or vendor), provided the gift or entertainment is "reasonable in the circumstances."
In addition, the proposal makes it clear that permitted gifts or entertainment should not violate a member,
client, customer, or vendor's own policies governing gifts and entertainment, or applicable laws and
regulation.
.61 Acts Discreditable. The proposed Omnibus would revise ethics Interpretation No. 501-1, "Retention
of Client Records," under Rule 501, Acts Discreditable (AICPA, Professional Standards, vol. 2, ET sec. 501.02),
to define a member's responsibilities when clients request records or other documents in the member's
possession. The proposal defines four categories of documents (original client records, members' workpro
duct, members' supporting documentation, and members' workpapers), and provides guidance when each
is required to be made available to clients. The proposal discusses how outstanding fees can affect these
requirements and also provides time constraints on the member for complying with a request for informa
tion. Finally, the proposal allows a member to override the requirements that relate to all but original client
records through the use of a written agreement.

.62 Readers should be alert for the issuance of final guidance which is expected to occur in the fourth
quarter of 2005.

September 2005 Omnibus Proposal
.63 In September 2005, the PEEC published another exposure draft of an Omnibus Proposal of Professional
Ethics Division Interpretations and Rulings which proposes changes in the following two areas of the Code.

.64 Indemnifications and Limitations of Liability Provisions. The first proposal in the Omnibus recom
mends a new ethics interpretation under Rule 101, Independence, that would provide guidance to members
on the impact that certain indemnification and limitation of liability provisions may have on a member's
independence when included in engagement letters or other agreements entered into with a client. Under
the proposal, certain types of indemnification and limitation of liability provisions are considered to pose an
unacceptable threat to a member's independence (for example, where the member seeks to limit or eliminate
his or her liability with respect to actual damages arising from the member's negligence or the client's
negligence) whereas others would not impair independence (for example, where a member seeks to limit or
eliminate his or her liability arising from the client's knowing misrepresentation, willful misconduct or
fraudulent behavior). The proposed interpretation also makes clear that the use of indemnification or
limitation of liability provisions does not relieve a member from the requirement to exercise due professional
care and comply with all professional standards (for example, in the case of an audit, specific performance
standards under generally accepted auditing standards [GAAS]) as required by Rule 201, General Standards
(AICPA, Professional Standards, vol. 2, ET sec. 201.01), and Rule 202, Compliance With Standards (AICPA,
Professional Standards, vol. 2, ET sec. 202.01).
.65 The proposal includes definitions of the following key terms used for purposes of the interpretation:
indemnification, limitation of liability, actual damages, and punitive damages; and describes the impact
that specific indemnification and limitation of liability provisions will have on a member's independence
in connection with an attest engagement, including those related to: member's negligence, willful miscon
duct, or fraudulent behavior; client's negligence; client's knowing misrepresentation, willful misconduct,
or fraudulent behavior; unsuccessful party to pay adversary's fees ("loser pays arrangement"); and
punitive damages.
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.66 The proposed interpretation also provides guidance on arrangements whereby a member and client
agree to use arbitration, mediation, or other alternative dispute resolution methods to resolve a dispute
between them, or an agreement to waive a jury trial.

.67 Forensic Accounting Services. The second proposal in the Omnibus would provide guidance to
members who provide litigation and forensic accounting services to attest clients. Under the proposal,
forensic accounting services involve the application of specialized accounting, auditing, finance, and quan
titative methods, and skills in various aspects of law, research, and investigative methods to collect, analyze,
and evaluate evidential matter, and to interpret and communicate these findings. Forensic accounting
services consist of (a) litigation services and (b) investigative services.
.68 Litigation services are considered to be those services provided as part of actual, pending, or potential
legal or regulatory proceedings before a trier of fact in connection with a resolution of disputes between
parties. They consist of expert witness services, consulting services, and other services such as serving as a
court appointed expert, special master, trier of fact, referee, arbitrator, or mediator. Investigative services on
the other hand include all forensic accounting services that do not involve actual or threatened litigation,
including the performance of analyses and investigations that may involve the same skills as litigation
services but do not involve the litigation process.
.69 The proposed interpretation describes how the provision of forensic accounting services would
impact a member's independence with respect to his or her attest clients. Key to the proposal is the
overriding principle that independence would be considered to be impaired when an expectation of
confidentiality of information between the member and the client/client attorney exists, and the communi
cation of any information uncovered by the member during the course of the forensic engagement is
restricted (for example, subject to the attorney-client privilege or attorney-work product doctrine) and
therefore, cannot be shared with members of the attest engagement team. In addition, the proposal
acknowledges that there are significant differences between the various types of forensic accounting services
performed for clients and that certain services should be subject to the general requirements of Interpretation
No. 101-3 while others, such as expert witness services, should not be subject to the general requirements
because, due to the nature of the services, the management participation threat (that is, the threat of a member
taking on the role of client management or otherwise performing management functions on behalf of an
attest client) is at an acceptable level.
.70 The proposed interpretation also provides guidance on the provision of client advocacy services and
fact witness testimony. While the PEEC acknowledged that these services are by their very nature substan
tially different from, and outside the scope of, forensic accounting services, it believed the inclusion of such
services was appropriate so that comprehensive guidance exists in one place for the convenience of the user.

.71 Readers should be alert for the issuance of final guidance which is expected to occur in early 2006.
Proposed Revisions Regarding "Other Considerations" and Conceptual
Framework for AICPA Independence Standards

.72 In September 2005, the PEEC published an exposure draft of a proposed revision to Interpretation
No. 101-1, "Interpretation of Rule 101," under Rule 101, Independence (AICPA, Professional Standards, vol. 2,
ET sec. 101.02), and also exposed for comment the proposed Conceptual Framework for AICPA Inde
pendence Standards (Conceptual Framework), which is related to that revision.

.73 The "Other Considerations" section of Interpretation No. 101-1 acknowledges that it is not possible
for the PEEC to promulgate independence standards that will cover all circumstances in which the appear
ance of a member's independence might be questioned, and has for a number of years required members to
consider relationships between a member and his or her client, not specifically addressed by the Code, to
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assess whether that relationship "would lead a reasonable person aware of all the relevant facts to conclude
that there is an unacceptable threat to the member's and the firm's independence." The proposed revision
would provide members with guidance in complying with that requirement, and would include a new
requirement to document the threats to independence that are not at an acceptable level and the safeguards
applied to address those threats.
.74 Although the "Other Considerations" section of Interpretation No. 101-1 requires members to
consider whether a relationship between a member and a client that is not addressed in the Code would pose
an unacceptable threat to the member's independence, it currently provides no guidance to assist members
in making that consideration. Further, while Interpretation No. 101-1 implies that members should take
appropriate action if they identify an unacceptable threat, it does not describe the course of action.

.75 The PEEC believes that the proposed Conceptual Framework sets forth an appropriate approach for
analyzing independence matters and believes that the risk-based approach set forth in the Conceptual
Framework provides a valuable tool to members in complying with the requirement in the "Other Consid
erations" section of Interpretation No. 101-1 to evaluate whether a specific circumstance that is not addressed
in the Code would pose an unacceptable threat to a member's independence. Accordingly, the proposed
revision to Interpretation No. 101 would require members to use the Conceptual Framework when making
independence decisions involving matters that are not specifically addressed in the independence interpre
tations and rulings in the Code. Because all members would be required to use the Conceptual Framework
to address such situations, it would be included in the Code as an authoritative document. However, under
no circumstances could members use the Conceptual Framework to overcome specific prohibitions or
requirements contained in the independence interpretations and rulings in the Code.
.76 Further, in cases where a threat to independence is not at an acceptable level before the application
of safeguards, members would be required to document that threat and the safeguards applied to eliminate
it or reduce it to an acceptable level. This is a new requirement that is consistent with the International
Federation of Accountants Code of Ethics for Professional Accountants. The committee has determined that
a failure to prepare the documentation would be considered a violation of Rule 202, but would not be
considered to result in an independence impairment provided the member can demonstrate that he or she
did apply safeguards to eliminate the unacceptable threat or reduce it to an acceptable level.

.77 Readers should be alert for the issuance of final guidance which is expected to occur in early 2006.

Other AICPA Projects
Potential Guidance on Contingent Fees
.78 The PEEC appointed the Contingent Fee Task Force to consider what if any modifications need to be
made to Rule 302, Contingent Fees (AICPA, Professional Standards, vol. 2, ET sec. 302.01). Amongst other things,
the Contingent Fee Task Force is considering the clarity of the existing contingent-fee definition and guidance
on the receipt of contingent fees in tax matters and value-added billing (as discussed in last year's Alert).

Digest of the AICPA Independence Rules
.79 Presented below is a plain-English description of the AICPA independence rules. In addition, certain
corresponding independence rules of the SEC are presented. We broadly use the term rules to also mean
standards, interpretations, rulings, laws, regulations, opinions, policies, or positions. This section of the Alert
is intentionally concise, so it does not cover all the rules, some of which are complex, nor does it cover every
aspect of them. Nonetheless, this section should help you identify independence issues that may require
further consideration. Therefore, you should always refer to the rules directly, in addition to your firm's
policies on independence, for complete information.
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Conventions and Key Terms Used
.80 Here are some of the conventions used in this section of the Alert:

•

The word Note in boldface italics emphasizes important points, highlights applicable government
regulations, or indicates that a rule change may soon occur.

We describe the rules of the U.S. Securities and Exchange Commission (SEC)—that is, those that
apply to audits of public companies—in boxed text (like this one) and provide citations to specific
rules. Generally, we provide these descriptions where the SEC has a rule that differs in some
manner or is presented somewhat differently than the corresponding AICPA rule.

.81 This section uses the following key terms:

•

Client (or attest client), an entity with respect to which independence is required

•

Firm, a form of organization permitted by law or regulation (whose characteristics conform to
resolutions of AICPA Council) that is engaged in the practice of public accounting

When Is Independence Required, and Who Sets the Rules?
.82 AICPA professional standards require your firm, including the firm's partners and professional
employees, to be independent in accordance with Rule 101, Independence, of the AICPA Code of Professional
Conduct whenever your firm performs an attest service for a client. Attest services include:
•

Financial statement audits

•

Financial statement reviews

•

Other attest services as defined in the Statements on Standards for Attestation Engagements (SSAEs)

.83 Performing a compilation of a client's financial statements does not require independence. However,
if a nonindependent firm issues such a compilation report, the report must state, "I am (we are) not
independent with respect to XYZ Company."2

.84 Independence is not required to perform services that are not attest services, if those services (for
example, tax preparation or advice, or consulting services, such as personal financial planning) are the only
services your firm provides to a particular client.

Note: You should familiarize yourself with your firm's independence policies, quality
control systems,3 and list or database of attest clients.
The SEC rules require independence of the client and various affiliated entities.4

In Addition to the AICPA, Who Else Sets Independence Rules?
.85 Many clients are subject to oversight and regulation by governmental agencies. For example, the GAO
sets independence rules that apply to entities audited under GAS (also known as Yellow Book requirements),
and known as Generally Accepted Government Auditing Standards (GAGAS). For these clients (and others,
2 Statements on Standards for Accounting and Review Services (SSARS) No. 1, Compilation and Review of Financial Statements (AICPA,
Professional Standards, vol. 2, AR sec. 100.19).

3 This includes your firm's system of quality controls related to independence.
4 See Rule 2-01(0(4) and (6).
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such as those subject to regulation by the DOL), you and your firm also must comply with the independence
rules established by those agencies.
Note: The GAO rules, in part, are based on two overarching principles that must be
considered and several independence safeguards that must be applied to protect a firm's
independence. See www.gao.gov.
.86 The SEC regulates public companies (companies that are registered with or are otherwise regulated
by the SEC or that file audited financial statements with the SEC), and establishes the qualifications of
independent auditors. This section refers to these independence rules as SEC rules. In some cases, SEC rules
are official standards (for example, ISB Standard No. 1) or federal rules or regulations (for example, SEC Rule
2-01 of Regulation S-X). In others, the rules also include the informal policies and positions of the SEC staff.

.87 In November 2000 and again in January 2003—the latter as a result of the Sarbanes-Oxley Act of 2002
(the Act)—the SEC revised Rule 2-01 of Regulation S-X. For further information on the SEC's independence
rules, see www.sec.gov/rules/final/33-7919.htm and www.sec.gov/rules/final/33-8183.htm and www.
sec.gov/rules/final/33-8183a.htm (November 2000 and January 2003 [including technical corrections in
March 2003] rules releases, respectively). In addition, the Act created a new entity, the PCAOB, which has
the authority to set, among other things, auditing, quality control, ethics, and independence standards for
accounting firms that audit public companies.

.88 On April 18, 2003, in PCAOB Release No. 2003-006, the PCAOB adopted interim ethics standards
based on the provisions of the AICPA Code of Professional Conduct Rule 102, Integrity and Objectivity, and
interpretations and rulings thereunder in existence on April 16, 2003 (AICPA, Professional Standards, vol. 2,
ET secs. 102 and 191), to the extent not superseded or amended by the PCAOB. The PCAOB also adopted
interim independence standards based on the provisions of the AICPA Code of Professional Conduct Rule
101, Independence, and interpretations and rulings thereunder in existence on April 16, 2003, and of the ISB
(ISB Standards No. 1, 2, and 3; and ISB Interpretations No. 99-1, No. 00-1, and No. 00-2) to the extent not
superseded or amended by the PCAOB. In addition, the PCAOB also adopted certain AICPA SEC Practice
Section (SECPS)5 membership requirements as additional Interim Quality Control Standards.6 It should be
noted that the PCAOB did not adopt the entirety of the AICPA SECPS's membership requirements as interim
standards.7 To the extent that the SEC's rules are more or less restrictive than the PCAOB's interim
independence standards, registered public accounting firms must comply with the more restrictive require
ments.8 (See www.pcaobus.org for further information.)
.89 As noted above, on January 28, 2003, the SEC adopted final rules to strengthen requirements
regarding auditor independence and enhance disclosure regarding fees paid to auditors and otherwise to
strengthen the SEC's existing auditor independence rules. These rules were designed to implement provi
sions of the Act.

.90 More specifically, the Act and the subsequent SEC rules facilitate the independence of the accountant
from management in other ways by:
Effective January 1, 2004, the AICPA Center for Public Company Audit Firms restructured and replaced the SECPS.

6 AICPA SEC Practice Section Reference Manual, sections 1000.08(d), (f), (1), (m), (n), (1), and (o).
7 For example, the Public Company Accounting Oversight Board (PCAOB) is not adopting those SECPS membership requirements
that require each member of the firm to be a member of the AICPA or that require member firms to submit to peer reviews, to report
information to the SECPS or to the AICPA's quality control inquiry committee, or to pay dues to the SECPS. See AICPA SEC Practice
Section Reference Manual, sections 1000.08(a), (c), (g), (j), (k), and (p). Nor is the PCAOB adopting those SECPS membership require
ments that have been superseded by statute or by Security and Exchange Commission (SEC) or PCAOB rule.
8 On December 14, 2004 the PCAOB issued proposed ethics and independence rules concerning independence, tax services, and
contingent fees. As of the writing of this Alert, the final PCAOB rules are still pending.
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•

Providing a clearer definition of the types of nonaudit services deemed to impair an auditor's
independence;

•

Requiring that each engagement of the accountant to perform audit or nonaudit services for the
company be preapproved by the audit committee;

•

Requiring the rotation of audit partners on the audit engagement team to assure a periodic fresh look
at the accounting and auditing issues related to the financial statements;

•

Providing that the accountant's independence would be deemed to be impaired if an audit partner
is compensated directly for selling nonaudit services or products to an audit client; and

•

Requiring a "cooling off" period between working on the audit engagement team and joining the
client in a financial reporting oversight role in order to assure that personal relationships and the new
member of management's knowledge of the audit plan do not negatively impact the audit process.

. 91 Other organizations that have established independence requirements that may be applicable to you
and your firm include:
•

State boards of accountancy

•

State CPA societies

•

Federal and state agencies

. 92 You should contact these organizations directly for further information if performing services subject
to their jurisdiction.

Note: Generally, the AICPA independence rules will apply to you in all situations involv
ing an attest client. If an additional set of rules governing an engagement also applies, you
should comply with the most restrictive rule or the most restrictive portions of each rule.
Once you determine that your firm provides attest services to a client and which rules apply, the next step
is to determine how the rules apply to you.

Applying the Rules—Covered Members and Other Firm Professionals
How Do the Independence Rules Apply to Me?
. 93 Whenever you are a covered member, you become subject to the full range of independence restrictions
with respect to a particular attest client that will be discussed in this Alert (for example, restrictions on financial
interests, business relationships, and your family's employment). You are a covered member if you are:
1. An individual on the client's attest engagement team;

2. An individual in a position to influence the client's attest engagement;
3. A partner or manager who provides more than 10 hours of nonattest services to that attest client;

4. A partner in the office in which the lead attest engagement partner primarily practices in connection
with the client's attest engagement;

5. The firm, including the firm's employee benefit plans; or
6. An entity whose operating, financial, or accounting policies can be controlled, as defined by
generally accepted accounting principles (GAAP) for consolidation purposes, by any of the individu
als or entities described in items 1 through 5 or by two or more such individuals or entities if they
act together.
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The SEC uses the term covered person9 to describe the individuals in a firm who are subject to SEC
independence rules. This term is largely consistent with the AICPA's term, covered member

Specifically, you are a covered person with respect to an SEC reporting client if you are any one
of the following:
•

On the audit engagement team11

•

In the chain of command over the audit engagement team

•

A partner or manager who has provided 10 or more hours of nonaudit services to the client

•

A partner in the office in which the "lead audit engagement partner" for the client primarily
practices

Audit engagement team means all partners, principals, shareholders, and professional employees
participating in an audit, review, or attestation engagement of an audit client, including those
conducting concurring and second partner reviews and all persons who consult with the audit
engagement team regarding industry-specific or technical issues, transactions, or events.12
Chain of command includes persons who (1) supervise or have direct management responsibility
for the audit, including all senior levels through the firm's chief executive; (2) evaluate the
performance or recommend compensation of the audit engagement partner; or (3) provide quality
control or other oversight over the audit.13

Note: This Alert uses the term covered member (and covered person with respect to SEC rules)
extensively in explaining the personal independence rules, for example, rules that apply to
you and your family's loans, investments, and employment. Therefore, it is important that
you understand these terms before proceeding. Also, remember to check with your firm
to determine whether its independence policies are more restrictive than the AICPA or
SEC rules.

Do Any of the Rules Apply to Me If I Am Not a Covered Member?
.94 As just mentioned, if you are a covered member with respect to a particular attest client, you will be
subject to the highest possible level of restrictions under the rules regarding that client, including financial
relationships, family employment, and the like. However, there are two relationships that—due to their
magnitude—impair independence even if you are not a covered member.
.95 The following rules apply to all partners and professional employees of a firm:

•

No partner or professional employee of the firm may be employed by an attest client or serve the
client as the following:

•

Director or officer (or in any management capacity)

•

Promoter, underwriter, or voting trustee

•

Trustee of any of the client's employee benefit plans

•

No partner or professional employee may own more than 5 percent of an attest client's outstanding
equity securities (or other ownership interests)

9 Rule 2-01 (f)(ll). Also see Discussion of Rule 2-01, Covered persons in the firm, in the SEC's Final Rule Release [Section IV (H)(9)].

111 The only difference between the two definitions is that of classification. The AICPA considers consultants to be in a position to
influence the engagement (SEC uses the term chain of command), whereas the SEC considers these persons to be on the attest
engagement team. Overall, the definitions are the same.
11 This includes review and other attest service engagements.
12 Rule 2-01 (f)(7)(i).
13 Rule 2-01(f)(8).
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Note: Your immediate family is also subject to the 5-percent rule. (See the section entitled
“Applying the Rules—Family Members" later in this section.)

What If I Was Formerly Employed by a Client or I Was a Member of the Client's
Board of Directors?
.96 Suppose you work for a client or are on its board of directors and become a partner or employee of
the firm that performs its annual audit engagement.

.97 First, you would be precluded from participating in the client's attest engagement, or being in a position
to influence the engagement, for any periods covering the time that you were associated with the client (even if
you were to carry out the steps described below). For example, if you worked for the client in 2004, you would
be prohibited from serving on the audit engagement for the fiscal year 2004 financial statements. You also could
not serve in a position that would allow you to influence the fiscal 2004 engagement, which includes an
individual who evaluates the performance or recommends the compensation of the attest engagement partner.
Second, before becoming a covered member with respect to the client, you must:
• Terminate any relationships with the client as described in Interpretation No. 101-1C, "Interpretation
of Rule 101," under Rule 101, Independence (AICPA, Professional Standards, vol. 2, ET sec. 101.02).14

•

Dispose of all financial interests15 in the client.

•

Collect and repay all loans to or from the client (except those specifically permitted or grandfa
thered).16

• Cease active participation in the client's employee benefits plans (except for benefits under the
Consolidated Omnibus Budget Reconciliation Act of 1985 [COBRA]).
•

Liquidate or transfer any vested benefits in the client's retirement plans.

What Rules Apply If I Am Considering Employment With an Attest Client?
. 98 If you are offered employment by or seek employment with an attest client, you may need to take
certain actions. If you are on that client's attest engagement team or can otherwise influence the engagement,
you must promptly report any employment negotiations with the client to the appropriate person in your
firm. You also must remove yourself from the engagement and remain separated until these negotiations end.

What If I Accept Employment or a Board Position With an Attest Client?
. 99 As you know, being employed by a client or a member of the client's board of directors impairs
independence. However, even if you leave your firm to take a position with a client, independence may still
be affected. This would be the case if you accept a key position with the client. As defined in the Code of
Professional Conduct, in a key position you prepare financial statements or accounting records or are
otherwise able to influence the client's statements or records. A few examples are controller, chief financial
officer, and treasurer. The following conditions must be met to preserve your firm's independence if you
accept a key position with an attest client:
•

The amounts the firm owes you (capital balance or retirement benefits) are based on a fixed formula
and are not material to the firm.

•

You are unable to influence the firm's operations or financial policies.

14 Director, officer, or employee, or in any capacity equivalent to that of a member of management; promoter, underwriter, or voting
trustee; or trustee for any pension and profit-sharing trust of the client.

See the "When Do My Financial Interests—or My Family's—Impair Independence?" section.
16 Also see AICPA Ethics Interpretation No. 101-5, "Loans From Financial Institution Clients and Related Terminology," under Rule
101, Independence (AICPA, Professional Standards, vol. 2, ET sec. 101.07).
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You do not participate or appear to participate in the firm's business or professional activities once
you leave the firm.

.100 Firms must also consider other factors and apply additional procedures—or safeguards—if these are
warranted. The actual procedures that should be applied will depend on the specific facts and circumstances
involved, for example:
•

Whether you served on the engagement team and for how long

•

Positions you held with the firm

•

Your position with the client

•

The amount of time that has passed since you left the firm

.101 Based on your firm's consideration of these facts and circumstances, it may need to:
•

Adjust the audit plan to reduce the risk that your knowledge of the plan (due to your previous role
on the audit) could result in a less effective audit.

•

Reconsider the successor engagement team to make sure that it has sufficient stature and experience
to deal effectively with you in your new position, if you will interact significantly with the engage
ment team.

•

Perform an internal technical review of the next attest engagement to determine whether engagement
personnel exercised the appropriate level of professional skepticism in evaluating your work and
representations.17

Under SEC rules, if a former partner will be in an accounting role or financial reporting oversight role
with an SEC audit client, he or she may not have:

•

A capital balance with the firm

• A financial arrangement with the firm (for example, retirement benefits) that is related to the
firm's current revenues, regardless of the underlying payment formula or materiality,18 or
that is not pursuant to a fully funded retirement plan or rabbi trust

•

Influence over the firm's operations or financial policies

An accounting role is one in which a person is in a position to or does exercise more than minimal
influence over the contents of the accounting records or anyone who prepares them. A few
examples are accounting clerk, accounts payable clerk, or inventory control manager.

A financial reporting oversight role is one in which a person is in a position to or does exercise
influence over the contents of the accounting records or financial statements or anyone who
prepares them. A few examples are a member of the board of directors, chief executive officer,
controller, or director of internal audit.
Under the Sarbanes-Oxley Act, the SEC implemented a rule requiring a one-year "cooling-off
period" for members of the audit engagement team who assume a financial reporting oversight
role with that client. In other words, if an engagement team member who participated on the audit
of the current (or immediately preceding) fiscal year goes to work for a client, the firm's
independence would be impaired.19

(continued)
17 An objective professional with the appropriate stature and expertise should perform this review and the firm should take any
recommended action(s) that result from the review.

18 The rules permit a payment arrangement providing periodic, fixed payments as long as payments do not depend on the firm's
revenues, earnings, or profits (for example, a fully funded retirement plan, a rabbi trust, or similar vehicle).
19 In order to simplify compliance with this rule, the SEC has set out standard engagement starting and ending dates. See Section
11(A), Discussion of Rules, in the SEC's Rules Release and Rule 2-01 (c)(2)(B)(l).
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Only members who have provided less than 10 hours of services of audit, review, or other attest
services to the client (and did not serve as either the lead or concurring partner for the client) are
not considered to be members of the audit engagement team for purposes of this rule. This aspect
of the rule applies to the audit client (referred to as the issuer in the rules) but excludes affiliates
of the audit client.
Individuals who become employed by an issuer as a result of a business combination between an
issuer and the individual's employer are excluded from this rule, provided the individual did not
take the position in contemplation of the combination. The firm must inform the newly combined
entity's audit committee of the situation.
Like the AICPA rules described above, auditors of SEC registrants must also consider applying
additional safeguards if a former partner or professional employee assumes certain employment
positions or a board membership with the client. See ISB Standard No. 3, Employment with Audit
Clients.

Applying the Rules—Family Members
When Is My Family Subject to the Rules?
.102 If you are a covered member with respect to a client, members of your immediate family (your
spouse—or equivalent—and your dependents) generally must follow the same rules as you. For example,
your spouse's investments must be investments that you could own under the rules. This rule applies even
if your spouse keeps the investments in his or her own name or with a different broker.
.103 There are two exceptions to this general rule:

1. Your immediate family member's employment with a client would not impair your firm's inde
pendence provided he or she is not in a key position, that is, so long as your family member is not:
•

Responsible for significant accounting functions that support material components of the finan
cial statements; or

•

Responsible for preparing the financial statements; or

•

Able to influence the contents of the financial statements (for example, a chief executive officer,
treasurer, or a member of the board of directors).

2. Immediate family members of certain covered members may invest in a client through an employee
benefit plan (for example, retirement or savings account) provided the plan is offered equitably to
all similar employees. The covered members whose families may invest in this way are:
•

Partners and managers who provide only nonattest services to the client

•

Partners who are covered members only because they practice in the same office where the client's
lead attest partner practices in connection with the engagement

Note: Immediate family of individuals on the attest engagement team or of those who can
influence the attest engagement team may not invest in a client under any circumstances.
Under SEC rules, the immediate family of certain covered members may have financial interests
in SEC audit clients only if such interests are an unavoidable consequence of their participation in
an employee compensation or benefit plan. This means that if nonclient investments are available
through the plan, the immediate family member must choose those investments.
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As with the AICPA rules, this limited exception applies only to family members of individuals
who are covered members merely because they (a) provide nonaudit services to the client or (b)
are partners located in the same office as the lead audit engagement partner for the client. In
addition, the immediate family member must dispose of any interests acquired under this
provision—except for unexercised employee stock options—as soon as possible.20
.104 As previously mentioned, all partners and professional employees in the firm are precluded from
owning more than 5 percent of an attest client's outstanding equity securities (or similar interests). Likewise,
these persons' immediate families are also prohibited from such ownership.

What About My Other Close Relatives?
.105 The close relatives (siblings, parents, and nondependent children) of certain covered members are
subject to some employment and financial restrictions. These covered members are:
•

Persons on the attest engagement team

•

Persons who can influence the attest engagement

•

Other partners in the office where the client's lead partner conducts the attest engagement

Therefore, if you are one of the covered members just mentioned, your close relative's employment by a
client in a key position impairs independence.
.106 Rules pertaining to your close relatives' financial interests differ depending on whether you
participate on the client's attest engagement as follows:
•

If you participate on the client's attest engagement team, your independence would be considered
to be impaired if you are aware that your close relative has a financial interest in the client that either:

— Was material to your relative's net worth, or
— Enables the relative to exercise significant influence over the client.
•

If you are able to influence the client's attest engagement or are a partner in the office in which the
lead attest engagement partner practices in connection with the engagement, your independence will
be impaired if you are aware that your close relative has a financial interest in the client that:
— Is material to your relative's net worth, and
— Enables your relative to exercise significant influence over the client.

Under SEC rules, your close family members include your spouse (or equivalent) and dependents
(in other words, your immediate family) and your parents, nondependent children, and
siblings.21 If you are a covered person with respect to an SEC audit client, your independence is
affected if your close family member:

• Has an accounting role or financial reporting oversight role22 with the client (for example, the
family member is a treasurer, chief financial officer, or controller).
• Owns more than 5 percent of a client's equity securities or controls the client.
The SEC rules do not consider whether an investment is material to your close relative.

In addition, independence is considered to be impaired if any partner's close family member
controls a client.
20 Disposal must take place no later than 30 days after the person has the right to dispose of the financial interest.

21 Rule 2-01 (f)(9).

22 Rule 2-01 (f)(3)(i) and (ii).
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Financial Relationships

When Do My Financial Interests—or My Family's—Impair Independence?
.107 This section discusses various types of financial relationships and how they affect independence.
Although this section focuses on how these rules apply to you and your family, keep in mind that your firm
is also subject to the financial relationship rules (since firms are included in the definition of covered member).
.108 Financial interests are defined in Interpretation No. 101-15, "Financial Relationships" (AICPA,
Professional Standards, vol. 2, ET sec. 101.17), as an ownership interest in an entity or a debt security issued
by an entity, including rights and obligations to acquire such an interest and derivatives directly related to
such interest.

.109 As a covered member, you (and your spouse and dependents) are not permitted to have a:
•

Direct financial interest in that client, regardless of how immaterial it would be to your net worth. A
direct financial interest is defined in Interpretation No. 101-15 to be a financial interest:

1.

Owned directly by an individual or entity (including those managed on a discretionary basis by
others); or

2.

Under the control23 of an individual or entity (including those managed on a discretionary basis
by others); or

3.

Beneficially owned through a collective investment vehicle, estate, trust, or other intermediary
when the beneficiary:

a .

Controls the intermediary; or

b .

Has the authority to supervise or participate in the intermediary's investment decisions.

• Material indirect financial interest in that client. An indirect financial interest is defined in Interpretation
No. 101-15 as a financial interest beneficially owned through an investment vehicle, estate, trust, or
other intermediary when the beneficiary neither controls the intermediary, nor has the authority to
supervise or participate in the intermediary's investment decisions.

Note: The AICPA Code of Professional Conduct does not define or otherwise provide
guidance on determining materiality. In determining materiality, you should apply profes
sional judgment to all relevant facts and circumstances and refer to applicable guidance in
the professional literature.
In addition, if you commit to acquire a financial interest in a client, your independence would be impaired.
For example, if you sign a stock subscription agreement with the client, your independence would be
considered impaired as soon as you sign the agreement.
.110 Examples of financial interests include shares of stock; mutual fund shares; partnership units; stock
rights; options or warrants to acquire an interest in a client; or rights of participation, such as puts, calls, or
straddles.24

.111 As described above, direct financial interests are generally ownership interests held directly in a
client (for example, you own shares of the client's stock), but are also deemed to exist if you have a financial
interest in a client through one of the following:
23 When used herein, the term control includes situations where the covered member, individually or acting together with his or her
firm or with other partners or professional employees of his or her firm, has the ability to exercise such control.
24 This list is not all-inclusive.
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•

Retirement plan (for example, a 401 (k) plan)—if the covered member controls the plan or has the
ability to supervise or participate in the plan's investment decisions; otherwise the underlying plan
investments are deemed to be indirect financial interests. In addition, investments held in a defined
benefit plan would not be considered financial interests unless the covered member is a trustee of the
plan or otherwise has the ability to supervise or participate in the plan's investment decisions.

•

Investment club

•

Blind trust

.112 You also have a direct financial interest in a client when you have a financial interest in a client
through one of the following:
• A partnership if you are a general partner
•

An estate if you serve as an executor and meet certain other criteria

• A trust if you serve as the trustee and meet certain other criteria, or if you are a grantor to the trust
and you retain the right to amend or revoke the trust, or otherwise have the authority to control or to
supervise or participate in the trust's investment decisions. In addition, if you are the beneficiary of
a trust, and you control the trust or supervise or participate in the investment decisions of the trust,
any underlying investments held by the trust are also deemed to be direct financial interests to you.

• An ownership interest in a limited liability company (LLC) if you are also a manager of the LLC. (If,
on the other hand, a covered member is a member of the LLC, but is not a manager or does not
have any authority to supervise or participate in the investment decisions of the LLC, the financial
interest held by the LLC in a client would be considered an indirect financial interest of the
covered member.)
Example: Suppose you are a covered member with respect to ABC Company, and you are also
a general partner of XYZ Partnership. XYZ Partnership owns shares in ABC Company. Under the
independence rules, you would be deemed to have a direct financial interest in ABC, which would
impair your independence, regardless of materiality.

.113 As described above, indirect financial interests arise if you have a direct financial interest in one
entity, Entity A, that itself has a direct financial interest in another entity, Entity B. In that situation, you
would be considered to have an indirect financial interest in B through your interest in A. In this case, if B is
a client, you would be considered to have an investment in the client indirectly through your investment in
the intermediate entity, A. Examples of such intermediate entities are:
• Mutual funds (or similar entities)
• Partnerships if you are a limited partner

Financial interests held by a limited partnership are considered to be indirect financial interests of a covered
member who is a limited partner as long as the covered member does not control the partnership or supervise
or participate in the partnership's investment decisions. However, if the covered member has the ability to
replace the general partner or has the authority to supervise or participate in the partnership's investment
decisions, the financial interests of the partnership would be considered to be direct financial interests of the
covered member.

Similarly, the SEC prohibits a covered person from having any direct or material indirect financial
interest in an SEC audit client. However, the SEC classifies your investment in a client through
another entity (the intermediary) as direct if either of the following is true:
• You participate in the intermediary's investment decisions or have control over it.

(continued)
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• The investment in the client by the intermediary (which is not a diversified mutual fund)
represents 20 percent or more of the value of its total investments.
If neither of the above applies, your investment in a client through another entity would normally
be considered to be an indirect financial interest in that client.

Note: The full text of the SEC rule is available at www.sec.gov/rules/final/33-7919.htm.

What Are the Rules That Apply to My Mutual Fund Investments—and Those of My
Family—If My Firm Audits Those Mutual Funds?
.114 If you are a covered member with respect to a mutual fund attest client of your firm, and you or
your immediate family own shares in the fund, your interest in the fund would constitute a direct financial
interest in the fund client. Since there is no materiality test for a direct financial interest, independence is
considered impaired.
.115 Because mutual funds are entities regulated by the SEC, the SEC's rules also apply.

The SEC rules also prohibit the firm and covered persons and their immediate family members
from having any financial interest in an entity (even one that is not a client) that is part of an
investment company complex25 that includes an audit client.
Note: See www.sec.gov/rules/final/33-7919.htm for the full text of the rule,
including the definition of investment company complex.

Which Rules Pertain to My Mutual Fund Investments—and Those of My Family—If My
Firm Audits Companies Held in Those Mutual Funds?
.116 Financial interests that you and your immediate family have in clients through a mutual fund (or
similar entity) are considered to be indirect financial interests in those clients.

.117 If the mutual fund is diversified (see below), a covered member's ownership of 5 percent or less of
the outstanding shares of the mutual fund would not be considered to constitute a material indirect financial
interest in the underlying investments. If, on the other hand, a covered member owns more than 5 percent
of the outstanding shares of a diversified mutual fund, or if the mutual fund is not diversified, the covered
member should evaluate the underlying investments of the mutual fund to determine whether the covered
member holds a material indirect financial interest in any of the underlying investments.

.118 Suppose ABC Mutual Fund owns shares in a client, XYZ:
• ABC's net assets are $10,000,000.
• Your shares in ABC Mutual Fund are worth $50,000.
• ABC has 2 percent of its assets invested in XYZ.

• Your indirect financial interest in XYZ is $1,000 ($50,000 x .02).
.119 If ABC is a diversified fund, your $50,000 investment represents less than a 5-percent ownership
interest in the outstanding shares of ABC. Thus, this investment does not constitute a material indirect
financial interest in any underlying investment of ABC Fund.
.120 If, on the other hand, ABC is not diversified, and $1,000 is material to your net worth, independence
would be considered to be impaired with respect to XYZ.
23 Rule 2-01(0(14).
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The SEC rules recognize that if a mutual fund is diversified, most investors in the fund are not
likely to have a material indirect interest in any single investment by the fund if they do not own
more than 5 percent of the fund. Therefore, if you and/or your immediate family own 5 percent
or less of a diversified mutual fund's outstanding shares, the fund's holdings in clients for which
you are a covered person will not be considered to be material indirect investments in those clients.
Thus, you would be relieved of the burden of having to constantly monitor whether, and to what
degree, the fund invests in audit clients for which you are a covered person.26

Unsolicited Financial Interests
.121 Independence would not be considered to be impaired if an unsolicited financial interest in a client
is received, such as through gift or inheritance, and the financial interest is disposed of as soon as practicable,
but no later than 30 days after the covered member has knowledge of and the right to dispose of the financial
interest. In addition, when the covered member becomes aware that he or she will receive or has received a
material direct or material indirect financial interest in a client requiring independence but does not have the
right to dispose of the financial interest, independence would be considered to be impaired unless the covered
member does not participate on the attest engagement team and disposes of the financial interest as soon as
practicable but no later than 30 days after the right to dispose exists.

Section 529 Plans27
.122 Section 529 plans are sponsored by states or higher education institutions, and may be prepaid
tuition plans or savings plans. Both types of plans are established by an account owner for the benefit of a
single beneficiary. The account owner may change the beneficiary at any time to another individual who is
related to the previous beneficiary.
.123 According to Interpretation No. 101-15, a covered member who is the account owner of a section
529 prepaid tuition plan is considered to have a direct financial interest in the plan but not in the investments
of the plan because the credits purchased represent an obligation of the state or educational institution to
provide the education regardless of the investment performance of the plan or the cost of the education at
the future date.

.124 A covered member who is the account owner of a section 529 savings plan is considered to have a
direct financial interest in both the plan and the investments of the plan because he or she decides in which
sponsor's section 529 savings plan to invest and prior to making the investment has access to information
about the plan's investments.
.125 If a covered member invests in a section 529 savings plan that does not hold financial interests in an
attest client at the time of the investment, but the plan subsequently invests in an attest client, the covered
member should (a) transfer the account to another sponsor's section 529 savings plan, or (b) transfer the
account to another account owner who is not a covered member. However, when the transfer of the account
will result in a penalty or tax that is significant to the account, the covered member may continue to own the
account until the account can be transferred without significant penalty or tax, provided the covered member
does not participate on the attest engagement team and is not in a position to influence the attest engagement.
26 Rule 2-01 (c)(l)(i)(D).
2/ However, a covered member who is an employee of a governmental organization that is required by law or regulation to audit a
section 529 plan sponsored by a governmental unit will be permitted to be an account owner in the plan for a period not to exceed one
year from the effective date of Interpretation No. 101-15, "Financial Relationships," under Rule 101, Independence (AICPA, Professional
Standards, vol. 2, ET sec. 101.17).
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.126 A covered member who is a beneficiary of a section 529 account is not considered to have a financial
interest in the plan or the investments of the plan because he or she does not own the account or possess any
of the underlying benefits of ownership and the beneficiary's only interest is to receive distributions from
the account for qualified higher education expenses if and when they are authorized by the account owner.
Before becoming engaged to perform an attest engagement for a government or governmental
entity that sponsors a section 529 plan, covered members that are account owners of a section 529
plan should consider the guidance in Interpretation No. 101-10, "The Effect on Independence of
Relationships with Entities Included in the Governmental Financial Statements" (ET sec. 101.12).

May I Have a Joint Closely Held Investment With a Client?
.127 As a covered member, if you or the client individually or collectively control an investment, that
investment is considered to be a joint closely-held investment. If this joint closely-held investment is
material to your net worth, independence would be considered to be impaired. In this rule, client includes
certain persons associated with the client, such as officers, directors, or owners who are able to exercise
significant influence over the client.

The SEC rules prohibit you and your immediate family from having a joint business venture with
a client or with persons associated with the client in a decision-making capacity—meaning
officers, directors, or substantial shareholders, whether or not the venture is material to your net
worth. The SEC believes that joint ventures create an inappropriate commonality of interests
between the parties.

May My Family or I Borrow Money From or Lend Money to a Client?
.128 If you are a covered member with respect to an attest client, you and your immediate family may
not have a loan to or from the client or:
•

An officer or director of the client

•

An individual holding 10 percent or more of the client's outstanding equity securities (or other
ownership interests)

Investments in a client's bonds are considered a prohibited loan to that client.

.129 There are certain exceptions to this rule. One is that there are specific loans that covered members
are permitted to have from financial institution attest clients. They are:
•

Car loans and leases collateralized by the vehicle28

•

Credit card and overdraft reserve account balances not exceeding $10,00029

•

Passbook loans

•

Loans against an insurance policy

28 In June 2003, the Professional Ethics Executive Committee (PEEC) adopted a revised definition of financial institution (AICPA,
Professional Standards, vol. 2, ET sec. 92.08), which clarified the definition to include entities that lease automobiles to the general public.
The new definition became effective on September 30, 2003 (see Journal of Accountancy [September 2003 issue], “Official Releases," or
www.aicpa.org/members/div/ethics/index.htm for current information).
29 In June 2003, PEEC adopted a revision which increased the allowable outstanding balance to $10,000. The rule revision became
effective on September 30, 2003 (see Journal of Accountancy [September 2003 issue], “Official Releases," or www.aicpa.org/members/
div/ethics/index.htm for current information).
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.130 In addition, if you have a loan from a client financial institution (a bank, for example) that meets
certain criteria, your loan may be "grandfathered" (that is, you may be allowed to keep it). For your loan to
be grandfathered, you must have obtained it under normal lending procedures, terms, and requirements.
The following loans may be grandfathered:
•

Home mortgages

•

Other secured loans

•

Unsecured loans that are immaterial to your net worth

.131 Generally speaking, a loan may be grandfathered if you obtained it before:
1. You became a covered member with respect to the client.
2. The bank became a client.
3. The client acquired the loan.

.132 For your loan to keep its grandfathered status, you must keep the loan current (make timely
payments according to the loan agreement). Also, you cannot renew or renegotiate the terms of the loan
(for example the interest rate or formula—unless provided for in the original agreement—covenants,
collateral, or maturity date).

The SEC rules differ from the AICPA rules in that secured loans (other than a mortgage on your
primary residence) and immaterial unsecured loans may not be grandfathered.

May I Have a Brokerage Account With a Client?
.133 AICPA rules do not specifically address brokerage accounts. Margin accounts are prohibited
because they violate the restrictions in the loan rule.30
Under the SEC rules, as a covered person, you may have a brokerage account (but not a margin
account) with a client as long as your account (a) only holds cash or securities and (b) is fully
insured by the Securities Investor Protection Corporation (SIPC).31

May I Have a Bank Account With a Client?
.134 As a covered member, you may have a bank account with a client financial institution (for example,
checking, savings, or money market accounts and certificates of deposit) provided that your deposits are
fully insured by state or federal deposit insurance agencies and/or uninsured amounts are not material to
your net worth.32

The SEC prohibits covered persons and their immediate families from having bank account
balances in excess of Federal Deposit Insurance Corporation (FDIC) insurance limits; that is,
deposits in excess of FDIC limits are considered to impair independence even if immaterial to you
and your family.33

30 See the preceding section, "May My Family or I Borrow Money From or Lend Money to a Client?"
31 Rule 2-01 (c)(1)(C).

32 Both AICPA and SEC rules permit a practical exception for firms that maintain deposits exceeding insured limits when the
likelihood of the financial institution experiencing financial difficulties is considered remote.
33 The SEC treats money market funds (as opposed to money market accounts) as mutual funds for purposes of their rules. Also see
Rule 2-01 (c)(1)(B).
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May I Have an Insurance Policy With a Client?
.135 The AICPA has no specific prohibition on purchasing an insurance policy from a client.
The SEC prohibits covered persons and their immediate family members from owning an
individual insurance policy issued by a client unless both of the following criteria are met:

•

He or she obtained the policy before the professional became a covered person.

•

The likelihood of the insurer becoming insolvent is remote.34

May I Accept a Gift From a Client?
.136 A covered member may accept only token gifts from a client; otherwise, independence would be
considered impaired. Although somewhat subjective, a token gift is generally one that is worth $100 or less.
(Note: As discussed in the "On the Horizon" section of the Alert, in June 2005 the PEEC approved the
issuance of an exposure draft proposing new guidance in this area. Readers should be alert for the issuance
of a final interpretation which is expected to occur in the fourth quarter of 2005.)

Business Relationships

Which Business Relationships With a Client Impair Independence?
.137 As a partner or professional employee of your firm, independence would be considered to be
impaired if you entered into certain business relationships with an attest client of the firm. Accordingly, you
may not serve a client as a(n):
•

Employee, director, officer, or in any management capacity

•

Promoter, underwriter, or voting trustee

•

Stock transfer or escrow agent

•

General counsel (or equivalent)

•

Trustee for a client's pension or profit-sharing trust

In essence, any time you are able to make management decisions on behalf of a client or exercise authority
over a client's operations or business affairs, independence is impaired.
.138 Your independence is considered impaired even if you were a volunteer board member because you
would be part of the client's governing body and, therefore, would be able to participate in the client's
management decisions.
.139 There are two possible exceptions to this rule, as follows:

1.

If you are an honorary director or trustee for a client that is a nonprofit charitable, civic, or religious
organization, you may serve that client without impairing your independence if:

a.

Your position is purely honorary.

b.

You do not vote or participate in managing the organization.

c.

Your position is clearly identified as honorary in any internal or external correspondence.

34 Rule 2-01 (c)(1)(F).
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In addition, you are also permitted to serve on a client's advisory board provided all of the following
criteria are met:

a.

The advisory board's function is purely advisory.

b.

The advisory board does not appear to make decisions for the client.

c.

The advisory board and any decision-making boards are separate and distinct bodies.

d.

Common membership between the advisory board and any decision-making groups is minimal.

The SEC prohibits any relationship in which an auditor acts, either temporarily or permanently,
as a director, officer, or employee of an audit client, or performs any decision making, supervisory,
or ongoing monitoring function for an audit client. The SEC rules provide examples of prohibited
business relationships, which also include joint business ventures, limited partnership
agreements, and certain leasing interests.35

Nonattest Services

Which Rules Describe the Nonattest Services That My Firm and I May or May Not Provide
to Attest Clients?
.140 The term nonattest services includes accounting and consulting services that are not part of an attest
engagement.36 Nonattest services specifically addressed in the rules are:

•

Bookkeeping services

•

Payroll and other disbursement services

•

Internal audit assistance

•

Benefit plan administration

•

Investment advisory or management services

•

Tax services

•

Corporate finance consulting or advisory services

•

Appraisal, valuation, or actuarial services

•

Executive or employee search services

•

Business risk consulting

•

Information systems design, installation, or integration

The 2003 SEC Rules Release No. 33-8183, "Strengthening the Commission's Requirements
Regarding Auditor Independence," generally prohibits a CPA from providing the following
services to an issuer contemporaneously with an audit:

•

Bookkeeping and other services related to the client's accounting records or financial
statements

•

Financial information systems design and implementation

(continued)
35 Except for immaterial landlord-tenant arrangements. Also see SEC Rule 2-01 (c)(3).

36 Defined in the AICPA Code of Professional Conduct, an attest engagement is one that requires independence under AICPA
professional standards, for example, audits and reviews of financial statements or agreed-upon procedures performed under the
attestation standards.
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Appraisal or valuation services

•

Actuarial services

•

Internal audit outsourcing

•

Management functions

•

Human resources

•

Broker-dealer, investment adviser, or investment banking

•

Legal services

•

Expert services unrelated to the audit
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.141 If your firm performs these nonattest services for an attest client, the independence rules impose
limits on the nature and scope of the services your firm may provide. In other words, the extent to which
your firm may perform certain tasks will be limited by the rules. Further, certain services will be prohibited
(for example, serving as a client's general counsel).

.142 This section does not discuss each of these services. It focuses on a few for purposes of illustration.
To see the full context of the rules, see Interpretation No. 101-3, "Performance of Nonattest Services," under
Rule 101, Independence, and SEC Rule 2-01 (c)(4), "Non-audit services."
.143 In September 2003, the PEEC issued a revised Interpretation No. 101-3 to ensure its continued
effectiveness in promoting independence when a member renders nonattest services to an attest client. Please
refer to www.aicpa.org/members/div/ethics/intr 101-3.htm for specific guidance on understanding and
implementing Interpretation No. 101-3, including a series of FAQs, which provides practical examples of the
application of the rule provisions. Additionally, the PEEC has developed a document entitled Background
and Basis for Conclusions, which provides extensive background on why changes were made to Interpretation
No. 101-3 and the rationale behind each revision. To obtain Background and Basis for Conclusions, visit www.
aicpa.org/members/div/ethics/index/bfcl.htm.
.144 For a summary of new SEC rules adopted as a result of Sarbanes-Oxley, see SEC's FAQ document
entitled Application of the January 2003 Rules on Auditor Independence—Frequently Asked Questions at www.
sec.gov/info/accountants/ocafaqaudind080703.htm.
The rules of certain regulators (for example, the SEC or the GAO) on nonattest services may be
more restrictive than those of the AICPA and should be reviewed in each applicable case.
.145 The revised AICPA rules clarify the general requirements for performing nonattest services, adding
a new pre-engagement documentation requirement (see below). In addition, more restrictive rules apply to
certain services such as financial information system design and implementation and appraisal, valuation,
and actuarial services. The new rules became effective on December 31, 2003, and incorporate a one-year
transition period for services under contract as of that date provided the engagement was completed by
December 31, 2004, and the member was in compliance with pre-existing independence requirements.
.146 The September 2003 revisions serve in part to emphasize the importance of the member/firm and
the client having a clear understanding regarding their respective roles before performing nonattest services.
The rules have long required that members establish an understanding with an attest client (prior to the
performance of any nonattest services engagement) regarding the objectives of the nonattest services
engagement, the services to be performed, management's responsibilities, the member's responsibilities, and
any limitations on the engagement. The revisions, however, require that this understanding be documented
(for example, in an engagement letter or internal memorandum). In addition the revisions include a
provision requiring that member(s) satisfy themselves that the client will be able to meet all of its responsi
bilities as outlined in the interpretation, including the ability to effectively oversee your services.
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.147 That documentation requirement is effective for any nonattest services performed for an attest client
beginning January 1, 2005. Furthermore, it will not apply until the client becomes an attest client of the
member or member's firm. For example, if a member or member's firm provides only nonattest services for
a client, that member may not be in compliance with the documentation requirement as mandated by the
interpretation. The revision will permit a member to prepare the required documentation upon acceptance
of an attest engagement, provided the member is able to demonstrate his or her compliance with the other
general requirements during the period covered by the financial statements, including the requirement to
establish an understanding with the client.

.148 One of the key principles underlying the AICPA rules on nonattest services is: You may not
serve—or even appear to serve—as a member of a client's management. For example, you may not:
•

Make operational or financial decisions for the client.

•

Perform management functions for the client.

•

Report to the board of directors on behalf of management.

.149 In addition, the following are examples of the types of activities that impair independence:
•

Authorizing or executing a transaction on behalf of a client

•

Preparing the client's source documents (for example, purchase orders)

•

Having custody of a client's assets

.150 Another new addition to the AICPA rules is an explicit requirement that a member comply with
more restrictive independence provisions, if applicable, of certain regulators such as state boards of
accountancy, the SEC, GAO, and the DOL.

.151 Finally, in January 2005, the PEEC adopted the following additional revisions to Interpretation No.
101-3 (effective immediately):

1.

Regarding general requirement no. 2, which requires, in part, that an attest client designate a
competent employee to oversee the nonattest services provided by the member, the PEEC agreed to:

•

Replace the term "competence" with the words "suitable skill, knowledge, and/or experience"
throughout the Interpretation to clarify its intent with respect to the degree of "competence" the
individual designated by the client to oversee the nonattest service is expected to possess; and

•

Replace the term (client) "employee" with "individual" to clarify that the person designated by the
client to oversee the service could be the owner of the company or an individual outside the
company such as an outsourced bookkeeper or controller.

Note: The PEEC has issued guidance to assist members in understanding the client respon
sibility provisions of general requirement no. 2 at www.aicpa.org/download/ethics/1013_Competency_Guidance.pdf.

2.

With regard to general requirement no. 3, which requires that a member document his or her
understanding with the client regarding key aspects of the nonattest services engagement, the
Interpretation has been revised to reflect that a failure to document the understanding with the client
would not be considered to impair a member's independence provided such understanding had been
established; but rather, it would be considered a failure to comply with an ethics standard under Rule
202—Compliance with Standards. As part of this revision, the Committee agreed that it was no longer
necessary to provide for an exception where the failure to document the understanding was isolated
and inadvertent so this "exception" was deleted.
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Note: The PEEC has issued guidance to assist members in understanding the documen
tation requirements of general requirement no. 3 at www.aicpa.org/download/ethics/
Int._101-3_documentation_guidance.pdf.
3.

Clarify that "routine activities" when performed as part of the normal member-client relationship
are exempt from both the documentation requirement (general requirement no. 3), and general
requirement no. 2, which requires the client to designate an individual (with suitable skill, knowl
edge, and/or experience) to oversee the nonattest services. Members are still prohibited from
performing management functions when performing routine activities for an attest client (that is,
general requirement no. 1).

In adopting new independence rules pursuant to the Sarbanes-Oxley Act, the SEC looked to three
basic principles to determine whether performing nonaudit services for an audit client would
impair independence. An auditor cannot:

•

Function in the role of management.

•

Audit his or her own work.

•

Serve in an advocacy role for his or her client.

Note: SEC rules also require a client's audit committee (or equivalent) to preapprove all audit
and nonaudit services provided by the firm.

What Are the Rules on Performing Bookkeeping Services for a Client?
.152 The AICPA independence rules prohibit members from acting as client management in all circum
stances. Accordingly, a member may provide bookkeeping services provided the client oversees the services
and, among other things, performs all management functions and makes all management decisions in
connection with the services. For example, if a member is engaged to provide bookkeeping services that will
result in a set of financial statements, the client must:

•

Approve all account classifications.

•

Provide source documents to the member so that the member can prepare journal entries.

•

Take responsibility for the results of the member's services (for example, financial statements).

•

Establish and maintain internal controls over the member's bookkeeping activities.

Note: Proposing adjusting entries to financial statements as a result of the member's audit,
review, or compilation services is a normal part of those engagements and would not be
considered the performance of a nonattest service subject to the general provisions of
Interpretation No. 101-3, provided the client reviews these entries and understands the
impact on its financial statements and records the adjustments identified by the member.

Certain of the SEC's rules in this area—for example, bookkeeping—are more restrictive than
AICPA rules because independence is also considered to be impaired whenever the auditor
expects that the results of those services will be subject to his or her firm's audit procedures (for
example, an auditor cannot review his or her own work). This basic rule also applies to (a) financial
information design and implementation; (b) appraisals, valuations, fairness opinions, or
contribution-in-kind reports; (c) actuarial-related advisory services; and (d) internal audit
outsourcing.

May My Firm Provide Internal Audit Assistance to a Client?
.153 The AICPA rule is to perform internal audit assistance and maintain independence: Your firm
may not act—or appear to act—as a member of the client's management. For example, you and your
firm may not:
AAM §8240.152
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•

Have custody of the client's assets.

•

Make decisions on the client's behalf.

•

Report to the client's governing body.

.154 To maintain independence, the client must:
• Designate an individual or individuals who possess suitable skill, knowledge, and/or experience to
oversee the internal audit function.
•

Determine the scope, risk, and frequency of internal audit activities.

•

Evaluate the findings and results of internal audit activities.

•

Evaluate the adequacy of the audit procedures performed and related findings.

.155 Under AICPA rules, any outsourcing of the internal audit function where the member in effect
manages the internal audit activities of the client would be deemed to impair the member's independence.
As noted above, SEC rules prohibit the performance of internal audit services to an audit client
whenever the auditor expects that the results of those services will later be subject to the firm's
audit procedures.
Note: For entities regulated by the FDIC or other banking agencies, see www.fdic.gov/
news/news/financial/2003/fil0321.html.

May My Pirm Provide Valuation, Appraisal, or Actuarial Services to a Client?
.156 The AICPA adopted significant revisions to this rule in 2003. Your firm may not provide valuation,
appraisal, or actuarial services for a client if:
•

The results of the service would be material to the client's financial statements, and

•

The service involves a significant amount of subjectivity.

.157 For instance, your firm may not undertake a valuation engagement in connection with a business
merger that would have a material effect on a client's financial statements because that service generally
involves significant subjectivity (for example, setting the assumptions, and selecting and applying the
valuation methodology).

.158 There are two limited exceptions to this rule. Valuation, appraisal, or actuarial services performed
for nonfinancial statement purposes may be provided if they otherwise meet the rule's general requirements
(for example, the client is competent to perform management functions, et al.; or the results of the service
would not have a material effect on the financial statements). Also, your firm may provide an actuarial
valuation of a client's pension or postretirement liabilities since these services generally do not entail a
significant degree of subjectivity (that is, results of the valuation would be reasonably consistent regardless
of who performs the valuation).

The SEC prohibits your firm from providing valuation, appraisal, or any service involving a
fairness opinion or contribution-in-kind report37 to clients when it is likely that you or others in
your firm would later audit the results of those services.

37 Per the SEC, fairness opinions and contribution-in-kind reports are opinions and reports in which your firm provides its opinion
on the adequacy of consideration in a transaction.
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May My Firm Provide Investment Advisory Services to a Client?
.159 Here are examples of what you and your firm may do under the AICPA rules:
•

Make recommendations to a client about the allocation of funds to various asset classes.

•

Analyze investment performance.

.160 However, the AICPA rules also indicate that you and your firm may not:
•

Make investment decisions for the client.

•

Execute investment transactions.

•

Take custody of a client's assets.

May My Firm Design or Implement an Information System for a Client?
.161 The AICPA adopted significant revisions to this rule in 2003. Your firm may not design or develop
a client's financial information system or make more than insignificant modifications to the source code
underlying such a system. In addition, operating a client's local area network (LAN) is prohibited.
.162 Your firm may install an accounting software package for a client, including helping the client set
up a chart of accounts and financial statement format. Your firm may also provide training to the client's
employees on how to use an information system. Your firm may not, however, supervise the client's
employees in their day-to-day use of the system since that activity is a management function.
.163 Your firm is not precluded from designing, implementing, integrating, or installing an information
system that is unrelated to the client's financial reporting process.

.164 The PEEC has issued FAQs to assist members in understanding and implementing the new
information technology services provisions at www.aicpa.org/download/ethics/QA_IT.pdf.
SEC rules prohibit your firm from providing any service related to a client's financial information
system design or implementation unless the results of your firm's services will not be subject to
audit procedures during an audit of the client's financial statements. Your firm may:

• Evaluate internal controls of a financial information system as it is being designed,
implemented, or operated for the client by another service provider, or

• Make recommendations on internal control matters to management in connection with a
system design and implementation project being performed by another service provider.

Fee Issues

What Types of Fee Arrangements Between My Firm and a Client Are Prohibited?
.165 Two types of fee arrangements, contingent fees and commissions, are prohibited if the arrangement
involves an attest client, even though the fee is not related to an attest service.

.166 A contingent fee is an arrangement whereby (a) no fee is charged unless a specified result is attained
or (b) the amount of the fee depends on the results of your firm's services. Some examples of contingent
fees are:
•

Your firm receives a "finder's fee" for helping a client locate a buyer for one of the client's assets.

•

Your firm performs a consulting engagement to decrease a client's operating costs. The fee is based
on a percentage of the cost reduction that the client achieves as a result of your service.
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.167 Exceptions are:
•

Fees fixed by a court or other public authority

•

In tax matters, fees based on the results of judicial proceedings or the findings of governmental
agencies

.168 A commission is any compensation paid to you or your firm for (a) recommending or referring a
third party's product or service to a client or (b) recommending or referring a client's product or service to a
third party.

.169 For example, you or your firm:

•

Refers a client to a financial planning firm that pays you a commission for the referral.

•

Sells accounting software to a client and receives a percentage of the sales price (a commission) from
a software company.

•

Refers a nonclient to an insurance company client, which pays you a percentage of any premiums
subsequently received (a commission) from the nonclient.

.170 You and your firm may not have commission or contingent fee arrangements with a client if your
firm also provides one of the following services to a client:

•

An audit of financial statements

•

A review of financial statements

•

Compiled financial statements if a third party (for example, a bank or investor) will rely on the
financial statements and the report does not disclose a lack of independence

•

An examination of prospective financial statements

.171 You and your firm may have commission and contingent fee arrangements with persons associated
with a client—such as officers, directors, and principal shareholders—or with a benefit plan that is sponsored
by a client (that is, the plan itself is not a client).38 For example, you may receive a commission from a nonclient
insurer for referring an officer of an attest client to that insurer, who purchases a policy. Even though this
situation is permitted, you are still required to tell the officer that you received a commission for making
the referral.
Note: U.S. DOL regulations may also apply. State boards of accountancy and state societies
may also have more restrictive regulations regarding fee arrangements, as well as specific
disclosure requirements.
Under SEC rules, you and your firm are prohibited from providing any product or service to an
audit client for a commission or a contingent fee, or from otherwise receiving such a fee from an
audit client.39

.172 The AICPA rule provides an exception for referral fees for recommending or referring a CPA's services
to another person or entity. That is, (a) you may receive a fee for referring a CPA's services to any person or
38 Also see AICPA Ethics Ruling No. 25, "Commission and Contingent Fee Arrangements With Nonattest Client" (AICPA, Professional
Standards, vol. 2, ET sec. 391.049-.050).
39 See discussion of commission and contingent fees in the SEC's Final Rules Release (Section IV, Discussion of Rule 2-01) and Rule
2-01 (c)(5). Also see May 21, 2004 letter from Office of Chief Accountant to Bruce P. Webb, Chair of AICPA Professional Ethics Executive
Committee at www.sec.gov/info/accountants/staffletters/webb052104.htm.
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entity or, (b) if you are a CPA, you may pay a fee to obtain a client. You must inform the client if you receive
or pay a referral fee.

.173 As mentioned in the "On the Horizon" section of this document, in July 2005 the PCAOB adopted
certain ethics and independence rules which may affect contingent-fee arrangements. At the time this Alert
was written, these rules were not approved by the SEC and therefore were not yet final and effective. Readers
should refer to the PCAOB and SEC Web sites for the current status of these rules. In addition, the PEEC
continues to study what if any modifications need to be made to Rule 302, Contingent Fees.

Is Independence Affected When a Client Owes the Firm Fees for Professional Services the
Firm Has Already Provided?
.174 If a client owes your firm fees for services rendered more than one year ago, your firm's inde
pendence is considered impaired. It does not matter whether or not the services were for attest services; what
matters is that the client has an outstanding debt with the firm. This is the case even if the client has given
you a note receivable for these fees.
The SEC generally expects payment of past-due fees before an engagement has begun, although
the staff has at times accepted short-term payment plans.40

Does Being Compensated for Selling Certain Services to Clients Affect My Independence?
.175 The AICPA rules do not specifically address this issue.

The SEC prohibits audit partners41 from being directly compensated for selling nonattest services
to audit clients. The SEC believes that such financial incentives could threaten an audit partner's
objectivity and that the appearance of independence could be affected by such compensation
arrangements.42
The rule does not prevent an audit partner from sharing in profits of the audit practice or the
overall firm. Nor does it preclude the firm from evaluating a partner based on factors related to
the sale of nonaudit services to clients, for example, the complexity of engagements or overall
management of audit or nonaudit engagements.

Does It Matter If a Significant Proportion of My Firm's Fees Come From a
Particular Client?
.176 Current guidance in the Code is general in nature. Rule 102, Integrity and Objectivity, and Article IV,
Objectivity and Independence (AICPA, Professional Standards, vol. 2, ET sec. 55), discuss in broad terms that
members should be alert for relationships that could diminish their objectivity and independence in
performing attest services. Some believe that the significance of a client to a member (or his or her
firm)—measured in terms of fees, status, or other factors—would possibly diminish a member's ability to be
objective and maintain independence when performing attest services.
.177 To address this issue, policies and procedures can be adopted to identify and monitor significant
clients. Once a significant client is identified, the policies and procedures described below can help mitigate
possible threats to a member's objectivity and independence.
40 The exception has generally been applied only to engagements to audit a client's financial statements included in its annual
report, not in a registration statement.

41 This term is specifically defined for these purposes; see SEC Rule 2-01 (c)(8).

42 Accounting firms with ten or fewer partners and five or fewer audit clients that are issuers, as defined by the SEC, are exempt from
this rule.
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Policies and procedures for identifying and monitoring significant client relationships are:

•

Considering client significance in the planning stage of the engagement

•

Basing the consideration of client significance on firm-specific criteria or factors that are applied
on a facts and circumstances basis (see the following section entitled "Factors to Consider in
Identifying Significant Clients")

•

Periodically monitoring the relationship

What constitutes periodic is a matter of judgment but assessments of client significance that are
performed at least annually can be effective in monitoring the relationship. During the course of such
a review, a client previously deemed to be significant may cease to be significant. Likewise, clients
not identified as significant could become significant whenever factors the firm considers relevant
for identifying significant clients arise (for example, additional services are contemplated).

2.

Policies and procedures to help mitigate possible threats to independence and objectivity are:

•

Assigning a second (or concurring) review partner who is not otherwise associated with the
engagement and practices in an office other than that which performs the attest engagement

•

Subjecting the assignment of engagement personnel to approval by another partner or manager

•

Periodically rotating engagement partners

•

Subjecting significant client attest engagements to internal firm monitoring procedures

•

Subjecting significant client attest engagements to pre- or post-issuance reviews or to the firm's
external peer review process

.178 The most effective safeguards a firm can employ will vary significantly depending on the size of the
firm, the way the firm is structured (for example, whether highly centralized or departmentalized), and other
factors. For example, smaller firms (particularly those with one office) tend to be simpler and less depart
mentalized than larger firms. Generally, their processes will be less formal and involve fewer people than
larger firms. Further, their firms' managing partners may engage in frequent and direct communications
with the firms' partners and professional staff on client matters and be personally involved in staff
assignments. Larger firms draw from a sizable and diverse talent pool. In those firms, partners who are not
affiliated with the engagement (or the client service office or business unit) can choose second (or concurring)
review partners from outside the office performing the attest engagement. Midsized or regional firms may
have aspects of both their smaller and larger counterparts; combining the ability to choose second review
partners from an office other than the client service office, while maintaining a relatively close connection to
specific client relationships.

Factors to Consider in Identifying Significant Clients
.179 Both qualitative and quantitative factors can reveal a significant client, including:
•

The size of the client in terms of the percentage of fees or the dollar amount of fees versus total revenue
of the engagement partner, office, practice unit,43 or the firm

•

The significance of the client to the engagement partner, office, or practice unit of the firm in light of
the:
— Amount of time the partner, office, or practice unit devotes to the engagement
— Effect on the partner's stature within the firm due to his or her servicing of the client

— Manner in which the partner, office, or practice unit is compensated
— Effect that losing the client would have on the partner, office, or practice unit
43 Assessing client significance at the business or "practice" unit level may be a more meaningful measure for firms that structure
their practices along industry lines (such as healthcare or financial services).
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•

The importance of the client to the firm's growth strategies (for example, the firm is trying to gain
entry into a particular industry)

•

The stature of the client (for example, the client is a company of distinction within its industry, or in
the local, regional, national, or international business community), which enhances the firm's stature

•

Whether the firm also provides services to related parties (for example, also provides professional
services to affiliates or owners of the client)

•

Whether the engagement is recurring or not

.180 Judgment is necessary to determine whether a client is significant to the firm, office, practice unit,
or partner of the firm. Firms will vary considerably in terms of the degree to which they consider some factors
to be more pertinent than others. Gauges that relate to each relevant level within a firm (for example, firm,
geographic region, office [or practice unit]), or partner, may be useful but will likely be different for various
levels within the firm.

According to SEC guidance, in general, if a firm derives more than 15 percent of its total revenues
from one client or group of related clients, independence may be impaired because this may cause
the firm to be overly dependent on the client or group of related clients.

Other Guidance

What Other Guidance on Independence and Related Topics Exists?
.181 This section does not cover the following subjects, which are addressed in the AICPA rules. For
current guidance on these and other independence topics the reader is encouraged to view the online version
of the Code of Professional Conduct at www.aicpa.org/about/code/index.html.
•

Alternative practice structures44

•

Investments in nonclients that are affiliated with clients

•

Applicability of independence rules

•

Governmental entities

•

Modified application of rules to certain attest engagements

•

Cooperative arrangements with clients

•

Effect of litigation on independence

•

Client advocacy

•

Expert witness services

•

Indemnification

•

Client's custody of member's assets

•

Member in a cooperative, condominium or homeowners' association, timeshare, or planned unit or
development

•

Use of blind trust

44 This includes application of the AICPA rules to nontraditional firms (for example, firms owned by commercial entities that are not
engaged in the practice of public accounting). See also SEC Rule 2-01 (f)(2), definition of accounting firm.
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•

Servicing of loan

•

Bank director

•

Leasing property to or from a client

•

Participation in client's health and welfare plan

9000-27

.182 In addition, the following issues, addressed by the SEC rules,45 were not discussed in this section:

•

Auditor Rotation (Rule 2-01 (c)(6))

•

Audit Committee Administration of the Engagement (Rule 2-01 (c)(7))

•

Audit Committee Communication (CFR Part 210.2-.07)

•

Disclosure of Audit and Non-audit Fees in Proxy Statements and Annual Reports (CFR Part
240.14a-101 [Schedule 14A] and Part 249 relating to the preparation of various forms required by the
Securities Exchange Act of 1934)

•

Application of Rules to Auditors of Foreign Private Issuers and Subsidiaries and Affiliates of U.S.
Issuers (Release no. 33-3183, Section II [Discussion of Rules], part I, International Impact)

Resource Central
Independence and Ethics Contact List
.183 As specific services and situations arise in practice, refer to the independence literature and consult
with those responsible for independence in your firm. If you need further assistance researching your
question, contact one of the following organizations for guidance:
AICPA
The Web site address for information about the AICPA's ethics standard-setting activities is www.
aicpa.org/members/div/ethics/standard.htm. For current developments, see the Professional Ethics
Executive Division's Fact Sheet and quarterly newsletter, Ethically Speaking, at www.aicpa.org/members/
div/ethics/index.htm. For resources related to understanding and applying the provisions of Interpre
tation No. 101-3, "Performance of Nonattest Services," see www.aicpa.org/members/div/ethics/
intr_101-3.htm. The AICPA Code of Professional Conduct is available at www.aicpa.org/about/code/
index.html. For independence inquiries by phone call the Ethics Hotline at (888) 777-7077. Send e-mail
inquiries to ethics@aicpa.org.
Securities and Exchange Commission

The SEC's January 2003 rules release is available at www.sec.gov/rules/final/33-8183.htm. SEC infor
mation for accountants and auditors may be found at www.sec.gov/about/offices/oca.htm. For inde
pendence inquiries, call (202) 942-4400.
Public Company Accounting Oversight Board

The PCAOB has established a Web site at www.pcaobus.org, which provides information about its
activities. The standards and rules of the PCAOB, including those on independence, can be found at
www.pcaobus.org/Standards/StandardsandRelatedRules.asp .
See www.sec.gov/rules/final/33-8183.htm for details.
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Government Accountability Office
Obtain the GAO Yellow Book requirements at www.gao.gov/govaud/ybk01.htm. Obtain answers to
frequently asked independence questions at www.gao.gov/govaud/d02870g.pdf. Direct phone inquir
ies to Marcia Buchanan, Asst. Director—Financial Management and Assurance at (202) 512-9321 or send
an e-mail to buchananm@gao.gov.

Department of Labor

See DOL Regulation 2509.75-9, Interpretive Bulletin Relating to Guidelines on Independence of Accountant
Retained by Employee Benefit Plan. Direct inquiries to the Department of Labor at 1-866-4-USA-DOL.
Federal Deposit Insurance Corporation

Obtain FDIC regulations (12 CFR Part 363), Annual Independent Audits and Reporting Requirements, at
www.fdic.gov/regulations/laws/rules/2000-8500.html#2000part363.

Educational Courses
.184 The AICPA offers a number of continuing professional education (CPE) courses that are valuable
to CPAs. Among the available titles, the following self-study courses pertain to independence and ethics:

•

Independence (product no. 739170kk)

•

Selected Topics in Professional Ethics (product no. 738375kk)

•

Professional Ethics: The AICPA's Comprehensive Course (product no. 732306kk)

•

Real World Business Ethics: How Would You React? (product no. 731682kk)

Additional information can be found at www.cpa2biz.com.

.185 This Audit Risk Alert replaces Independence and Ethics Alert—2004/05.
.186 The Audit Risk Alert Independence and Ethics Alert is published annually. As you encounter audit or
industry issues that you believe warrant discussion in next year's Audit Risk Alert, please feel free to share
them with us. Any other comments that you have about the Audit Risk Alert would also be appreciated. You
may e-mail these comments to lpombo@aicpa.org or write to:

Lori L. Pombo
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881

[The next page is 9000-51.]
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Introduction
.01 In July 2002, the Sarbanes-Oxley Act of 2002 (the Act) was signed into law, bringing with it sweeping
changes to many aspects of the financial reporting, corporate governance, and regulatory landscape for
public companies. Section 404 of the Act requires public companies to include with their annual report to
the Securities and Exchange Commission (SEC) a separate report on the assessment of the effectiveness of
the entity's internal control. Additionally, the entity's external auditors must attest to and report on the
assessment made by management.
.02 A company that is an "accelerated filer" must begin to comply with the internal control reporting and
attestation requirements associated with the Act for its fiscal year ending on or after November 15, 2004.
According to the SEC, a company is an accelerated filer if its common public equity float was $75 million or
more as of the last business day of its most recently completed second fiscal quarter; the company has been
subject to the reporting requirements of the Securities Exchange Act of 1934 for at least 12 calendar months;
the company has filed at least one annual report; and the company is not a small-business issuer (that is, it
is not eligible to use Forms 10-KSB or 10-QSB). By contrast, a nonaccelerated filer does not meet these
requirements, and is not required to file its annual and quarterly reports on an accelerated basis. A
nonaccelerated filer, or a foreign private issuer that files its annual reports on Form 20-F or Form 40-F, must
begin to comply with the internal control reporting and attestation requirements for its first fiscal year ending
on or after July 15, 2006.
.03 Since the passage of the Act, many issues have arisen regarding the implementation of the internal
control assessment and reporting process. The purpose of this Alert is to articulate significant technical issues
that have surfaced and to provide direction for those responsible for managing or participating in the
implementation of section 404, including:
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•

The entity's CEO and CFO, who have the overall responsibility for assessing and reporting on internal
control

•

Internal auditors

•

Third parties who might be engaged by the entity to assist with the assessment process

Summary of Relevant Rules and Other Authoritative Literature
. 04 Management's assessment and reporting on internal control is shaped by several key rules and
standards, including:

•

SEC rules. The Sarbanes-Oxley Act directed the SEC to adopt detailed rules to implement the
requirements of the Act relating to internal control. These rules define for issuers the requirements
for assessing and reporting on internal control. To read the SEC rules, go to the SEC Web site at www.
sec.gov/rules/final/33-8238.htm.

•

External auditor standards. These standards describe the approach, required tests, and other guidance
that the entity's external auditors are expected to follow when reporting on management's assertion
about the effectiveness of internal control. These standards do not affect the issuer directly, but they
do have a significant indirect effect on the procedures performed by management.

•

The Committee of Sponsoring Organizations of the T readway Commission (COSO) Internal Control Integrated
Framework. Management's report on internal control effectiveness is required to disclose the criteria
against which management assesses effectiveness. The COSO framework is one example set of
criteria and it is anticipated that most U.S. entities will use COSO in their evaluation. To obtain the
COSO framework, call the AICPA at (888) 777-7077 or visit www.cpa2biz.com and order Internal
Control—Integrated Framework (product no. 990012kk).

The SEC Rules
.05 The SEC issued its final rule on management's report on internal control in May 2003, and the rule
became effective on August 14, 2003. It is the entity's annual report to the SEC (Form 10-K) that contains
management's report on internal control, and therefore it is the SEC rules regarding those reports that
management must follow in planning and performing its assessment of control effectiveness.

Definition of Internal Control
.06 The SEC rules clarify that management's assessment and report are limited to internal control over
financial reporting. Management is not required to consider other aspects of control, such as controls
pertaining to operating efficiency. The SEC's definition of internal control encompasses the COSO definition
(described later in this Alert in the section titled "The COSO Internal Control Integrated Framework"), but
the SEC does not mandate that the entity use COSO as its criteria for judging effectiveness.

Annual Reporting Requirements
.07 Under the SEC rules, the company's annual 10-K must include:
1. Management's Annual Report on Internal Control Over Financial Reporting. This report on the company's
internal control over financial reporting should contain:

a.

A statement of management's responsibilities for establishing and maintaining adequate internal
control over financial reporting.

b.

A statement identifying the framework used by management to evaluate the effectiveness of the
company's internal control over financial reporting.
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c.

Management's assessment of the effectiveness of the company's internal control over financial
reporting as of the end of the most recent fiscal year, including a statement as to whether or not
internal control over financial reporting is effective. This discussion must include disclosure of
any material weakness in the company's internal control over financial reporting identified by
management. Management is not permitted to conclude that the registrant's internal control over
financial reporting is effective if there are one or more material weaknesses in the company's
internal control over financial reporting.

d.

A statement that the registered public accounting firm that audited the financial statements
included in the annual report has issued an attestation report on management's assessment of
the registrant's internal control over financial reporting.

2. Attestation Report of the Registered Public Accounting Firm. This is the registered public accounting
firm's attestation report on management's assessment of the company's internal control over finan
cial reporting.
3. Changes in Internal Control Over Financial Reporting. This report must disclose any change in the
company's internal control over financial reporting that has materially affected or is reasonably likely
to materially affect the company's internal control over financial reporting.

.0 8 Key provisions of these reporting requirements that merit management's consideration include the
following.
•

"As of" reporting. Management assesses the effectiveness of internal control as of the end of the fiscal
year, rather than throughout the reporting period. This reporting requirement has significant impli
cations for the reporting of material weaknesses that were identified and corrected during the period.
It also affects the timing of management's tests of the design and operating effectiveness of controls.

•

Material weakness in internal control. Management is required to disclose any material weakness1 in
the company's internal control. Further, the existence of one or more material weaknesses precludes
management from concluding that its internal control is effective.

Both of these considerations are discussed in more detail in the section titled "Reporting" in this Alert.

Quarterly Reporting Requirements
.09 The SEC rules also require management to evaluate any change in the entity's internal control that
occurred during a fiscal quarter and that has materially affected, or is reasonably likely to materially affect,
the entity's internal control over financial reporting.
.10 Additionally, management is required to evaluate the effectiveness of the entity's "disclosure controls
and procedures" and issue a report as to their effectiveness on a quarterly basis. With these rules, the SEC
introduced a new term, disclosure controls and procedures, which differs from internal controls over financial
reporting and is much broader.

.11 As defined, disclosure controls and procedures encompass the controls over all material financial and
nonfinancial information in Exchange Act reports. Information that would fall under this definition that would
not be part of an entity's internal control over financial reporting might include the signing of a significant
contract, changes in a strategic relationship, management compensation, or legal proceedings.

.12 This Alert does not discuss the evaluation of disclosure controls and procedures but is limited to a
discussion of the annual and quarterly evaluation and reporting of internal control over financial reporting.
1 For a definition of material weakness, see the "Reporting" section of this Alert.
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External Auditor Standards
.13 The entity's external auditors are required to audit management's internal control report in accord
ance with certain professional standards. These standards directly affect only the work of the external auditor.
The work performed by the entity to assess the effectiveness of its internal controls need only comply with
the requirements of the SEC rules. However, the auditing standards related to internal control reporting will
have a significant indirect effect on the way in which management plans and performs its internal control
testwork. For example, the standards may require the external auditors to include certain divisions,
categories of controls, or control procedures within the scope of their work. If that is the case, management
would need to ensure that the scope of their assessment process is congruent with the requirements of
external auditors.

Public Company Accounting Oversight Board Auditing Standard No. 2, An Audit of
Internal Control Over Financial Reporting Conducted in Conjunction With an Audit of
Financial Statements
.14 In June 2004, the SEC approved Public Company Accounting Oversight Board (PCAOB) Auditing
Standard No. 2. This standard is effective for audits of internal control over financial reporting required by
section 404 of the Sarbanes-Oxley Act of 2002 and addresses several important areas that affect financial
statement issuers. A brief discussion of these follows.
.15 The Audit Process. The overall objective of the external auditor's engagement is to form an opinion
about management's assessment of the effectiveness of internal control. To form his or her opinion, the
auditor:
•

Evaluates the reliability of the process used by management to assess the entity's internal control and
assesses the adequacy of the company's documentation of internal control. Lack of adequate docu
mentation is considered a control deficiency that may preclude an unqualified opinion on internal
control or may result in a scope limitation on the auditor's engagement.

•

Confirms his or her understanding of the entity's internal control by performing walk-throughs of
the company's significant processes. A walkthrough is a procedure in which a transaction is traced
from its origination through the information processing system, to the transaction's reporting in the
financial statements.

•

Reviews and relies on the results of some of the tests performed by management, internal auditors,
and others during their assessment process.

•

Performs his or her own tests.

.16 This framework of the auditor's process poses several important questions for management, including:
•

What are the qualities of management's process for assessing internal control that the external
auditors deem necessary to make the process "reliable"?

•

Which of management's tests can the external auditor rely on and which are subject to retesting by
the auditor?

.17 Required Elements of Management's Process. The standard provides guidance on the required
elements of management's process for assessing the effectiveness of internal control. The absence of one or
more of those required elements may result in a modification to the standard audit report. For this reason,
it is critical that management's process comply with all requirements established by the new standard.
AAM §8250.13
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.18 The auditing standard states that the auditor should determine whether management's assessment
process has addressed the following elements.

•

Determining which controls should be tested, including controls over relevant assertions related to
all significant accounts and disclosures in the financial statements. Generally, such controls include:
— Controls over initiating, authorizing, recording, processing, and reporting significant accounts
and disclosures and related assertions embodied in the financial statements.

— Controls over the selection and application of accounting policies that are in conformity with
generally accepted accounting principles.

— Antifraud programs and controls.
— Controls, including information technology general controls, on which other controls are de
pendent.
— Controls over significant nonroutine and nonsystematic transactions, such as accounts involving
judgments and estimates.
— Company-level controls, including the control environment.
— Controls over the period-end financial reporting process, including controls over procedures
used to enter transaction totals into the general ledger; to initiate, authorize, record, and process
journal entries in the general ledger; and to record recurring and nonrecurring adjustments to
the financial statements (for example, consolidating adjustments, report combinations, and
reclassifications).
•

Evaluating the likelihood that failure of the control could result in a misstatement, the magnitude of
such a misstatement, and the degree to which other controls, if effective, achieve the same control
objectives.

•

Determining the locations or business units to include in the evaluation for a company with multiple
locations or business units.

•

Evaluating the design effectiveness of controls.

•

Evaluating the operating effectiveness of controls based on procedures sufficient to assess their
operating effectiveness. To evaluate the effectiveness of the company's internal control over financial
reporting, management must have evaluated controls over all relevant assertions related to all
significant accounts and disclosures.

•

Determining the deficiencies in internal control over financial reporting that are of such a magnitude
and likelihood of occurrence that they constitute significant deficiencies or material weaknesses.

•

Communicating findings to the auditor and to others, if applicable.

•

Evaluating whether findings are reasonable and support management's assessment.

.19 Documentation of Testwork to Support Management's Assertion. The standard provides additional
guidance on the nature and extent of the documentation required by the entity to support management's
assessment of internal control. The form and extent of documentation should vary depending on the size,
nature, and complexity of the company. The standard also states that inadequate documentation is a control
deficiency that may rise to the level of a material weakness.

.20 The standard also addresses other situations that are likely to occur in practice, including:
•

Extent of testing of multiple locations, business segments, or subsidiaries. To determine the locations or
business units that should be tested, management should evaluate their relative financial significance
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and the risk of material misstatement arising from them. Management should also determine the
other locations or business units that, when aggregated, represent a group with a level of financial
significance that could create a material misstatement in the financial statements.
•

Required tests when the entity uses a service organization to process transactions. Management should
obtain an understanding of the controls at the service organization that are relevant to the entity's
internal control and the controls at the user organization over the activities of the service organization.
Management should also obtain evidence that the controls that are relevant to management's
assessment are operating effectively.

•

Updated testwork required when the original testing was performed at an interim date in advance of the year-end
reporting date. Generally, as the risk associated with the control being tested decreases, the testing
may be performed farther from the as-of date; on the other hand, as the risk associated with the control
increases, the testing should be performed closer to the as-of date.

Appendix B of Auditing Standard No. 2 provides further information regarding these situations.

. 21 Using the Work of Internal Auditors and Others. Many entities are using the work of their own
internal audit staff and others within the organization to perform tests of the effectiveness of internal control.
At issue is the extent to which the external auditors can rely on those tests to reach their own conclusion.
. 22 Paragraphs 108 through 126 of the standard provide extensive guidance on the degree to which the
company's work on internal control can be used by the external auditors. The standard indicates that the
work of “others" includes the relevant work performed by internal auditors, other company personnel, and
third parties working under the direction of management or the audit committee. However, the external
auditor “must perform enough of the testing himself or herself so that the [external] auditor's own work
provides the principal evidence for the [external] auditor's opinion."
. 23 There are two areas where the external auditors are prohibited from using the company's work in
their audit.

•

Control environment. The external auditors are prohibited from using the work of company manage
ment and others to reduce the amount of work they perform on controls in the control environment.
However, the external auditor should still “consider the results of work performed in this area by
others because it might indicate the need for the [external] auditor to increase his or her [own] work."

•

Walkthroughs. External auditors are required to perform at least one walkthrough for each major class
of transactions.

. 24 For all areas other than the control environment and the walkthroughs, the external auditors may use
the company's tests on internal control during their audit. To determine the extent to which the external
auditor may use the company's work, the external auditor is required to:
•

Evaluate the nature of the controls subjected to the work of others;

•

Evaluate the competence and objectivity of the individuals who performed the work; and

•

Test some of the work performed by others to evaluate the quality and effectiveness of their work.

. 25 The auditor should evaluate the following factors when evaluating the nature of the controls subjected
to the work of others. As these factors increase or decrease in significance, the need for the auditor to perform
his or her own work on those controls increases or decreases, respectively.
•

The materiality of the accounts and disclosures that the control addresses and the risk of material
misstatement.

•

The degree of judgment required to evaluate the operating effectiveness of the control.
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•

The pervasiveness of the control.

•

The level of judgment or estimation required in the account or disclosure.

•

The potential for management override of the control.
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. 26 The extent to which the external auditors can use the company's work depends on the degree of
competence and objectivity of the individuals performing the work. The more objective and competent the
individuals who performed the work, the more the external auditors can rely on such work. Factors
concerning the competence of the individuals performing the tests of controls include their educational level
and professional experience, their professional certification and continuing education, practices regarding
the assignment of individuals to work areas, supervision and review of their activities, the quality of the
documentation of their work, and the level of supervision and review of their activities. Factors concerning
the objectivity of the individuals performing the tests of controls include the following: if the individuals
responsible for the work of others (testing authority) in testing controls reports to an officer of sufficient
status to ensure sufficient testing coverage and appropriate action on findings and recommendations of the
individuals performing the testing; if the testing authority reports regularly to the board of directors or audit
committee; and if there are policies prohibiting individuals from testing controls in areas to which they were
recently assigned, or areas in which relatives are employed.
. 27 The auditing standard notes that the work of internal auditors may be used "to a greater extent than
the work of other company personnel." This is particularly true for internal auditors who follow the
International Standards for the Professional Practice of Internal Auditing, issued by the Institute of Internal
Auditors. According to the standard, "if internal auditors have performed an extensive amount of relevant
work and the auditor determines they possess a high degree of competence and objectivity, the auditor could
use their work to the greatest extent an auditor could use the work of others."
. 28 Documentation of Internal Control. The external auditors evaluate the adequacy of management's
documentation of internal control. Paragraph 42 of the auditing standard states that when determining
whether management's documentation provides reasonable support for its assessment, the auditor should
evaluate whether such documentation includes the following:
• The design of controls over all relevant assertions related to all significant accounts and disclosures
in the financial statements. The documentation should include the five components of internal control
over financial reporting, including the control environment and company-level controls.

• Information about how significant transactions are initiated, authorized, recorded, processed, and
reported.
• Sufficient information about the flow of transactions to identify the points at which material
misstatements due to error or fraud could occur.
• Controls designed to prevent or detect fraud, including who performs the controls and the related
segregation of duties.
•

Controls over the period-end financial reporting process.

•

Controls over safeguarding of assets.

•

The results of management's testing and evaluation.

. 29 As management documents internal control, they should be aware of what elements their auditors
will be looking for and ensure that those elements are present.
. 30 Seeking Help From External Auditors—Independence Issues. The auditing standard incorporates four
basic principles in its guidance on independence when performing an audit of internal control. These basic
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principles state that independence would be impaired if the auditor's services to the company create a mutual
or conflicting interest between the firm and the client, place the firm in a position where it subsequently
audits its own work, result in the firm acting as an employee of the client, or result in the firm acting as an
advocate for the client.

. 31 Maintaining independence is primarily the responsibility of the external auditors. However, note that
several of the independence requirements impose certain responsibilities on management and the audit
committee.

•

Preapproval by the audit committee. Any internal control-related service to be provided by the external
auditor must be preapproved by the audit committee. There is no grandfathering for ongoing internal
control-related engagements that were preapproved before the effective date of Auditing Standard
No. 2 in a manner that would not satisfy the requirements in the standard.

•

Active involvement of management. Management must be "actively involved" in a "substantive and
extensive" way in all internal control services the external auditor provides. Management cannot
delegate these responsibilities, nor can it merely accept responsibility for documentation and testing
performed by the auditors.

•

Independence in fact and appearance. According to the standard, the test for independence in fact is
whether "the activities would impede the ability of anyone on the engagement team or in a position
to influence the engagement team from exercising objective judgment in the audits of the financial
statements or internal control over financial reporting." The test for independence in appearance,
according to the standard, is "whether a reasonable investor ... would perceive an auditor as having
interests which could jeopardize the exercise of objective and impartial judgments on all issues ...
within the auditor's engagement."

.32 Additional Guidance. Subsequent to the approval of the standard, both the PCAOB and the SEC
released documents of answers to frequently asked questions (see the Appendix of this Alert for the SEC
questions and answers). These documents set forth the PCAOB and SEC staff's opinions and views on certain
matters. Although the PCAOB and the SEC point out that these opinions and views do not represent official
"rules," any departure from the answers to questions discussed in these documents should be justified. In
addition, the auditing standard can be downloaded directly from the PCAOB Web site at www.
pcaobus.org/Standards/index.aspx.

The COSO Internal Control Integrated Framework
.33 In 1985, the Committee of Sponsoring Organizations of the Treadway Commission (COSO) was
formed to sponsor the National Commission on Fraudulent Financial Reporting, whose charge was to study
and report on the factors that can lead to fraudulent financial reporting. Since this initial undertaking, COSO
has expanded its mission to improving the quality of financial reporting. A significant part of this mission
is aimed at developing guidance on internal control. In 1992, COSO published Internal Control—Integrated
Framework, which established a framework for internal control and provided evaluation tools that business
and other entities could use to evaluate their control systems. This COSO report can be obtained through the
AICPA by calling (888) 777-7077 or by going online at www.cpa2biz.com (product no. 990012kk).
The COSO Internal Control Components

.34 The COSO framework describes five interrelated components of internal control.

•

Control environment. Senior management must set an appropriate "tone at the top" that positively
influences the control consciousness of entity personnel. The control environment is the foundation
for all other components of internal control and provides discipline and structure.
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•

Risk assessment. The entity must be aware of and deal with the risks it faces. It must set objectives,
integrated throughout all value chain activities, so the organization is operating in concert. Once these
objectives are set, the entity must then identify the risks to achieving those objectives, analyze those
risks, and develop ways to manage them.

•

Control activities. Control policies and procedures must be established and executed to help ensure
the actions identified by management as necessary to address risks are effectively carried out.

•

Information and communications. Surrounding the control activities are information and communica
tion systems, including the accounting system. These systems enable the entity's people to capture
and exchange the information needed to conduct, manage, and control its operations.

•

Monitoring. The entire control process must be monitored, and modifications made as necessary. In
this way, the system can react dynamically, changing as conditions warrant.

. 35 The COSO report describes these individual components as being tightly integrated with each other.
Each component has a relationship with and can influence the functioning of every other component. When
evaluating the effectiveness of internal control, management should consider it as an integrated whole. Weak
controls in one area can be offset by stronger controls in another area.

Key Characteristics of the COSO Framework

Flexible, Adaptable, No "One Size Fits All" Approach
. 36 The COSO framework is not a rigid, prescriptive approach to internal controls. It recognizes that
different entities make different choices about how to control their businesses. Internal control is not a "one
size fits all" proposition. Consequently, internal control cannot be evaluated against a detailed set of fixed,
required procedures. Management has to exercise a great deal of judgment, driven by the particular needs
of the entity, to determine the nature of the controls in place and whether they are functioning effectively.

Effectiveness Determined by Achievement of Objectives
. 37 Management should judge the effectiveness of internal control by how well the controls enable the
entity to achieve stated objectives. Controls have value only to the degree to which they allow the entity to
achieve its objectives. Thus, the COSO framework adopts a business objectives-driven approach to defining
internal control. Under that approach, the entity:

1. Establishes business objectives. The SEC rules describe those objectives as relating to the preparation
of reliable financial statements.
2. Identifies the risks to achieving those objectives.
3. Determines how to manage the identified risks. The establishment of internal controls is just one of
several options.
4. Where appropriate, establishes control objectives as a way to manage certain risks. Individual
controls are then designed and implemented to meet the stated control objectives.

Significant Control Objectives
.3 8 The COSO framework focuses on the achievement of control objectives (rather than the existence of
predetermined control procedures), and it is expected that management will rely on some control procedures
more than others to achieve these objectives. For example, management may decide to rely more on detective
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controls rather than preventive controls to identify and correct unauthorized transactions. At the entity level,
some control objectives or activity-level processing streams may be more significant to the entity's financial
statements or financial reporting process than others.
.3 9 When assessing the effectiveness of internal control as a whole, management should be sure to identify
the controls it relies on most to produce reliable financial statements, and to include the testing of these
controls in the scope of its work.

The Importance of the Control Environment
.4 0 Managers typically think of internal control only in terms of the policies and procedures related to
the processing of transactions. For example, the matching of a vendor invoice to a master file of approved
vendors, the recalculation of that invoice, or the reconciliation of the accounts payable subsidiary ledger to
the general ledger account are all examples of controls over the processing of purchases.
.4 1 The COSO framework does not limit itself to these types of business activity-level procedures. The
framework acknowledges that the environment in which those procedures operate has a direct effect on their
effectiveness. In fact, this environment is described as the foundation of all other control components. The
control environment encompasses the following:
•

Integrity and ethical values

•

Commitment to competence

•

Board of directors or audit committee

•

Management's philosophy and operating style

•

Organizational structure

•

Assignment of authority and responsibility

•

Human resource policies and practices

. 42 When evaluating the effectiveness of internal control, management must be sure to perform tests that
allow it to assess the effectiveness of the control environment. The section of this Alert titled "Testing of
Internal Control" discusses this matter in more detail.
. 43 Antifraud Programs and Controls. Management is responsible for designing and implementing
systems and procedures for the prevention and detection of fraud and, along with the board of directors, for
ensuring a culture and environment that promote honesty and ethical behavior. Broadly stated, three
fundamental elements are essential when implementing a system to prevent, deter, and detect fraud. They
are: (a) create and maintain a culture of honesty and high ethics; (b) evaluate the risks of fraud and implement
the processes, procedures, and controls needed to mitigate the risks and reduce the opportunities for fraud;
and (c) develop an appropriate oversight process. The AICPA Antifraud & Corporate Responsibility
Resource Center provides extensive guidance for developing antifraud programs and controls.

Reasonable Assurance
. 44 No matter how well designed or operated, internal control can provide only reasonable assurance
that objectives will be met. Reasonable assurance is a high threshold, but it stops short of absolute assurance.
The presence of an internal control failure does not, in and of itself, mean that a system is ineffective. The
COSO report states that "even an effective internal control system can experience failure."
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Information Technology Considerations
. 45 The COSO framework groups information technology (IT)-related controls into two types: general
computer controls and application-specific controls.

•

General controls include controls over:

— Data center operations (for example, job scheduling, backup, and recovery procedures)
— Systems software controls (for example, the acquisition and implementation of operating sys
tems)

— Access security

— Application system development and maintenance controls (for example, the acquisition and
implementation of individual computer software applications)
•

Application controls are designed to control information processing and help ensure the completeness
and accuracy of transaction processing, authorization, and validity. Application controls also encom
pass the way in which different applications interface with each other and exchange data.

.46 The COSO report does not mandate this approach to assessing the effectiveness of internal controls
but states that this is one set of groupings of IT-related control activities that can be used.
.47 Many entities will find the COSO guidance on IT-related controls to be insubstantial and may look
for additional guidance. The Control Objectives for Information and Related Technology (COBIT) framework
is a good source for such guidance.

The COBIT Framework
.48 Since the release of COSO, the Information Systems Audit and Control Association and Foundation
(ISACA) has developed its COBIT framework, which provides a generally applicable and accepted standard
for IT security and control practices. Among IT audit professionals, COBIT is widely accepted.

.49 The COBIT framework is similar to COSO in that it puts controls within the context of an entity's
need to achieve certain business objectives and the risks it faces toward achievement. In defining the goals
of IT governance and control, COBIT takes a rather broad brush and does not limit itself to the financial
reporting process. For the purpose of complying with the SEC internal control reporting requirements,
management should limit its consideration of IT controls to those that affect the reliability of financial
reporting, either directly (for example, application controls) or indirectly (for example, general controls).
.50 COBIT groups the IT processes into four categories, each of which is critical in delivering information
that meets certain stated criteria.
•

Planning and organization. These processes cover strategy and tactics and concern the identification of
the way IT can best contribute to the achievement of stated business objectives, both now and in the
future.

•

Acquisition and implementation. To realize the IT strategy, IT solutions need to be identified, developed,
or acquired, as well as implemented and integrated into business processes.

•

Delivery and support. These processes include the actual processing of data by application systems.

•

Monitoring. All IT processes need to be regularly assessed over time for their quality and compliance
with control requirements.
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. 51 The delivery and support category of processes is analogous to the COSO category of application
controls. The other categories identified by COBIT approximate the general controls described by COSO but
are somewhat broader in scope.

AICPA Trust Services, Including SysTrustSM and WebTrustSM
. 52 SysTrust and WebTrust are professional services that address areas such as security, privacy,
processing integrity, availability, and confidentiality through the use of the AICPA/CICA Trust Services
Principles and Criteria. Management can benefit from using these suitable criteria in several ways when
implementing Sarbanes-Oxley section 404 requirements. They can use the AICPA/CICA Trust Services
Principles and Criteria as:

1. A guideline to setting up appropriate controls and systems that will instill confidence and trust.
2. A method of evaluating a system to determine whether it meets specific criteria and employs best
practices.
3. An internal method of assurance and self-assessment that management, the board, and others can
rely upon.
For more information about Trust Services, visit AICPA Online at www.aicpa.org/trustservices.

Project Planning Considerations
.5 3 To reach a reliable conclusion about the effectiveness of the entity's internal control, management
will need to plan a logical, structured approach to its testing and evaluation, for example:
1. Ensure adequate documentation of existing controls. If controls are found to be missing or to contain
design deficiencies, new or redesigned controls need to be documented and implemented.
2. Perform tests of the design and operating effectiveness of all significant controls.
3. Evaluate the test results and form a conclusion about the effectiveness of internal control. If the tests
reveal significant deficiencies or material weaknesses in internal control, corrective action should be
taken immediately.

4. Prepare management's report on internal control.
General Planning Considerations

.54 During the course of the project to assess internal control effectiveness, management will be required
to make important judgments regarding:

•

The focus of testing and areas of risk requiring increased scrutiny

•

The nature of the testwork and other procedures necessary to achieve the project's objectives

•

The scope of the work to be performed, for example, the locations or business units to be included in
testing

.55 Planning involves gathering information to help make broad, preliminary judgments on these
matters. The knowledge gained from gathering this information also provides the requisite knowledge to
make informed decisions as the engagement proceeds. In that sense, planning is an ongoing process.
Preliminary judgments made at the onset of the project are revisited continuously as the project progresses
and more information becomes available.
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Information Sources
.56 Sources of information that are useful for planning an assessment of internal control include the
following:

•

Published sources such as:

•

Form 10K and other SEC filings

•

Annual report

•

Information available in the Investor Relations section of the entity's Web site

•

Analyst reports

•

Inquiries of key individuals with knowledge of the entity's most significant business processes
and financial reporting processes and how these processes are monitored and controlled.

Areas of Focus
. 57 The tests of control effectiveness should be focused on the entity's most significant control objectives.
Determining these control objectives is largely a matter of judgment that requires management to consider
the most significant risks of producing reliable financial statements and the controls that mitigate these risks.
The use of a percentage or other quantitative threshold may provide a reasonable basis for evaluating the
significance of an account or process; however, judgment, including a review of qualitative factors, should
be used to determine if amounts above or below the quantitative threshold must be evaluated. Factors that
management should consider include the following:
•

The entity's most significant business process activities

•

Significant risks facing the entity and the industry

•

Significant accounts, classes of transactions, and disclosures in the entity's financial statements

•

Areas that pose a high risk of material misstatement to the financial statements, including those that:
— Have a known or suspected control weakness

— Possess a high risk for material misstatement irrespective of any controls
.58 Management should be careful not to make the assessment a "check-the-box" exercise. An assessment
of internal control that is too formulaic or too detailed may not fulfill the underlying requirements. The
desired approach should be to focus resources on the areas with the greatest risk, and avoid giving all
significant accounts and related controls equal attention without regard to risk.
.59 For future years' assessments of internal controls, management's knowledge of the prior year's
assessment results affect its current year risk-based analysis of the significant accounts and the related
required documentation and testing. Management may determine that certain controls require more exten
sive testing, while other controls require little testing. Management may also find it appropriate to adjust the
nature, timing, and extent of testing from year to year, by performing extensive tests in selected internal
control areas some years, while performing less extensive testing in other areas, and changing that focus
from year to year.

Management Override of Controls
.60 Assessing internal control effectiveness may necessitate addressing the key area of management
override of controls, a characteristic of many fraudulent financial reporting schemes. The audit committee
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plays an important role in helping the board of directors fulfill its oversight responsibilities with respect to
the entity's financial reporting process and the system of internal control. In exercising this oversight
responsibility, the audit committee should consider the potential for management override of controls or
other inappropriate influence over the financial reporting process.

Structuring the Project Team
.61 Performing an assessment of internal control is a complex process. Management should assemble a
project team that includes individuals with a wide variety of technical expertise, including the following:
•

Financial reporting requirements and processes

•

Operations management

•

Auditing concepts, techniques, and tools

•

Information technology

•

Securities law and SEC reporting requirements

.62 Members of the project team should have sufficient authority and stature within the organization to
allow them access to information and resources. The team should report directly to the CEO and CFO, who
ultimately bear the responsibility for establishing and maintaining internal control and reporting on its
effectiveness.

Engaging Third Parties for Assistance
.63 Entities that lack sufficient resources or expertise may look to third parties for assistance. Completely
outsourcing the entire project to a third party normally would be inappropriate for management to
do—ultimately, management should remain responsible for evaluating and reporting on the effectiveness
of the entity's internal control. However, third parties may be engaged to participate as part of the project
team or to provide other services such as training.
.64 When engaging third parties for help on the project, management should clarify with the third party:

•

Qualifications. This includes the nature of their expertise and their experience in performing the work
you will ask of them.

•

Scope of work. Management should be sure to define, as unambiguously as possible, the scope of the
third party's work. For example, if the entity engages a third party to assist "in the documentation
of internal control," what does that entail? Is that limited to the preparation of documentation for
controls already in existence? What if, during this process, management discovers that some neces
sary controls do not exist or the ones that do are inadequately designed? Is the design or redesign of
controls within the original scope of work?

•

Work product. The work performed by a third party may result in evidence used by management to
support its assessment of internal control effectiveness. As such, the external auditors also may rely
on some or all of the work to reach their conclusion about management's assertion. When engaging
third parties, management should obtain a clear understanding about the form and content of the
work product to ensure that it is suitable for their purposes and, if necessary, acceptable for use by
the external auditors.

Working With the External Auditors
.65 Management's relationship with its external auditor will play a role in determining effectiveness,
efficiency, and cost of the project. Particularly in the first year of implementation, the entity's efforts to assess
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internal control effectiveness should be closely coordinated with the needs of the external auditor. A lack of
coordination with the auditors could result in a variety of negative, unforeseen consequences, including:
•

Duplication of effort

•

Reperformance of certain tests

•

Performance of additional tests or unanticipated expansion of the scope of the engagement

•

Misunderstandings relating to the definition or reporting of material weaknesses.

Issues to Consider With the External Auditors
.66 The communication between management and the external auditors should take place early and
continue throughout the project. Many issues arise during the course of the project. For some of these issues,
the input of the external auditors is important if management is to reach a suitable resolution. Issues that
management should consider discussing with its external auditors include the following.

Project Planning
•

The overall process and approach management will take to evaluate internal control effectiveness

•

The scope of the project

•

The degree to which the external auditors will rely on the results of management's test work to reach
their conclusion

•

The list of controls determined to be significant and, therefore, the primary focus of the project

•

The use of service centers and reliance on service center reports

Documentation
•

Documentation of internal control policies and procedures, including the form of the documentation
and what the documentation will contain

•

The nature and extent of the documentation of tests of controls

•

How to determine whether documentation of controls and tests of controls is sufficient

Tests of Internal Control
•

The nature and extent of the planned tests of controls and whether the evidence expected to be
obtained in those tests is sufficient to allow management to draw a reliable conclusion about the
design and operating effectiveness of internal control

•

The general type of deviations or conditions that might be considered significant deficiencies or
material weaknesses2 and therefore should be considered when designing tests of controls; the
planned timing of management's tests of controls and whether this timing will allow management
to draw conclusions about the design and operating effectiveness of internal control "as of" year end

•

The nature and extent of procedures that may be required to update management's conclusions about
effectiveness from the time the procedures were performed until year end

•

The results of management's tests of controls and the conclusions reached regarding the effectiveness
of internal control

Reporting
•

Contents of management's report on internal control, including:

2 See definitions of significant deficiencies and material weaknesses in the "Reporting" section of this Alert.
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— Completeness of the report and whether the contents satisfy the SEC reporting requirements
— Possible deletion of material that is not required
•

Disclosure of material weaknesses that exist at the reporting date

• The nonreporting of material weaknesses that existed and were reported at an interim period but
subsequently have been remediated
•

Disclosure of significant control changes that occurred after year end

Auditor Independence
.67 To perform an audit of an entity's financial statements, the external auditor must be independent of
the entity. The SEC has developed a detailed body of rules that define auditor independence. Underlying
these detailed rules are fundamental concepts of independence, including:

•

Auditors should not act in the capacity of management.

•

Auditors should not audit their own work.

.68 The audit committee should proceed carefully when engaging the entity's external auditors to assist
in management's internal control assessment process. The nature of the relationship and scope of work
should be defined in a way that the auditor's independence both in appearance and in fact remains
uncompromised. The audit committee or board of directors should be involved in all discussions and have
the final authority for determining whether and how the external auditors will be engaged to assist in any
internal control related matters. The consequences of violating the SEC's auditor independence rules may
be severe, and in some cases, the SEC may even require the entity to have its financial statements reaudited.

Documentation of Internal Control and Tests of Controls
.69 Within the context of assessing internal control to comply with the SEC reporting requirements, there
are two separate sets of documentation:
•

Documentation of the entity's internal control policies and procedures

•

Documentation of management's tests to support its conclusion about the design and operating
effectiveness of those controls

Documentation of Internal Control Policies and Procedures
.

70 The adequate documentation of internal control is important for the following reasons.

• To improve reliability of internal control. The documentation of an entity's internal control policies and
procedures improves the effectiveness and reliability of the system. Without adequate documenta
tion, the performance of the system depends exclusively on the skills and competence of the
individual responsible for performing the procedure. As such, performance can vary greatly between
individuals or over time. Adequate documentation reduces this variability by facilitating the consis
tent dissemination of critical information. Additionally, by clearly stating the parameters within
which control procedures should be performed, it becomes easier to identify deviations from the
policy or procedure—that is, material weaknesses can be identified.
• To enable effective monitoring. Management is required to report material changes in internal control
on a quarterly basis. As a result, one of the most important features of the monitoring component of
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the entity's internal control system is its ability to identify changes. Documentation facilitates this
monitoring element.
.71 In addition to enhancing the overall effectiveness of internal control, documentation of control
policies and procedures also will facilitate management's assessment of effectiveness by providing a basis
for:

•

Evaluating design effectiveness

•

Planning tests of operating effectiveness

. 72 Management should be careful to distinguish between the documentation of internal control and
internal control itself. Creating a document that describes the control policies and procedures that should be
followed is not internal control. Internal control is the process used by the people to carry out those documented
policies and procedures.
. 73 The mere documentation of a control policy or procedure provides no evidence to support the
operating effectiveness of the control. To support a conclusion about effectiveness, management needs to
gather evidence by performing tests of controls.

Assessing the Adequacy of Existing Documentation
. 74 Many entities currently are involved in projects to assess the adequacy of their existing documentation
of internal control. In assessing the adequacy of documentation, management should determine whether:
•

All significant controls objectives have been considered. As described previously, some control objectives,
policies, and procedures are more significant to the entity's overall internal control structure than
others. When considering the adequacy of an entity's documentation of internal control, individual
policies and procedures should be documented for all significant control objectives. If control policies
have not been documented for certain significant control objectives, management must determine
whether:
— Controls do not exist to achieve the stated control objective, in which case the entity must design,
implement, and document new control procedures, or
— Controls exist to achieve the control objective; however, they are informal, communicated
verbally, or otherwise not documented. In this case, suitable documentation must be developed
to facilitate an evaluation of the effectiveness of the design of the control.

•

Documentation is sufficient. To be sufficient, the documentation should allow management and the
external auditor to:

— Determine whether the policy or procedure is adequately designed
— Design and perform procedures to test the operating effectiveness of the controls

Documenting the Control Environment
.75 The documentation of the entity's control environment should encompass all the control environment
elements described in COSO and summarized in "The Importance of the Control Environment" in the "Key
Characteristics of the COSO Framework" section of this Alert. Those elements usually are described in
documents such as:
•

Board of directors' charter

•

Audit committee documents and charter

•

Company code of conduct
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Documentation can also encompass the elements essential in management's antifraud programs and
controls.

Documenting Activity Level Control Policies and Procedures
. 76 The documentation of controls related to transaction processing streams should contain the following
elements.
•

A link between the control objective and the control policy or procedure

•

A description of the control policy or procedure that achieves the control objective

•

A description of:

— How the control procedure is to be applied

— Who is responsible for performing the procedure
— How frequently the procedure is performed

.77 There are no requirements for the form of the documentation. There are many different acceptable
ways to document control policies and procedures, including narratives, "walk through" descriptions of key
documents, and flowcharts. Computerized documentation tools may be used to facilitate this process.

Documentation of Tests of Controls
.78 The entity should document the tests performed and evidence obtained to evaluate both the design
and operating effectiveness of internal control. This documentation serves two purposes.
•

It provides the CEO and CFO with the information needed to make and support their assessment of
the effectiveness of internal control.

•

It may be used, at least in part, by the external auditors to reach their conclusion about management's
assertion.4

. 79 No definitive guidance on the form or content of the entity's documentation of its tests of controls
currently exists. However, one might expect such guidance to address matters such as the following:
•

The objective of the tests performed

•

A description of the test performance, including:
— The scope of the procedures, for example, the number of transactions tested or business segments
reviewed

— When the tests were performed or the period covered by the tests
— Who performed the tests
3 As described in the section of this Alert titled "The SEC Rules," management is required to report on the effectiveness of the entity's
disclosure controls and procedures on a quarterly basis. The SEC has recommended that entities form a disclosure committee to comply
with this requirement.

4 The degree to which the external auditors may rely on tests performed by the entity to evaluate the effectiveness of internal control
is a matter that is addressed in Public Company Accounting Oversight Board Auditing Standard No. 2, An Audit of Internal Control Over
Financial Reporting Conducted in Conjunction With an Audit of Financial Statements, as discussed in the section of this Alert titled "External
Auditor Standards."
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•

The results of the tests

•

The conclusion reached as a result of the tests performed

9000-69

Automated Documentation Tools
.80 Since the passage of the Sarbanes-Oxley Act, many companies have developed computer software
products that aid in complying with the internal control provisions of the Act. These software tools typically
center on helping companies automate the documentation of internal control policies and procedures, although
some products perform additional functions such as automating the testing and reporting on internal
controls, business process activities (for example, the approval and payment of vendor invoices), or both.
.81 The first function of an automated tool typically is to serve as a repository for all the documentation
relating to the design of internal control. In those instances where the documentation of the control or the
control itself either does not exist or otherwise is deficient, the software may allow the company to efficiently
(a) document existing policies or (b) design and document new ones.

Documentation Process
.82 Automated internal control documentation tools typically use a combination of the following
methods for creating and accumulating internal control documentation.
•

Reference existing documentation. In many instances, the documentation of a policy or procedure
already exists, for example, human resource policies or personnel manuals. When that is the case, the
automated tool will allow this existing documentation to be accessed and reviewed by the user. To
allow for this sharing of existing information, the automated tool may have to:

— Interface with existing systems

— Import existing data
•

Menu-driven responses. To create documentation for a new or existing control procedure, the auto
mated tool may provide users with choices from a pull-down menu. For example, to describe a control
objective, the user may be presented with a choice of "ensure proper authorization of transactions,"
"verify accuracy," "ensure the capture of all valid transactions," and so on.

•

Free responses. Instead of choosing from a predetermined list of possibilities, users may enter their
own response into a text box.

.83 Regardless of the method used to document new or existing controls, the goal remains the same—to
accurately describe the entity's control policies and procedures as they currently exist. Whether that goal is
achieved depends primarily on the user's qualifications, knowledge, and training. To effectively document
the entity's control policies and procedures, the user should have an in-depth understanding of all of the
following:

•

The entity's operations and existing control policies and procedures

•

Internal control concepts, as described in the COSO framework (or other framework, if the entity
does not use COSO)

•

The financial reporting process

•

The assertions that are represented in the financial statements5

Financial statement assertions are described in the auditing literature as the assertions that are embodied in an entity's financial
statements. For example, implicit in the financial statements is the assertion that the statements present all transactions and that only
bona fide, authorized transactions are included. The five financial statement assertions are completeness, existence or occurrence,
valuation, rights or ownership, and presentation and disclosure. A working knowledge of these assertions will help users understand
risks and related controls. For example, there is a risk that the entity will fail to capture and process all valid transactions (completeness
assertion). Therefore, a control objective of the entity's system should be to ensure completeness.
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Maintaining Information Integrity
.84 To be effective, management must be able to rely on the accuracy of the documentation maintained.
To achieve this integrity, the automated tool should have the following features:
•

Logical access controls. The ability to modify documentation should be tightly controlled in the same
way that access to all of an entity's sensitive information and computer applications is controlled.
Individual users should be granted access privileges only to those areas of documentation that pertain
to their assigned responsibilities. These access privileges should be administered carefully.

•

Standardized updating procedures. As with any database, changes to data—in this case, the documen
tation of internal control—should be monitored and controlled. Modifications to the documentation
should be done in an orderly fashion that ensures that all required changes are made. Once the
changes have been made, they should be reviewed.

Monitoring Documentation Changes
.85 Once the documentation warehouse becomes established as an accurate reflection of internal control,
and standardized updating procedures are in place, any changes to the documentation should represent
actual changes to internal control. Management is required to report material changes in internal control.
Identifying and capturing changes to the internal control documentation will enable this requirement to be
met.
.86 The automated documentation tool should have a means for identifying changes since the last
reporting date. To help reviewers evaluate their significance, these changes should be able to be grouped in
a variety of ways, including business process, control objective, and financial statement account grouping.

Testing of Internal Control
.87 Management's tests of internal control should be:
•

Complete. If the COSO criteria are used to measure internal control effectiveness, all five components
of internal control, including the control environment, should be tested.

•

Sufficient. The scope and extent of the tests should be sufficient for management to draw a reliable
conclusion about the overall effectiveness of internal control taken as a whole.

•

Timely. The timing of the tests, or the time period covered by the tests, should allow management to
draw a reliable conclusion about the effectiveness of controls as of the reporting date, that is, fiscal
year end.

.88 Additionally, the entity should address both the design and the operating effectiveness of the control.
•

Design effectiveness. A control policy or procedure should be designed in a way that material
misstatements to the financial statements will be prevented or detected in a timely manner.

•

Operating effectiveness. Tests to evaluate operating effectiveness should allow management to evaluate
how the control procedure was applied, the consistency with which it was applied, and by whom it
was applied.

.89 To be effective, the tests should have:

•

Clearly stated objectives

•

A design that is appropriate to achieve those objectives
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A scope and extent that is comprehensive enough to draw a reliable conclusion

Testing the Control Environment
.90 The control environment has a significant influence on the operating effectiveness of the other
components of the COSO integrated framework. The control environment is different from the other
components in that it:
•

Has an indirect effect on the amounts and disclosures reported in the financial statement, and

•

Is not transaction-oriented. As such, it does not lend itself to transaction-oriented testing.

.91 Testing the operating effectiveness of the control environment may pose a challenge for management.
Documenting the control policies that make up the control environment is not sufficient to draw a conclusion
about operating effectiveness. For example, the mere existence of a company code of conduct and its
dissemination are not sufficient to allow management to conclude on the effectiveness of the related elements
of the entity's control environment. Following the guidance provided here, tests must be performed to allow
management to determine:
• How management, the board of directors, the audit committee, and the company employees applied
the policies described in the code of conduct to their work
•

The consistency with which individuals followed the guidelines contained in the code

•

Who followed the code and who did not

.92 In general, two approaches have begun to emerge for testing the control environment.

1. Indirect. Under this approach, management focuses its primary testing on activity-level controls. The
results of those tests are evaluated carefully, and any deficiencies are investigated thoroughly to
understand their root causes. Based on the information gained from these tests of activity-level
controls, management is able to infer the relative effectiveness of the control environment.
2. Direct. Under this approach, management plans and performs tests to gather evidence directly about
the operating effectiveness of the control environment. Such tests might include employee surveys,
interviews with selected individuals, and the performance of a computer general controls review.
Management uses the results of these tests of the control environment to design the activity-level
tests.
.93 The definitive guidance on internal control reporting does not express a preference for either
approach. In the opinion of the author, directly testing the control environment will lead to more reliable
conclusions about its operating effectiveness. Designing and performing these types of tests may be outside
the realm of tests normally performed by audit or financial professionals; however, credentialed specialists
in organizational development and other disciplines have developed tools and methodologies in this area
that may be appropriate for management wishing to gain a direct understanding of an entity's control
environment effectiveness.

Testing Activity-Level Controls
Assessing the Effectiveness of Design
.94 Activity-level controls are effective when they can provide reasonable assurance that material
financial statement errors will be prevented or detected in a timely fashion. To assess design effectiveness,
management should consider:
•

The general types of errors that could occur

•

The points in the processing stream where errors may be introduced
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.95 After gaining an understanding of what could go wrong and where, management will then determine
whether the system, as designed, adequately addresses these potential errors and error points.

Assessing Operating Effectiveness
.96 Nature. Management will need to decide about the kinds of tests it will perform. For example, will
the entity conduct inquiries, observe controls being performed, or reperform certain control procedures? The
nature of the tests performed depends on the kind of control procedure being tested and whether its
performance is documented.

.97 Typically, management will perform a combination of one or more controls to gather evidence about
their effective operations. It would be unlikely that one test will provide all the evidence needed to support
a conclusion. An opinion about control effectiveness most likely will be formed by the congruence and
consistency of the evidence gathered from several sources and kinds of tests.
.98 Typical tests that management may choose from include:
•

Tests of transactions

•

Reperformance of control procedures

•

Tests of computer application controls

•

Inquiries

•

Direct observation

.99 Timing. The Sarbanes-Oxley Act requires management to report on the effectiveness of internal
control as of a point in time, namely, year end. As a practical matter, many tests will be performed in advance
of the reporting date. In those situations, management will need to consider the need to perform additional
tests to establish the effectiveness of the control procedure from the time the tests were performed until the
reporting date. For example, if the entity tests the effectiveness of bank reconciliations as of June 30 and the
reporting date is December 31, management will need to consider performing tests to cover the period from
July 1 through December 31. These tests may not require a repeat of the detailed tests performed at June 30
for the subsequent six-month period. Once management establishes the effectiveness of the control procedure
at June 30, it may be able to support the effectiveness of the control at the reporting date indirectly through
the consideration of entity-level controls and other procedures such as:
•

The effectiveness of personnel-related controls such as the training and supervision of personnel who
perform control procedures.

•

The effectiveness of risk identification and management controls, including change management.

•

The effectiveness of the monitoring component of the entity's internal control.

•

Inquiries of personnel to determine what changes, if any, occurred during the period that would
affect the performance of controls.

•

Repeating the procedures performed earlier in the year, focusing primarily on elements of the control
procedure that have changed during the period.

Reporting
.100 The section of this Alert titled "The SEC Rules" describes what management's report on internal
control must contain. However, the SEC has not mandated a prescribed form for management's report. Of
the items required to be included in management's report, the one that calls for the most judgment is the
following:
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Management's assessment of the effectiveness of the company's internal control over financial
reporting as of the end of the most recent fiscal year, including a statement as to whether or not
internal control over financial reporting is effective. This discussion must include disclosure of any
material weakness in the company's internal control over financial reporting identified by manage
ment. Management is not permitted to conclude that the registrant's internal control over financial
reporting is effective if there are one or more material weaknesses in the company's internal control
over financial reporting.
.101 In its commentary to the final rules, the SEC requires management to state whether internal control
is functioning effectively or not. "Negative assurance"—in which management states that "nothing came to
its attention that would lead it to believe that internal control was not functioning effectively"—is not
acceptable.

Material Weaknesses and Significant Deficiencies
.102 Management is required to disclose any "material weakness" in the company's internal control.
Further, the existence of one or more material weaknesses precludes management from concluding that its
internal control is effective.

.103 The SEC has stated that the meaning of the terms material weaknesses and significant deficiencies should
be determined by reference to the auditing literature. Paragraphs 9 and 10 of the auditing standard provide
the following definitions:
9. A significant deficiency is a control deficiency, or combination of control deficiencies, that adversely
affects the company's ability to initiate, authorize, record, process, or report external financial data
reliably in accordance with generally accepted accounting principles such that there is more than a
remote likelihood that a misstatement of the company's annual or interim financial statements that
is more than inconsequential will not be prevented or detected.

Note: The term "remote likelihood" as used in the definitions of significant deficiency and material
weakness (paragraph 10) has the same meaning as the term "remote" as used in Financial Accounting
Standards Board Statement No. 5, Accounting for Contingencies ("FAS No. 5"). Paragraph 3 of FAS No.
5 states:
When a loss contingency exists, the likelihood that the future event or events will confirm the
loss or impairment of an asset or the incurrence of a liability can range from probable to remote.
This Statement uses the terms probable, reasonably possible, and remote to identify three areas
within that range, as follows:
a.

Probable. The future event or events are likely to occur.

b.

Reasonably possible. The chance of the future event or events occurring is more than remote
but less than likely.

c.

Remote. The chance of the future events or events occurring is slight. Therefore, the
likelihood of an event is "more than reasonably possible or probable."

Note: A misstatement is inconsequential if a reasonable person would conclude, after considering
the possibility of further undetected misstatements, that the misstatement, either individually or
when aggregated with other misstatements, would clearly be immaterial to the financial statements.
If a reasonable person could not reach such a conclusion regarding a particular misstatement, that
misstatement is more than inconsequential.
10. A material weakness is a significant deficiency, or combination of significant deficiencies, that
results in more than a remote likelihood that a material misstatement of the annual or interim
financial statements will not be prevented or detected.
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Note: In evaluating whether a control deficiency exists and whether control deficiencies, either
individually or in combination with other control deficiencies, are significant deficiencies or material
weaknesses, the auditor should consider the definitions in paragraphs 8, 9 and 10 [of the auditing
standard], and the directions in paragraphs 130 through 137 [of the auditing standard]. As explained in
paragraph 23 [of the auditing standard], the evaluation of the materiality of the control deficiency
should include both quantitative and qualitative considerations. Qualitative factors that might be
important in this evaluation include the nature of the financial statement accounts and assertions
involved and the reasonably possible future consequences of the deficiency. Furthermore, in deter
mining whether a control deficiency or combination of deficiencies is a significant deficiency or a
material weakness, the auditor should evaluate the effect of compensating controls and whether such
compensating controls are effective.

Making Judgments About the Severity of Internal Control Deficiencies
.104 Determining whether an internal control deficiency rises to the level of a material weakness will
require management to consider:
•

Likelihood, that is, the chance that the deficiency could result in a financial statement misstatement.
When assessing likelihood, consider:

— The relative importance of the control and whether the overall control objective is achieved by
other control activities or a combination of control activities.
— If the deficiency is an operating deficiency, the frequency of the operating failure rate. For
example, numerous or repeated failures in the operation of a control would be more likely to be
considered a significant deficiency than failures that are considered isolated occurrences.
— Whether the control is automated and therefore could be expected to perform consistently over
time.
•

Significance, that is, the magnitude of potential misstatements resulting from the deficiency. When
assessing significance, consider:

— The nature of the account balance or classes of transactions affected by the deficiency and the
financial statement assertions involved.
— Whether the deficiency relates to an entity-level or activity-level control. Because entity-level
controls can affect many account balances, classes of transactions, or financial statement asser
tions, weaknesses in entity-level controls that seem relatively insignificant by themselves could
result in material financial statement misstatements.

Disclosures About Material Weaknesses
.105 When a company identifies a material weakness, and such material weakness has not been remedi
ated before its fiscal year end, it must conclude that its internal control over financial reporting is ineffective.
The SEC staff believes that in such a case, companies should consider including the following in their
disclosures:
•

The nature of any material weakness

•

Its impact on financial reporting and the control environment

•

Management's current plans, if any, for remediating the weakness

Annual Reporting of Material Weaknesses That Have Been Corrected
.106 Management is required to report on the effectiveness of internal control over financial reporting as
of year end. In some cases, management may have identified and corrected a material weakness in internal
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control during an interim period. At issue is whether that corrected weakness is required to be reported in
the entity's annual report on internal control.

.107 To make that determination, management should consider whether the corrected deficiency has
been operational for a period of time that is sufficient to draw a reliable conclusion about its operating
effectiveness as of year end. Testing the corrected deficiency for design and operational effectiveness would
be required to support management's conclusion. Before making its final decision regarding the reporting
of a corrected deficiency, management should consult with its SEC legal counsel and the external auditors.
.108 In addition, in July 2005, the PCAOB adopted Auditing Standard No. 4, Reporting on Whether a
Previously Reported Material Weakness Continues to Exist; this standard established a stand-alone engagement
that is completely voluntary, performed at the company's request. Although the auditor's evaluation of the
design and operating effectiveness of the identified controls generally follows the requirements of PCAOB
Auditing Standard No. 2, this engagement is designed to be significantly narrower in scope because the
auditor's testing is limited to the controls specifically identified by management as addressing the material
weakness. Also, unlike an auditor's report on internal control over financial reporting, in which the
assessment is required to be as of the date of the annual financial statements, an auditor's report on whether
a material weakness continues to exist may be as of any date set by management. The PCAOB believes that
in deciding whether to engage their auditors to report on whether a material weakness continues to exist,
most companies will do so only when the benefits, such as renewed investor confidence, would outweigh
the costs of such an audit. Auditing Standard No. 4 will become effective when ratified by the SEC.

Resource Central
On the Bookshelf
.109 The following publications deliver valuable guidance and practical assistance related to internal
control.

•

Internal Control—Integrated Framework (product no. 990012kk), a paperbound version of the COSO
report that established a common definition of internal control different parties can use to assess and
improve their control systems. It also includes information on how to prepare external reports and
five tools for evaluating each of the components identified in the framework.

•

Financial Reporting Fraud: A Practical Guide to Detection and Internal Control (product no. 029879kk), a
paperbound publication for CPAs in both public practice and industry. It uses case studies to provide
information necessary to minimize fraud exposure for CPAs, employers, and clients.

•

Audit Committee Toolkit (product no. 991001kk), a practice aid that brings you checklists, matrixes,
questionnaires, and other materials that are designed to help the audit committee do the job it needs
to do.

AICPA's reSOURCE Online Accounting and Auditing Literature
.110 Get access—anytime, anywhere—to the AICPA's latest Professional Standards, Technical Practice Aids,
Audit and Accounting Guides, Audit Risk Alerts, and Accounting Trends & Techniques. To subscribe to this
essential service, go to www.cpa2biz.com.

reSOURCE CD-ROM
.111 The AICPA is currently offering a CD-ROM product entitled reSOURCE: AICPA's Accounting and
Auditing Literature. This CD-ROM enables subscription access to AICPA Professional Literature products in
a Windows format, namely, Professional Standards, Technical Practice Aids, and Audit and Accounting Guides
AICPA Audit and Accounting Manual

AAM §8250.111

9000-76

Alerts

70

5-06

(available for purchase as a set or as individual publications). This dynamic product allows you to purchase
the specific titles you need and includes hypertext links to references within and between all products.

Educational Courses and Training
.112 The AICPA offers the following continuing professional education (CPE) courses related to internal
control:

•

Internal Control Reporting for Public Companies, a self-study course on CD (product no. 737132kk).

•

Internal Control and Design, a CPE course, and Internal Controls: Design and Documentation, a CPE
self-study course (product no. 731850kk), that provide information on regulatory requirements
and techniques for meeting them. These courses explain why internal controls matter to manage
ment, auditors, and regulators; what makes up a good system; how internal controls can be both
cost- effective and efficient; and how to create usable, affordable documentation.

•

Internal Control Reporting: Standards for Compliance, a video CPE course.

•

Internal Control Reporting for Public Companies, a July 17,2003, Webcast that described what the SEC's
final rules require of companies and who is affected. Available on CD-ROM (product no. 737132kk).

Online CPE
.113 The AICPA offers an online learning tool, AICPA InfoBytes. An annual fee will offer unlimited access
to over 1,000 credits of online CPE in one- and two-hour segments. Register today at www.cpa2biz.com.

AICPA's Antifraud & Corporate Responsibility Resource Center
.114 The AICPA's Antifraud & Corporate Responsibility Resource Center (www.aicpa.org/antifraud/)
allows you to select optional ways to learn about fraud. The Center spotlights the new Web-based fraud and
ethics case studies and commentaries recently issued; the AICPA antifraud Webcast series; the interactive
CPA course Fraud and the CPA, and a competency model that allows you to assess your overall skills and
proficiencies as they relate to fraud prevention, detection, and investigation, among other topics. In addition,
the site offers press releases and newsworthy items on other AICPA courses related to prevention and
detection and an overview of the AICPA Antifraud & Corporate Responsibility Program.

AICPA Audit Committee Effectiveness Center
.115 Located at www.aicpa.org/audcommctr/homepage.htm, the AICPA Audit Committee Effective
ness Center presents the guidance and tools necessary to make audit committee best practices actionable.
Available at the center is the AICPA Audit Committee Toolkit, the Audit Committee Matching System, Audit
Committee e-Alerts, and other guidance and resources.

AICPA/CPA2Biz Service Center
.116 To order AICPA products, receive information about AICPA activities, and find help on your
membership questions call the AICPA/CPA2Biz Service Center at (888) 777-7077. The best times to call are
8:30 a.m. to 11:30 a.m. and 2:00 p.m. to 7:30 p.m., Eastern Standard Time. You can also order AICPA products
from the Service Center by fax at (800) 362-5066 or visit www.cpa2biz.com to obtain product information
and place online orders.
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Hotlines

Accounting and Auditing Technical Hotline
.117 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call (888) 777-7077.

Ethics Hotline
.118 Members of the AICPA's Professional Ethics Team answer inquiries concerning independence and
other behavioral issues related to the application of the AICPA Code of Professional Conduct. Call (888)
777-7077.

Web Sites

Sarbanes-Oxley Act/PCAOB Implementation Central
.119 Visit Sarbanes-Oxley Act/PCAOB Implementation Central at www.aicpa.org/Sarbanes/index.asp.
This AICPA Web site provides extensive, up-to-date compliance information for CPAs.

AICPA Online and CPA2Biz
.120 AICPA Online (www.aicpa.org) offers CPAs the unique opportunity to stay abreast of matters
relevant to the CPA profession. AICPA Online informs you of developments in the accounting and auditing
world as well as developments in congressional and political affairs affecting CPAs. In addition,
www.cpa2biz.com offers all the latest AICPA products, including the Audit and Accounting Guides,
Professional Standards, CPE courses, Practice Aids, and Audit Risk Alerts.
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.121

Appendix

Frequently Asked Questions (From the U.S. Securities and
Exchange Commission)
November 8, 2002 (Revised November 14, 2002)
The answers to these frequently asked questions represent the views of the Division of Corporation Finance.
They are not rules, regulations nor statements of the Securities and Exchange Commission. Further, the
Commission has neither approved nor disapproved them.

Q1: Section 2(a)(7) of the Sarbanes-Oxley Act of 2002 (the "Act") defines an "issuer" as an "issuer (as
defined in Section 3 of the Securities Exchange Act of 1934 (15 U.S.C. 78(c)), the securities of which are
registered under Section 12 of that Act (15 U.S.C. 781), or that is required to file reports under Section 15(d)...
A company has offered and sold debt securities pursuant to a registration statement filed under the Securities
Act of 1933, thus subjecting it to the reporting requirements of Section 15(d). The company did not register
the debt securities under Section 12 of the Exchange Act of 1934. Subsequently, the company's reporting
obligations have been statutorily suspended under Section 15(d) because it had fewer than 300 security
holders of record at the beginning of its fiscal year. The company has not filed a Form 15 and has continued
to file reports pursuant to its indenture. Is the company considered an "issuer" under the Act?
A1: No. Because the issuer had fewer than 300 security holders of record at the beginning of its fiscal
year, the suspension is granted by statute and is not contingent on filing a Form 15. The definition of issuer
applies only to issuers required to file reports. However, see Question 9 regarding these kinds of filers under
Section 302 of the Act.
Q2: Will the rules relating to Section 301 apply to issuers whose securities are traded on the over-thecounter bulletin board market?

A2: No. Securities traded on the over-the-counter bulletin board market currently are not considered
listed securities.

Q3: An issuer is filing a Form 10-K report after August 29, 2002, the date Rules 13a-14, 13a-15, 15d-14
and 15d-15 became effective, for a period ending prior to the effective date. Section V of Release No. 33-8124
provides that the certification required to be included with the report need contain only the statements set
forth in paragraphs (b)(1), (2) and (3) of Exchange Act Rules 13a-14 and 15d-14. However, the instructions
to Forms 10-Q, 10-QSB, 10-K, 10-KSB, 20-F and 40-F indicate that the required certification must be in the
exact form set forth in the report. Must a certification filed during the transition period for a period ended
before August 29th include the statements set forth in paragraphs (b)(4), (5) and (6) of Rules 13a-14 and
15d-14?
A3: No. Paragraphs (b)(4), (5) and (6) of Rules 13a-14 and 15d-14 need only be included for quarterly
and annual reports, including transition reports, filed for periods ending after August 29, 2002.

Q4: Does an amended quarterly or annual report filed after August 29, 2002, the effective date of Rules
13a-14 and 15d-14, that amends a report filed prior to August 29, 2002 have to be certified?
A4: Yes. See note 48 of Release 33-8124. The certification need not include paragraphs (b)(4), (5) and (6)
of Rules 13a-14 and 15d-14.
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Q5: A company is filing a Form 10-Q/A for a period ending prior to the effective date of Rules 13a-14
and 15d-14. The amendment will neither contain nor amend financial statements. May the principal executive
officer and principal financial officer omit paragraph 3 from the certifications?

A5: Yes. Since there will be no financial statements in the Form 10-Q/A, paragraph 3 may be omitted.
Q6: If an issuer has filed a Form 10-Q before the effective date of Rules 13a-14 and 15d-14, but needs to
file an amended Form 10-Q after August 29, does the issuer need to provide the disclosure required by Item
307 of Regulation S-K?
A6: No.

Q7: Does the new Item 15 of Form 20-F apply to periods ending prior to August 29, 2002?

A7: Issuers must comply with Item 15(b) but not Item 15(a).
Q8: Does Section 302 apply to Forms 8-K filed by asset-backed issuers?

A8: No. Asset-Backed Issuers, as defined in Rules 13a-14(g) and 15d-14(g), do not need to file a
certification with each Form 8-K. However, the certification that is filed with the Asset-Backed Issuer's Form
10-K will relate to certain Forms 8-K filed by the issuer in the preceding year. Please refer to Statement by
the Staff of the Division of Corporation Finance of the Securities and Exchange Commission Regarding
Compliance by Asset-Backed Issuers with Exchange Act Rules 13a-14 and 15d-14, dated August 27, 2002.
Q9: Is an issuer that is filing or submitting reports exclusively under Section 15(d) of the Exchange Act
on a "voluntary" basis (for example, pursuant to a covenant in an indenture or similar document), due to a
statutory suspension of the Section 15(d) filing obligation, subject to Rules 15d-14 and 15d-15 and the
disclosure required by Item 307 of Regulations S-B and S-K?
A9: Yes. All companies filing or submitting reports under Section 13(a) or 15(d) must comply with those
provisions whether or not a Form 15 has been filed pursuant to Rule 15d-6.
Q10: If only one other officer is certifying to the issuer's reports, is it permissible to revise paragraph 4
of the certification to make "other certifying officers" singular?

A10: Yes.

Qll: If an officer signs the certification without altering the wording to indicate he or she is providing
the certification as principal financial officer, how will readers know whether the signatory is the principal
executive officer or the principal financial officer?
All: The officer should include his or her title under the signature.

Q12: If the same individual is both the principal executive officer and principal financial officer, must
he or she sign two certifications?

A12: The individual may provide one certification and provide both titles underneath the signature.
Q13: A CEO resigned after the end of the quarter but before the filing of the upcoming Form 10-Q. The
company appointed a new CEO prior to the filing. Who signs the certification?

A13: The new CEO because he or she is the principal executive officer at the time of the filing.

Q14: A company has a CEO who is resigning at the end of the year and is no longer performing the
function of CEO although he is still employed with the company. In the interim, the company has another
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individual that is performing the functions of CEO. Can that other individual sign the certification despite
the fact that the company still has another person with the CEO title?

A14: The person performing the function of CEO at the time of the filing should provide the certification.
If it is not the person with the title of CEO, the company should disclose in the filing that the other individual
is performing that function.
Q15: An issuer currently does not have a CEO/CFO. Who must execute the certifications required by
Rules 13a-14 and 15d-14?

A15: As set forth in paragraph (a) of Rules 13a-14 and 15d-14, where an issuer does not have a CEO/CFO,
the person or persons performing similar functions must execute the required certification.
Q16: Must co-principal executive officers (or co-principal financial officers) execute separate certifica
tions or may both execute the same certification?

A16: Co-principal executive officers (or co-principal financial officers) should each execute separate
certifications.
Q17: If Section 302 certifications are not included in, for example, a Form 10-K or 10-Q filing, and an
amendment will be filed to include the certifications, must the entire document be re-filed or can the
amendment include only the signature pages?

A17: Because the certification relates to the entire Form 10-K or 10-Q filing, the amendment should
include the entire filing, not just the signature pages.
Q18: Using the same facts in Question 17 above, if the amendment is not filed within the time period
required for the periodic report, is the report deemed to be untimely?

A18: Yes. The periodic report will not be deemed timely for purposes of form eligibility and the issuer
will not be deemed current until the amended periodic report containing the certification is filed.
Q19: A Canadian issuer is filing a Form F-10. Are certifications required because the Form F-10
incorporates prior Exchange Act filings?
A19: No.

Q20: What definition is the Commission currently using for internal controls and internal controls and
procedures for financial reporting?

A20: In the release adopting the rules pursuant to Section 302 of the Act, the Commission noted the
pre-existing concept of "internal controls" contained in Codification of Statements on Auditing Standards
Section 319 ("AU Section 319"). See Release 33-8124 fn. 59 and accompanying text. In Release No. 33-8138,
the Commission proposed defining "internal controls and procedures for financial reporting" by reference
to AU Section 319, subject to any future modifications by the Public Company Accounting Oversight Board.
Pending completion of rulemaking, the staff interprets both "internal controls and procedures for financial
reporting" and "internal controls" for purposes of Exchange Act Rules 13a-14(b)(5) and (6) and 15d-14(b)(5)
and (6) and Item 307 of Regulations S-B and S-K by reference to existing literature regarding generally
accepted auditing standards, which would also be by reference to AU Section 319.

Q21: Are paragraphs (b)(5) and (b)(6) of Rules 13a-14 and 15d-14 currently operative given that there is
no current requirement for evaluation of internal controls?
A21: Yes, these paragraphs are currently operative as to any filing relating to a period ending after
August 29, 2002. See also Question 22.
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Q22: New Exchange Act Rules 13a-14(b)(5) and (6) and 15d-14(b)(5) and (6) require an issuer's CEO and
CFO to certify that:

He or she and the other certifying officers have disclosed, based on their most recent evaluation, to
the issuer's auditors and the audit committee of the board of directors (or persons fulfilling the
equivalent function):

•

All significant deficiencies in the design or operation of internal controls which could adversely
affect the issuer's ability to record, process, summarize and report financial data and have
identified for the issuer's auditors any material weaknesses in internal controls; and

•

Any fraud, whether or not material, that involves management or other employees who have a
significant role in the issuer's internal controls; and

•

He or she and the other certifying officers have indicated in the report whether or not there were
significant changes in internal controls or in other factors that could significantly affect internal
controls subsequent to the date of their most recent evaluation, including any corrective actions
with regard to significant deficiencies and material weaknesses.

In addition, paragraph (b) of Item 307 of Regulations S-B and S-K requires an issuer to disclose whether or
not there were significant changes in the issuer's internal controls or in other factors that could significantly
affect these controls subsequent to the date of their evaluation, including any corrective actions with regard
to significant deficiencies and material weaknesses. Is a quarterly evaluation of internal controls or internal
controls and procedures for financial reporting required at this time, and if so, what are the particular
standards? How should the issuer respond to Item 307(b) of Regulations S-B and S-K? How should the
issuer's CEO and CFO address this situation in their certification statements?
A22: Although proposed amendments to Exchange Act Rules 13a-15 and 15d-15 would impose a
requirement on an issuer's management to conduct an evaluation, with the participation of the issuer's CEO
and CFO, of the effectiveness of the issuer's internal controls and procedures for financial reporting (See
Release No. 33-8138), the Commission's rules currently do not specifically require an issuer's CEO or CFO,
or the issuer itself, to conduct periodic evaluations of the issuer's internal controls or the issuer's internal
controls and procedures for financial reporting. Some elements of internal controls are included in the
definition of disclosure controls and procedures. There is a current evaluation requirement involving the
CEO and the CFO of that portion of internal controls that is included within disclosure controls and
procedures as part of the required evaluation of disclosure controls and procedures. We expect that issuers
generally also would engage in an evaluation of internal controls. We believe that issuers generally currently
evaluate internal controls, for example, in connection with reviewing compliance with Section 13(b) of the
Exchange Act or in connection with the preparation or audit of financial statements.

In the case of Item 307(b) of Regulations S-K and S-B, to the extent that an issuer has conducted an evaluation
of its internal controls as of the end of the period covered by the report, including under the circumstances
described in the preceding paragraph, the issuer should disclose any significant changes to the internal
controls or in other factors that could significantly affect these controls subsequent to the date of their
evaluation, including any corrective actions with regard to significant deficiencies and material weaknesses.
If the issuer has made any significant changes to internal controls or in other factors that could significantly
affect these controls, such changes would presumably follow some evaluation, in which case the required
disclosure must be made. If the issuer has made no significant changes, then no disclosure is required. This
response is also applicable to Item 15(b) of Form 20-F and Item 6(c) of Form 40-F.
Regarding the certifications under Exchange Act Rules 13a-14(b)(5) and (6) and 15d-14(b)(5) and (6), the
disclosures under Item 307 of Regulations S-B and S-K described above following any evaluations of internal
controls, including in the circumstances described above in which the CEO or the CFO participates, would
satisfy the requirements of paragraph (6). Paragraph (5) would currently require that disclosure be made by
the CEO and the CFO to the issuer's auditors and the audit committee of its board of directors of any events
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enumerated in paragraph (5) that have occurred of which the CEO or CFO become aware based on the most
recent evaluation of internal controls, including in the circumstances described above, in which the CEO or
CFO participates.
Q23: For purposes of Rules 13a-l4(b)(5) and (6) and 15d-14(b)(5) and (6), what do the terms "significant
deficiencies" and "material weaknesses" mean?

A23: For purposes of Rules 13a-14(b)(5) and (6) and 15d-14(b)(5) and (6), the meaning of the terms
"significant deficiencies" and "material weaknesses" should be determined by reference to generally
accepted auditing standards. See generally, AU Section 325.
Q24: Where the registrant is a limited partnership that does not have an audit committee, who should
be considered the persons performing the equivalent function as referenced in new Exchange Act Rules
13a-14(b)(5) and 15d-14(b)(5)?

A24: Many limited partnerships do not have audit committees. Many general partners of limited
partnerships are themselves limited partnerships. In this case, look through each general partner of the
limited partnerships acting as general partner until a corporate general partner or an individual general
partner is reached. With respect to a corporate general partner, the registrant should look to the audit
committee of the corporate general partner or to the full board of directors as fulfilling the role of the audit
committee. With respect to an individual general partner, the registrant should look to the individual as
fulfilling the role of the audit committee.
Q25: If a company otherwise maintains a dividend reinvestment plan that satisfies the exemptive
conditions of Rule 16a-ll, are automatic dividend reinvestments under a non-qualified deferred compensa
tion plan also eligible for the Rule 16a-ll exemption, so that those reinvestment transactions would not be
required to be reported, thus reducing the number of Forms 4 due?

A25: Non-qualified deferred compensation plans are not Excess Benefit Plans, as defined by Rule
16b-3(b)(2) under the Exchange Act, in which transactions are exempted by Rule 16b-3(c). See Interpretive
Letter to American Bar Association (Feb. 10, 1999, Q. 2(c)). Under Rule 16a-3(g)(l), as amended in Release
34-46421 (Aug. 27, 2002), each transaction in a non-qualified deferred compensation plan must be reported
on a Form 4 not later than the end of the second business day following the day on which the transaction
was executed. However, if a company maintains a dividend reinvestment plan that satisfies the exemptive
conditions of Rule 16a-ll, automatic dividend reinvestments under a non-qualified deferred compensation
plan are also eligible for the Rule 16a-ll exemption. See Interpretive letter to American Home Products (Dec.
15,1992).

Q26: In order to reduce the number of Forms 4 due annually, an insider makes the following choices: In
connection with the annual year-end election to defer some of the following year's salary into a non-qualified
deferred compensation plan, the insider elects to have payroll deductions invested in the plan's interest-only
account. The insider also elects for the deferred salary so invested to be "swept" on a quarterly basis into the
plan's stock fund account. How should these "sweep" transactions be reported?
A26: Each "sweep" transaction would be reportable separately on Form 4. If the "sweep" election
satisfies the Rule 16b-3(f ) exemptive conditions for Discretionary Transactions (as defined in Rule 16b3(b)(1)), the "sweep" transactions would be reported using Code I. Further, if the reporting person does not
select the date of execution for a "sweep" that is a Discretionary Transaction, Rules 16a-3(g)(3) and (4) would
apply to determine the deemed execution date.
Q27: For purposes of satisfying the affirmative defense conditions of Rule 10b5-l(c), an insider adopts a
written plan for the purchase or sale of issuer equity securities. In the plan, which was drafted by a
broker-dealer, the broker-dealer specified the dates on which plan transactions will be executed. Can the
insider rely on Rule 16a-3(g)(2) to compute the Form 4 due date for plan transactions based on a deemed
execution date?
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A27: No. By adopting a written plan that specifies the dates on which plan transactions will be executed,
the insider will have selected the date of execution for plan transactions. Consequently, the insider will not
be able to rely on Rule 16a-3(g)(2) to compute the Form 4 due date for plan transactions based on a deemed
execution date.

Q28: When reporting more than one transaction on the same Form 4, what date should be stated in
Box 4?

A28: The transaction date (not the deemed execution date) of the earliest transaction reported should be
stated in Box 4.

(Revised October 6, 2004)1
The answers to these frequently asked questions represent the views of the staffs of the Office of the Chief
Accountant and the Division of Corporation Finance. They are not rules, regulations or statements of the
Securities and Exchange Commission. Further, the Commission has neither approved nor disapproved them.
QI: Financial Accounting Standards Board (FASB) Interpretation No. 46 (revised December 2003),
Consolidation of Variable Interest Entities—An interpretation of ARB No. 51, requires that registrants apply that
guidance and, if applicable, consolidate entities based on characteristics other than voting control no later
than the period ending March 15, 2004, or December 15,2004 for small business issuers. In instances where
the registrant lacks the ability to dictate or modify the internal controls of an entity consolidated pursuant
to Interpretation No. 46, it may not have legal or contractual rights or authority to assess the internal controls
of the consolidated entity even though that entity's financial information is included in the registrant's
financial statements. Similarly, for entities accounted for via proportionate consolidation in accordance with
Emerging Issues Task Force Issue No. 00-1 (EITF 00-1), management may not have the ability to assess the
internal controls. How should management's report on internal control over financial reporting address these
situations?
Al: We would typically expect management's report on internal control over financial reporting to
include controls at all consolidated entities, irrespective of the basis for consolidation. However, in a situation
where the entity was in existence prior to December 15,2003 and is consolidated by virtue of Interpretation
No. 46 (i.e., would not have been consolidated in the absence of application of that guidance) and where the
registrant does not have the right or authority to assess the internal controls of the consolidated entity and
also lacks the ability, in practice, to make that assessment, we believe management's report on internal control
over financial reporting should provide disclosure in the body of its Form 10-K or 10-KSB regarding such
entities. For example, a registrant could refer readers to a discussion of the scope of management's report on
internal control over financial reporting in a section of the annual report entitled "Scope of Management's
Report on Internal Control Over Financial Reporting." The registrant should disclose in the body of the Form
10-K or 10-KSB that it has not evaluated the internal controls of the entity and should also note that the
registrant's conclusion regarding the effectiveness of its internal control over financial reporting does not
extend to the internal controls of the entity. The registrant should also disclose any key sub-totals, such as
total and net assets, revenues and net income that result from consolidation of entities whose internal controls
have not been assessed. The disclosure should note that the financial statements include the accounts of
certain entities consolidated pursuant to FIN 46 or accounted for via proportionate consolidation in accord
ance with EITF 00-1 but that management has been unable to assess the effectiveness of internal control at
those entities due to the fact that the registrant does not have the ability to dictate or modify the controls of
the entities and does not have the ability, in practice, to assess those controls.
1 On October 6, 2004, changes were made to clarify the answer to Question 3 (see footnote 2 and a cross reference added to Question
3 to reference the answer to Question 9), to describe a Type 2 SAS 70 report (see footnote 3) and to address new frequently asked
questions (see Questions 19 through 23).
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Q2: Is a registrant required to evaluate the internal control over financial reporting of an equity method
investment?

A2: The accounts of an equity method investee are not consolidated on a line-by-line basis in the financial
statements of the investor, and as such, controls over the recording of transactions into the investee's accounts
are not part of the registrant's internal control structure. However, the registrant must have controls over
the recording of amounts related to its investment that are recorded in the consolidated financial statements.
Accordingly, a registrant would have to consider, among other things, the controls over: the selection of
accounting methods for its investments, the recognition of equity method earnings and losses, its investment
account balance, etc. For example, a registrant might require that, at least annually, its equity method
investees provide audited financial statements as a control over the recognition of equity method earnings
and losses. However, nothing precludes a registrant from evaluating the control over financial reporting of
an equity method investment, and there may be circumstances where it is not only appropriate but also may
be the most effective form of evaluation. For purposes of applying this guidance, we make no distinction
between those equity method investments for which the registrant is required to file audited financial
statements pursuant to Rule 3-09 of Regulation S-X and those where no such requirement is triggered.
Q3: If a registrant consummates a material purchase business2 combination during its fiscal year, must
the internal control over financial reporting of the acquired business be included in management's report on
internal control over financial reporting for that fiscal year?

A3: As discussed above, we would typically expect management's report on internal control over
financial reporting to include controls at all consolidated entities. However, we acknowledge that it might
not always be possible to conduct an assessment of an acquired business's internal control over financial
reporting in the period between the consummation date and the date of management's assessment. In such
instances, we would not object to management referring in the report to a discussion in the registrant's Form
10-K or 10-KSB regarding the scope of the assessment and to such disclosure noting that management
excluded the acquired business from management's report on internal control over financial reporting. If
such a reference is made, however, management must identify the acquired business excluded and indicate
the significance of the acquired business to the registrant's consolidated financial statements. Notwithstand
ing management's exclusion of an acquired business's internal controls from its annual assessment, a
registrant must disclose any material change to its internal control over financial reporting due to the
acquisition pursuant to Exchange Act Rule 13a-l5(d) or 15d-15(d), whichever applies (also refer to the last
two sentences in the answer to Question 9). In addition, the period in which management may omit an
assessment of an acquired business's internal control over financial reporting from its assessment of the
registrant's internal control may not extend beyond one year from the date of acquisition, nor may such
assessment be omitted from more than one annual management report on internal control over financial
reporting.
Q4: If management, the accountant, or both conclude in a report included in a timely filed Form 10-K or
10-KSB that the registrant's internal control over financial reporting is not effective, would the registrant still
be considered timely and current for purposes of Rule 144 and Forms S-2, S-3, and S-8 eligibility?

A4: Yes, as long as the registrant's other reporting obligations are timely satisfied. As has previously
been the case, the auditor's report on the audit of the financial statements must be unqualified.
Q5: May management qualify its conclusions by saying that the registrant's internal control over
financial reporting are effective subject to certain qualifications or exceptions or express similar positions?
2 The staff intends the term business to include those acquisitions that would constitute a business based upon the facts and
circumstances as outlined in Article 11-01(d) of Regulation S-X. An acquisition may not meet the definition of a business in EITF 98-3,
"Determining Whether a Nonmonetary Transaction Involves Receipt of Productive Assets or of a Business," and would not be
accounted for under FASB Statement No. 141, Business Combinations, but nevertheless may be a business under the definition in Article
11 used for SEC reporting purposes. This guidance applies irrespective of whether the acquisition is significant under Rule l-02(w) of
Regulation S-X.
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A5: No. Management may not state that the registrant's controls and procedures are effective except to
the extent that certain problems have been identified or express similar qualified conclusions. Rather,
management must take those problems into account when concluding whether the registrant's internal
control over financial reporting is effective. Management may state that controls are ineffective for specific
reasons. In addition, management may not conclude that the registrant's internal control over financial
reporting is effective if a material weakness exists in the registrant's internal control over financial reporting.
Q6: If management's report on internal control over financial reporting does not identify a material
weakness but the accountant's attestation report does, or vice versa, does this constitute a disagreement
between the registrant and the auditor that must be reported pursuant to Item 304 of Regulation S-K or S-B?

A6: No, unless the situation results in a change in auditor that would require disclosure under Item 304
of Regulation S-K or S-B. However, such differences in identification of material weaknesses could trigger
other disclosure obligations.
Q7: When should a registrant determine whether it is an accelerated filer for purposes of determining
when it must comply with Items 308(a) and (b) of Regulations S-K and S-B?

A7: As provided in Exchange Act Rule 12b-2, a registrant that is not already subject to accelerated filing
should determine whether it is an accelerated filer at the end of its fiscal year, based on the market value of
its public float of its common equity as of the last business day of its most recently completed second fiscal
quarter. Consideration should also be given to the other components of the Rule 12b-2 definition (i.e. the
registrant has been subject to Exchange Act reporting for at least 12 months, has filed at least one annual
report, and is not eligible to use Forms 10-KSB and 10-QSB).
Q8: Is a registrant required to provide management's report on internal control over financial reporting,
and the related auditor attestation report, when filing a transition report on Form 10-K or 10-KSB?

A8: Yes. Because transition reports filed on Forms 10-K or 10-KSB (whether by rule or by election) must
contain audited financial statements, they must also include management's report on internal control, subject
to the transition provisions specified in Release No. 34-47986. The transition provisions relating to manage
ment's report on internal control should be applied to the transition period as if it were a fiscal year. Transition
reports on Form 10-Q or 10-QSB are not required to include a management report on internal control.

Q9: Is a registrant required to disclose changes or improvements to controls made as a result of preparing
for the registrant's first management report on internal control over financial reporting?
A9: Generally we expect a registrant to make periodic improvements to internal controls and would
welcome disclosure of all material changes to controls, whether or not made in advance of the compliance
date of the rules under Section 404 of the Sarbanes-Oxley Act. However, we would not object if a registrant
did not disclose changes made in preparation for the registrant's first management report on internal control
over financial reporting. However, if the registrant were to identify a material weakness, it should carefully
consider whether that fact should be disclosed, as well as changes made in response to the material weakness.

After the registrant's first management report on internal control over financial reporting, pursuant to Item
308 of Regulations S-K or S-B, the registrant is required to identify and disclose any material changes in the
registrant's internal control over financial reporting in each quarterly and annual report. This would
encompass disclosing a change (including an improvement) to internal control over financial reporting that
was not necessarily in response to an identified significant deficiency or material weakness (i.e. the imple
mentation of a new information system) if it materially affected the registrant's internal control over financial
reporting. Materiality, as with all materiality judgments in this area, would be determined upon the basis of
the impact on internal control over financial reporting and the materiality standard articulated in TSC
Industries, Inc. v. Northway, Inc. 426 U.S. 438 (1976) and Basic Inc. v. Levinson, 485 U.S. 224 (1988). This
would also include disclosing a change to internal control over financial reporting related to a business
combination for which the acquired entity that has been or will be excluded from an annual management
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report on internal control over financial reporting as contemplated in Question 3 above. As an alternative to
ongoing disclosure for such changes in internal control over financial reporting, a registrant may choose to
disclose all such changes to internal control over financial reporting in the annual report in which its
assessment that encompasses the acquired business is included.
Q10: The definition of the term "internal control over financial reporting" does not encompass a
registrant's compliance with applicable laws and regulations, with the exception of compliance with the
applicable laws and regulations directly related to the preparation of financial statements, such as the
Commission's financial reporting requirements. Are all aspects of the rules promulgated under the SarbanesOxley Act, for example, within that definition?

A10: No. While, it may be possible to connect the violation of any law, rule or regulation to the financial
statements by observing that if the violation is significant enough it will have a material impact on the
registrant's financial statements, we do not believe that compliance with all laws fits within the definition.
The Commission's financial reporting requirements and the Internal Revenue Code are examples of regula
tions that are directly related to the preparation of the financial statements. Conversely, rules requiring
disclosure as to the existence of a code of ethics or disclosure as to the existence of an audit committee financial
expert are examples of rules promulgated under the Sarbanes-Oxley Act that are not directly related to the
preparation of financial statements.
However, as part of management's evaluation of a registrant's disclosure controls and procedures, manage
ment must appropriately consider the registrant's compliance with other laws, rules and regulations. Such
consideration should include assessing whether the registrant (1) adequately monitors such compliance, and
(2) has appropriate disclosure controls and procedures to ensure that required disclosure of legal or
regulatory matters is provided. Evaluation of disclosure controls and procedures and internal control over
financial reporting in respect of compliance with applicable laws or regulations does intersect at certain
points, including, for example, whether the registrant has controls to ensure that the effects of non-compliance
with laws, rules and regulations are recorded in the registrant's financial statements, including the recogni
tion of probable losses under FASB Statement No. 5, Accounting for Contingencies.

QU: Must identified significant deficiencies be disclosed either as part of management's report on
internal control over financial reporting or elsewhere in a registrant's periodic reports?
All: A registrant is obligated to identify and publicly disclose all material weaknesses. If management
identifies a significant deficiency it is not obligated by virtue of that fact to publicly disclose the existence or
nature of the significant deficiency. However, if management identifies a significant deficiency that, when
combined with other significant deficiencies, is determined to be a material weakness, management must
disclose the material weakness and, to the extent material to an understanding of the disclosure, the nature
of the significant deficiencies. In addition, if a material change is made to either disclosure controls and
procedures or to internal control over financial reporting in response to a significant deficiency, the registrant
is required to disclose such change and should consider whether it is necessary to discuss further the nature
of the significant deficiency in order to render the disclosure not misleading. A registrant's auditor that is
aware of a significant deficiency is required to communicate the significant deficiency to the audit committee
as required by PCAOB Auditing Standard No. 2.

Q12: Many registrants with global operations have a lag in reporting the financial results of certain
foreign subsidiaries for financial reporting purposes. For example, a registrant with a December 31 year-end
may consolidate the operations of certain foreign subsidiaries with a November 30 year-end. Is this difference
in period ends also acceptable in relation to the assessment of internal control over financial reporting?

A12: Yes.

Q13: The Commission's adopting release for its rules pursuant to Section 404 of the Sarbanes-Oxley Act
(Release No. 34-47986) provides that the terms "significant deficiency" and "material weakness" have the
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same meaning for purposes of those rules as they do under generally accepted auditing standards and
attestation standards. PCAOB Auditing Standard No. 2 modified the definitions of the terms "significant
deficiency" and "material weakness." Does the Commission staff intend to look to the definitions as they
existed when the adopting release was issued or as they have been revised by the PCAOB?
A13: When the Commission published its adopting release, the Commission expressed an intention to
incorporate the definitions of "significant deficiency" and "material weakness" as they exist in the standards
used by auditors of public companies. Looking to the definitions as revised by the PCAOB is consistent with
this intention and, accordingly, the SEC staff will apply the PCAOB definitions in interpreting the Commis
sion rules in this area.

Q14: In many situations, a registrant relies on a third party service provider to perform certain functions
where the outsourced activity affects the initiation, authorization, recording, processing or reporting of
transactions in the registrant's financial statements, such as payroll. In assessing internal controls over
financial reporting, management may rely on a Type 2 SAS 70 report3 performed by the auditors of the third
party service providers. If the auditors of the third party service provider are the same as the auditors of the
registrant, may management still rely on that report? Additionally, may management rely on a Type 2 SAS
70 report on the third party based on a different year-end?
A14: In situations where management has outsourced certain functions to third party service provider(s),
management maintains a responsibility to assess the controls over the outsourced operations. However,
management would be able to rely on the Type 2 SAS 70 report even if the auditors for both companies were
the same. On the other hand, if management were to engage the registrant's audit firm to also prepare the
Type 2 SAS 70 report on the service organization, management would not be able to rely on that report for
purposes of assessing internal control over financial reporting. Management would be able to rely on a Type
2 SAS 70 report on the service provider that is as of a different year-end. Note, however, that management
is still responsible for maintaining and evaluating, as appropriate, controls over the flow of information to
and from the service organization.
Q15: What is the impact of combining the auditor's attestation report on management's assessment of
internal controls over financial reporting with the audit report on the financial statements?
A15: Item 2-02 of Regulation S-X permits the auditor to combine the attestation report on management's
assessment on internal control with the auditor's report on the financial statements. However, in determining
whether to combine the reports, the auditor should take into account any issues that may arise if its audit
report on the financial statements is expected to be reissued or incorporated by reference into a filing under
the Securities Act.

Q16: Will the SEC be providing guidance on specific considerations relating to internal control over
financial reporting for small business issuers?

A16: Although the Commission's final rule implementing Section 404 of the Act does not distinguish
between large and small issuers, the Commission, as noted in the release accompanying the final rule,
recognized that many smaller issuers might encounter difficulties in evaluating their internal control over
financial reporting. The SEC staff would support efforts by bodies such as COSO to develop an internal
control framework specifically for smaller issuers.
Q17: To what extent may management rely on the registrant's auditor to assist in its development of an
assessment process and documentation process in preparation of issuing management's report on internal
control over financial reporting?
3 AU sec. 324 defines a report on controls placed in operation and test of operating effectiveness, commonly referred to as a "Type 2
SAS 70 report". This report is a service auditor's report on a service organization's description of the controls that may be relevant to a
user organization's internal control as it relates to an audit of financial statements, on whether such controls were suitably designed to
achieve specified control objectives, on whether they had been placed in operation as of a specific date, and on whether the controls that
were tested were operating with sufficient effectiveness to provide reasonable, but not absolute, assurance that the related control
objectives were achieved during the period specified.
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A17: The auditor is allowed to provide limited assistance to management in documenting internal
controls and making recommendations for changes to internal controls. However, management has the
ultimate responsibility for the assessment, documentation and testing of the registrant's internal controls
over financial reporting.
Q18: What sources of guidance are available to management to assist them in fulfilling their responsi
bilities regarding management's assessment and documentation of the internal control over financial
reporting?

A18: Several sources of guidance are available on the topic of management's assessment of internal
control including, for example: the existing books and records requirements; the Commission's final rule on
Management's Reports on Internal Control Over Financial Reporting and Certification of Disclosure in
Exchange Act Periodic Reports (Release No. 34-47986); and, as referenced in the release on the final rule, the
reports published by the Committee of Sponsoring Organizations of the Treadway Commission on internal
control.
Q19: How should management treat an inability to assess certain aspects of their internal control over
financial reporting in their written report? For example, management has outsourced a significant process
to a service organization and it has determined that evidence of the operating effectiveness of the controls
over that process is necessary. In addition, the service organization is unwilling to provide either a Type 2
SAS 70 report or access to assess the controls in place at the service organization. Finally, management does
not have compensating controls in place within the registrant's internal control over financial reporting that
allow them to determine the effectiveness of the controls over the process in an alternative manner.

A19: Item 308 of Regulations S-K and S-B, 17 CFR 229.308(a)(3) and 228.308(a)(3), states that manage
ment's annual report on internal control over financial reporting must include a statement as to whether or
not internal control over financial reporting is effective. While the staff will allow the exceptions outlined in
Questions 1, 2, and 3 above, the disclosure requirement does not permit management to issue a report on
internal control over financial reporting with a scope limitation. Therefore, management must determine?
whether the inability to assess controls over a particular process is significant enough to conclude in their
report that internal control over financial reporting is not effective. Further, management is precluded from
concluding that the registrant's internal control over financial reporting is effective if there are one or more
material weaknesses in the internal control over financial reporting.
Q20: The Commission's rules specify that management's report must include disclosure of any material
weakness in the registrant's internal control over financial reporting identified by management in the course
of its evaluation. Must management's report specifically use the term "material weakness"?

A20: While the Commission's rule does not require management to use any specific language in their
report, the staff would generally expect that, in order for management to provide full disclosure relating to
any material weakness identified by management, management would use the term "material weakness" in
their disclosures.

Q21: If a Form 10-K or Form 10-KSB is incorporated into a 1933 Securities Act filing, is a consent required
related to the auditor's report on management's assessment of internal control over financial reporting?
A21: Yes. Securities Act Rule 436 (17 CFR 230.436) requires filings under the 1933 Act to include a consent
for all accountants' reports included or incorporated into that filing. This includes a consent for the auditor's
report on management's assessment of internal control over financial reporting as well as the auditor's report
on the financial statements. A new consent for the auditor's report on management's assessment of internal
control over financial reporting is required in an amendment to the registration statement (a) whenever a
change, other than typographical is made to the audited annual financial statements and (b) when facts are
discovered that may impact the auditor's report on management's assessment of internal control over
financial reporting.
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Q22: Is an annual report to shareholders that meets the requirements of Exchange Act Rules 14a-3(b) or
14c-3(a) required to include management's report on internal control over financial reporting and the
auditor's report on management's assessment of internal control over financial reporting?
A22: We believe that the intent of Section 404 of the Sarbanes-Oxley Act and the Commission's rules is
that a registrant's audited financial statements with an accompanying audit report that are contained in or
accompany a proxy statement or consent solicitation statement also be accompanied by management's report
on internal control over financial reporting and the auditor's report on management's assessment of internal
control over financial reporting. We intend to recommend to the Commission that amendments be made to
Rules 14a-3 and 14c-3(a) and Item 13 of Schedule 14A to include such a requirement. In the interim, we
encourage issuers to include both management's report on internal control over financial reporting and the
auditor's report on management's assessment of internal control over financial reporting in the annual report
to shareholders when their audited financial statements are included. If management states in their report
that internal control over financial reporting is ineffective or the auditor's report takes any form other than
an unqualified opinion and these reports are not included in the annual report to shareholders, our view is
that an issuer would have to consider whether the annual report to shareholders contained a material
omission that made the disclosures in the annual report misleading.
Q23: The Commission's rules implementing Section 404, announced in Release No. 34-47986, require
management to perform an assessment of internal control over financial reporting which includes the
"preparation of financial statements for external purposes in accordance with generally accepted accounting
principles." Does management's assessment under the Commission's rule specifically require management
to assess internal control over financial reporting of required supplementary information? Supplementary
information includes the financial statement schedules required by Regulation S-X as well as any supple
mentary disclosures required by the FASB. One of the most common examples of such supplementary
information is certain disclosures required by the FASB Statement No. 69, Disclosures about Oil and Gas
Producing Activities.

A23: Adequate internal controls over the preparation of supplementary information are required and
therefore should be in place and assessed regularly by management. The Commission's rules in Release No.
34-47986 did not specifically address whether the supplementary information should be included in man
agement's assessment of internal control over financial reporting under Section 404. A question has been
raised as to whether the supplementary information included in the financial statements should be encom
passed in the scope of management's report on their assessment of internal control over financial reporting.
The Commission staff is considering this question for possible rule making. Additionally, the Commission
staff is evaluating broader issues relating to oil and gas disclosures and will include in its evaluation whether
rulemaking in this area may be appropriate. Should there be any proposed changes to the current require
ments in this area, they will be subject to the Commission's standard rulemaking procedures, including a
public notice and comment period in advance of rulemaking. As a result, internal control over the preparation
of this supplementary information need not be encompassed in management's assessment of internal control
over financial reporting until such time that the Commission has completed its evaluation of this area and
issues new rules addressing such requirements.
Until then, registrants are reminded that they must fulfill their responsibilities under current requirements
including Section 13(b)(2) of the Exchange Act and Exchange Act Rules 13(b)(2) of the Exchange Act and
Exchange Act Rules 13a-14, 13a-15, 15d-14, and 15d-15.

[The next page is 9000-81.]
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SEC and PCAOB Alert—2005/06
A Roundup of Recent SEC and PCAOB Issuances and Guidance

NOTICE TO READERS
SEC AND PCAOB ALERT—2005/06
This publication provides preparers and auditors with a detailed overview of recent developments
at the Securities and Exchange Commission (SEC) and Public Company Accounting Oversight Board
(PCAOB) with respect to financial reporting and auditing matters. The material in this publication
was prepared by AICPA staff and has not been considered or acted upon by senior technical
committees of the AICPA or the AICPA Board of Directors and does not represent an official opinion
or position of the AICPA. It is provided with the understanding that the author and publisher are not
engaged in rendering legal, accounting, or other professional service. If legal advice or other expert
assistance is required, the services of a competent professional person should be sought. The author
and publisher make no representations, warranties, or guarantees as to and assume no responsibility
for the content or application of the material contained herein, and expressly disclaim all liability for
any damages arising out of the use of, reference to, or reliance on such material.

Lori A. West, CPA
Technical Manager
Accounting and Auditing Publications

Securities and Exchange Commission Developments
.01 The summaries below are for informational purposes only and should not be relied upon as a
substitute for a complete reading of the applicable rule. In addition, the information presented below does
not encompass all of the recent issuances and activities of the Securities and Exchange Commission (SEC).
See the SEC Web site at www.sec.gov for complete information.

SEC Staff Accounting Bulletins
.02 A Staff Accounting Bulletin (SAB) reflects the SEC staff's views regarding accounting and disclosure
practices. They represent interpretations and policies followed by the Division of Corporation Finance and
the Office of the Chief Accountant in administering the disclosure requirements of the federal securities laws.
Listed below are two of the most current SABs.

SAB No. 107
.03 SAB No. 107, issued in March 2005, summarizes the views of the staff regarding the interaction
between the Financial Accounting Standards Board (FASB) Statement of Financial Accounting Standards
No. 123 (revised 2004), Share-Based Payment, and certain SEC rules and regulations and provides the staff's
views regarding the valuation of share-based payment arrangements for public companies. In particular,
this SAB provides guidance related to the following:
•

Share-based payment transactions with nonemployees

•

The transition from nonpublic to public entity status

•

Valuation methods (including assumptions such as expected volatility and expected term)
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•

The accounting for certain redeemable financial instruments issued under share-based payment
arrangements

•

The classification of compensation expense

•

Non-GAAP financial measures

•

The first-time adoption of FASB Statement No. 123R, Share-Based Payment, in an interim period

•

The capitalization of compensation cost related to share-based payment arrangements

•

The accounting for the income tax effects of share-based payment arrangements upon adoption of
FASB Statement No. 123R

•

The modification of employee share options prior to adoption of FASB Statement No. 123R, Disclo
sures in Management's Discussion and Analysis (MD&A) subsequent to the adoption of FASB
Statement No. 123R

. 04 Additional Guidance Related to SAB No. 107. Readers may also refer to the SEC's Office of Economic
Analysis Memorandum, "Economic Perspective on Employee Option Expensing" for additional guidance
at www.sec.gov/interps/account/secoeamemo032905.pdf. This document answers questions about the
possible difficulties in obtaining reliable estimates of the value of employee options under FASB Statement
No. 123R that often appear to arise from misconceptions about modern financial economics and valuation
methods. The SEC addresses key questions and misconceptions. The conclusions are based on a review of
the standard methods of valuation based on financial economics theory and practice, and focus on the
following topics:
•

Benefits of expensing employee stock options

•

Choice of model

•

Estimation of model parameters (assumptions, inputs)

•

Verification of model and parameters, ex post

•

General misconceptions and errors

SAB No. 106
.05 SAB No. 106, Section 4, "Interaction of Statement 143 and the Full Cost Rules," under "Topic 12-D,
Oil and Gas Producing Activities—Application of Full Cost Method of Accounting," was issued in September
2004. The interpretations in this SAB express the staff's views regarding the application of FASB Statement
No. 143, Accounting for Asset Retirement Obligations, by oil- and gas-producing companies following the
full-cost accounting method. The SAB, which adds Section 4 to Topic 12-D of the SAB series, addresses the
impact of FASB Statement No. 143 on the full-cost ceiling test and on the calculation of depreciation,
depletion, and amortization.

SEC Final Rules, Exemptive Orders, and Interpretive Releases Issued in 2005
. 06 Presented below are certain newly issued SEC rules, exemptive orders, and interpretive releases that
are relevant to accounting and auditing. Refer to the SEC Web site at www.sec.gov for a comprehensive list.

Management's Report on Internal Control Over Financial Reporting and Certification of
Disclosure in Exchange Act Periodic Reports of Companies That Are Not Accelerated Filers
. 07 The SEC issued Release No. 33-8618 on September 22, 2005, approving a further one-year extension of
the Section 404 reporting requirements of the Sarbanes-Oxley Act of 2002 (Sarbanes-Oxley) for non-accelerated
filers as well as the SEC's request for comments regarding the implementation of the internal control reporting
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requirements at www.sec.gov/rules/final/33-8618.pdf. For purposes of foreign private issuers, this deferral
applies only to those that are non-accelerated filers, whereas foreign private issuers that are accelerated filers
and that file their annual reports on Form 20-F or Form 40-F will still be held to the compliance date of fiscal
years ending on or after July 15, 2006. The compliance date for non-accelerated filers has been deferred to
the first fiscal year ended on or after July 15, 2007 (from the previous compliance date of July 15, 2006), and
applies to the following internal control reporting requirements:
•

A company must include in their annual reports a report of management on the company's internal
control over financial reporting and an accompanying auditor's report.

•

A company must evaluate, as of the end of each fiscal period, any change in the company's internal
control over financial reporting that occurred during the period that has materially affected or is
reasonably likely to materially affect the company's internal control over financial reporting.

•

Certain representations must be included in the certifications required by the SEC Exchange Act rules
13a-14 and 15d-14, regarding a company's internal control over financial reporting.

.08 The Commission further considered the specific challenges that non-accelerated filers are faced with
as well as the ongoing efforts by the Committee of Sponsoring Organizations of the Treadway Commission
(COSO) to develop an enhanced COSO Framework for smaller public companies in their determination of
extending the compliance dates to July 15,2007. However, companies should not use this extension to delay
their Sarbanes-Oxley 404 compliance efforts, but should use this extension towards effective implementation.

Removal From Listing and Registration of Securities Pursuant to Section 12(d) of the
Securities Exchange Act of 1934
.09 In July 2005, SEC Release No. 34-052029 adopted amendments to its rules and Form 25 to streamline
the procedures for removing from listing, and withdrawing from registration, securities under Section 12(b)
of the Securities Exchange Act of 1934 (Exchange Act). The final rules require all issuers and national
securities exchanges seeking to delist and/or deregister a security in accordance with the rules of an exchange
and the SEC to file the amended Form 25 in an electronic format with the SEC on the EDGAR database. The
final rules also provide that Form 25 serves as an exchange's notice to the SEC under Section 19(d) of the
Exchange Act. Finally, the final rules exempt, on a permanent basis, standardized options and security
futures products traded on a national securities exchange from Section 12(d) of the Exchange Act. The
amendments serve to reduce regulatory burdens on the exchanges and issuers, and to make the delisting
and deregistration process more transparent and efficient in the interests of investors and the public.

The Use of Form S-8, Form 8-K, and Form 20-F by Shell Companies
.10 SEC Release No. 33-8587, issued in July 2005, adopted rules and rule amendments relating to filings
by reporting shell companies. These provisions are intended to protect investors by deterring fraud and
abuse in the securities markets through the use of reporting shell companies. Significant provisions include:
•

Defines a shell company as a "registrant with no or nominal operations and either no or nominal assets,
assets consisting solely of cash and cash equivalents, or assets consisting of any amount of cash and
cash equivalents and nominal other assets;"

•

Amends rules to define the terms, business combination related shell company, shell company, and
succession.

•

Amends Form S-8 to prohibit the use of this form under the Securities Act of 1933 by shell companies.

•

Amends Form 8-K under Item 5.06 to require a shell company to disclose the same type of information
that it would be required to provide in registering a class of securities under the Securities Act of
1934.
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•

Amends Form 20-F to address the reporting obligations of foreign private issuers that are shell
companies.

•

Amends Forms 10-Q, 10-QSB, 10-K, 10-KSB, and 20-F, to require a company to indicate by checking
a box on those forms whether it is a shell company under the amended definition.

Securities Offering Reform
.11 SEC Release No. 33-8591, issued in July 2005, adopted rules that will modify and advance significantly
the registration, communications, and offering processes under the Securities Act of 1933. The rules will
eliminate unnecessary and outmoded restrictions on offerings. In addition, the rules will provide more timely
investment information to investors without mandating delays in the offering process. The rules also will
continue long-term efforts toward integrating disclosure and processes under the Securities Act and the
Securities Exchange Act of 1934. The rules will further these goals by addressing communications related to
registered securities offerings, the delivery of information to investors, and procedural aspects of the offering
and capital formation processes. Significant provisions:
•

Classify issuers based on their reporting history.

•

Define ineligible issuers.

•

Relax the limits on communications before, during, and after a registered securities offering.

•

Streamline the shelf registration process.

•

Affect the definition of a shelf registration and the effective date for Section 11 liability.

Technical Amendments to Rules Setting Forth the Method for Determining Market
Capitalization and Dollar Value of Average Daily Trading Volume; Application of the
Definition of Narrow-Based Security Index
.12 In Release No. 34-52115 (July 2005), the Commodity Futures Trading Commission (CFTC) and the
SEC (collectively referred to as the Commissions) adopted technical amendments to certain references in
rules under the Commodity Exchange Act (CEA) and the Securities Exchange Act of 1934 that set forth the
method for determining market capitalization and dollar value of average daily trading volume, to reflect
new terminology and rule designations that will become effective as a result of the adoption by the SEC of
Regulation NMS. Specifically, the phrase "reported securities as defined in § 240.11Acl-l" will be replaced
with the phrase "NMS securities as defined in § 242.600."

SEC Defers Compliance Dates for FASB Statement No. 123R and Provides Clarification on
the Effect on Independent Auditor's Reports
.13 On April 14, 2005, the SEC announced the adoption of a new rule that defers the compliance dates
for FASB Statement No. 123R. The new compliance dates were changed to allow companies to implement
FASB Statement No. 123R at the beginning of their next fiscal year, instead of the next reporting period that
begins after June 15, 2005, or December 15, 2005, for small business issuers. The SEC, in its announcement,
provided the following example for further clarification:

The financial statements for a calendar year-end company do not need to comply with FASB
Statement No. 123R until the interim financial statements for the first quarter of 2006 are filed with
the SEC. The financial statements for a company, other than a small business issuer, with a June 30
year-end, however, must comply with FASB Statement No. 123R when the interim financial state
ments for the quarter beginning July 1, 2005 are filed with the SEC.
.14 Since the announcement by the SEC of the deferral of FASB Statement No. 123R compliance dates,
many questions have been raised in practice regarding what effect the deferral will have on the independent
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auditor's report in terms of whether the company would be in compliance with generally accepted auditing
principles (GAAP) if relying on this deferral, and whether any report modifications would need to be made
to the independent auditor's report. The matter was discussed with the SEC staff and the following
clarification was obtained:
The SEC deferral of the FASB Statement No. 123R compliance dates will not affect the independent
auditor's report and no report modifications would be deemed necessary. The SEC has the authority
to make, amend or rescind rules and regulations, including GAAP for issuers, under Section 19a of
the Securities Act of 1933 and under Section 13b of the Securities and Exchange Act of 1934.

See the full text of the final rule release by going to the following link: www.sec.gov/rules/final/ 33-8568.pdf.

SEC Adopts Amendments That Affect Foreign Private Issuers for First-Time Adoption of
International Financial Reporting Standards
.15 In an effort to facilitate the transition of foreign companies to the use of International Financial
Reporting Standards (IFRS) and improve the quality and comparability of their financial disclosure, the SEC
has adopted certain amendments to Form 20-F. (Form 20-F is the combined registration statement and annual
report form for foreign private issuers under the Securities Exchange Act of 1934). The amendments provide
a one-time accommodation to foreign private issuers that change their basis of accounting to IFRS. This
accommodation applies to foreign private issuers that adopt IFRS prior to or for the first financial year
starting on or after January 1,2007. The accommodation permits eligible foreign private issuers for their first
year of reporting under IFRS to file two years rather than three years of statements of income, changes in
shareholders' equity, and cash flows prepared in accordance with IFRS, with appropriate related disclosure.
The accommodation retains current requirements regarding the reconciliation of financial statement items
to generally accepted accounting principles as used in the United States (U.S. GAAP).

.16 In addition, the SEC is amending Form 20-F to require certain disclosures of all foreign private issuers
that change their basis of accounting to IFRS. The amendments, which were issued by the SEC on April 13,
2005, and became effective on May 20,2005, can be obtained from the SEC Web site at www.sec.gov/rules/
final/33-8567.pdf.

SEC Adopts Rule to Establish a Voluntary XBRL Program
.17 On February 3, 2005, the SEC adopted a rule to establish a voluntary extensible Business Reporting
Language (XBRL) program. Under this program, registrants may voluntarily furnish XBRL data in an exhibit
to certain EDGAR filings beginning with the 2004 calendar year-end reporting season. XBRL codes or tags
individual pieces of business and financial information in a consistent way across industries such that data
are entered one time only and can be easily identified and directed to any number of possible places and
users, no matter what type of software is used. XBRL makes business information more usable by allowing
companies to publish information in a variety of formats (e.g., SEC filings, earnings announcements, annual
reports, and audit committee or management reports). XBRL also helps the user of the information more
easily locate specific details for one or multiple companies. Therefore, the user is able to rapidly perform
company and industry analyses with a clearer view of relevant information.
.18 The approved taxonomies (classification systems) are for commercial and industrial companies,
banking and savings institutions, and insurance companies. The effective date of the rule, which can be
accessed at www.sec.gov/rules/final/33-8529.pdf, is March 16, 2005.
.19 Also, in August 2005, the SEC extended the voluntary program to investment companies. The
expansion will allow mutual funds to file exhibits to their annual report to shareholders (N-CSR) and
quarterly statement of portfolio holdings (N-Q) in XBRL.
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SEC Extends Time for Banks to Comply With Gramm-Leach-Bliley Act Broker
Registration Requirements
.20 The SEC issued an order further extending, until September 30,2006, the compliance dates for banks
with respect to certain broker registration requirements contained in the Gramm-Leach-Bliley Act. The SEC
does not expect banks to develop compliance systems to meet the terms of the broker exceptions until the
SEC amends its rules. Banks have indicated that they will need time to implement systems to ensure
compliance with the new statutory requirements regarding the definition of broker. Release No. 134-52405,
"Order Extending Temporary Exemption of Banks, Savings Associations, and Savings Banks from the
Definition of "Broker" under Section 3(a)(4) of the Securities Exchange Act of 1934" can be viewed at the
following link: www.sec.gov/rules/exorders/34-52405.pdf. For additional information, the press release is
available at: www.sec.gov/news/press/2005-130.htm.

Commission Guidance Regarding Prohibited Conduct in Connection With Initial Public
Offerings Allocations
.21 Release No. 33-8565 was issued in April 2005 to provide guidance under Regulation M with respect
to the process known as book-building, including the process for allocating shares in initial public offerings
(IPOs). It provides guidance with respect to prohibited conduct in connection with securities distributions,
particularly with a focus on IPO allocations.

Recent Guidance Provided by the Division of Corporation Finance
.22 The Division of Corporation Finance, among other matters, provides guidance to companies on SEC
rules and forms and proposes new and revised rules to the SEC. They recently issued the following guidance.

Current Accounting and Disclosure Issues in the Division of Corporation Finance
.23 Readers should be aware of the document prepared by the staff of the Division of Corporation Finance
available at www.sec.gov/divisions/corpfin/acctdis030405.pdf, which was last updated in March of 2005.
The updated document contains references to revised and new items that were recently incorporated into
the document. The items recently incorporated as "new" current accounting and disclosure issues are in the
following areas:
•

Statement of cash flows

•

Oil and gas

•

Leasing

•

Revenue—Buy/sell arrangements

•

Investments—Auction rate securities

•

Pension, post retirement, and post employment plans—Selection of discount rates under FASB
Statements No. 87, Employers' Accounting for Pensions, and No. 106, Employers' Accounting for Postre
tirement Benefits Other Than Pensions

•

Loans and other receivables—Loans held for sale

•

Materiality assessments and the use of sampling

. 24 The items incorporated as "revised" current accounting and disclosure issues are in the following
areas:
•

Asset-backed securities
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•

Issues associated with FASB Statement No. 133, Accounting for Derivative Instruments and Hedging
Activities, "Formal Documentation Under Statement 133"

•

Issues associated with FASB Statement No. 133, Financial Statement Presentation and Disclosure

SEC Issues Accounting Guidance to Certain Registrants
.25 In February 2005, the staff of the SEC Division of Corporation Finance publicly posted sample letters
sent to certain registrants in order to promote widespread awareness of certain accounting issues and to
provide examples of comments that other registrants should consider as they prepare future SEC filings, as
applicable.
.26 Statement of Cash-Flow Presentation. This sample letter communicates the staffs observations with
respect to particular issues encountered by certain registrants related to FASB Statement No. 95, Statement of
Cash Flows. The letter specifically addressed the presentation of cash receipts from inventory sales in
consolidated statements of cash flows. The staff also emphasizes that the appropriate classification and
presentation of items in the statement of cash flows is more important than ever, because, in certain instances,
the statement is relied upon by analysts and investors as much as if not more than the statement of income.
The staff therefore encourages companies to put more time and effort into ensuring that the statement of
cash flows, and related disclosure in the financial statement footnotes and in MD&A, is meaningful and
useful to users of the financial statements. The full text of the staffs observations and the related sample
letter can be obtained on the SEC Web site at www.sec.gov/divisions/corpfin/acctdis030405.htm#P384_
52979.

.27 Sample Letter Sent to Participants in the Oil and Gas Industry. A sample letter was sent in February
2005 by the Division of Corporation Finance to registrants identified as being engaged in oil and gas
operations. The SEC recently addressed several accounting and disclosure issues that may apply to oil and
gas or other operations. The following areas are addressed in the sample letter:
•

Buy/sell arrangements

•

Accounting for suspended exploratory wells

•

Accounting for goodwill by a full-cost company disposing of a portion of a property

. 28 Readers should be aware that the staff stated in the sample letter that their observations and disclosure
guidance related to "buy-sell transactions are based on experience with transactions utilized in the petroleum
industry, but may have application to nonpetroleum products and other industries. The full text of the staff's
observations and the related sample letter can be obtained on the SEC Web site at www.sec.gov/divisions/
corpfin / guidance/ oilgas021105.htm.

International Reporting and Disclosure Issues in the Division of Corporation Finance
. 29 Readers should be aware of the document prepared by members of the staff of the Division of
Corporation Finance available at www.sec.gov/divisions/corpfin/internatl/cfirdissuesll04.htm.

Frequently Asked Questions and Staff Statements
SEC Issues Questions and Answers on Securities Offering Reform Transition
. 30 The Division of Corporation Finance staff of the SEC has published questions and answers repre
senting the staff's views on questions it has received regarding issuers' transition to compliance with the new
rules and forms adopted by the SEC in the "Securities Offering Reform" rulemaking. The fourteen questions
and answers cover the following topics:
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Effective date of the new rules

•

Use of new communications rules

•

Inclusion of new undertakings

•

Automatic shelf registration statements

•

Other shelf issues
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The questions and answers can be found at www.sec.gov/divisions/corpfin/transitionfaq.htm.

Staff Statement on Management's Report on Internal Control Over Financial Reporting
. 31 The SEC staff has provided guidance to help address questions regarding internal control reoprting.
In general, this statement addresses the following areas:
•

The purpose of internal control over financial reporting

•

Reasonable assurance, risk-based approach, and scope of testing and assessment

•

Evaluating internal control deficiencies

•

Disclosures about material weaknesses

•

Information technology issues

•

Communications with auditors

•

Issues related to small business and foreign private issuers

.32 An overarching principle of this guidance is the responsibility of management to determine the form
and level of controls appropriate for each organization and to scope their assessment and testing accordingly.
One size does not fit all, and control effectiveness is affected by many factors. The statement provides the
staffs views on certain issues raised in the implementation of Section 404 of Sarbanes-Oxley. Readers should
go to www.sec.gov/info/accountants/stafficreporting.pdf to refer to the complete document.

Exemptive Order on Management's Report on Internal Control Over Financial Reporting
and Related Auditor Report Frequently Asked Questions
.33 Since the Commission's November 2004 publication of Release No. 34-50754, Exemptive Order Under
Section 36 of the Securities Exchange Act of 1934 Granting an Exemption from Specified Provisions of Exchange Act
Rules 13a-1 and 15d-l (Exemptive Order), the SEC has received a number of questions regarding the
implementation and interpretation of the Exemptive Order. In response, on January 21,2005, the SEC issued
ten frequently asked questions (FAQs), which address questions such as how the exemptive order will affect
the certification of officers' responsibility for establishing and maintaining internal controls; the filing of
auditor consents; the ability for a company to still be eligible to use Form S-8 or to file a new registration
statement on Form S-2 or S-3; and the amended Form 10-K. The full text of the staff FAQs can be found at
www.sec.gov/divisions/corpfin/faq012105.htm.

Current Report on Form 8-K Frequently Asked Questions
.34 Since its publication of Release No. 34-49424, Additional Form 8-K Disclosure Requirements and Accel
eration of Filing Date, the SEC has received a number of questions regarding the implementation and
interpretation of the new Form 8-K items. The SEC's responses to some of these frequently asked questions
can be found at www.sec.gov/divisions/corpfin/form8kfaq.htm.
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.35 Registrants and their counsel are reminded that one of the principal purposes of the revisions to Form
8-K is to increase the number of unquestionably or presumptively material events that must be disclosed
currently, in accordance with the goals of Section 409 of Sarbanes-Oxley. Registrants also should ensure that
they have implemented appropriate disclosure controls and procedures in accordance with Exchange Act
Rules 13a-14 and 15d-14 in order to ensure that information required to be disclosed by Form 8-K is brought
to the attention of management and disclosed within the time frames contemplated by Form 8-K. Unless
otherwise indicated, references to Regulation S-K also apply to the corresponding provisions of Regulation
S-B.

Management's Report on Internal Control Over Financial Reporting and Certification
of Disclosure in Exchange Act Periodic Reports Frequently Asked Questions (Revised
October 6, 2004)
.36 Since the adoption of the SEC's Rules on Management's Report on Internal Control Over Financial
Reporting and Certification of Disclosure in Exchange Act Periodic Reports (Release No. 34-47986, June 5, 2003),
the SEC has received questions regarding the implementation and interpretation of the rules. The SEC staff
continues to entertain these questions, and where appropriate, will continue to answer publicly the more
frequently asked questions. These FAQs can be found at www.sec.gov/info/accountants/controlfaql004.
htm.

SEC Issues XBRL Voluntary Filing Program FAQs
.37 The SEC has published FAQs regarding the XBRL voluntary filing program. Topics addressed in the
FAQ document are segment functionality, validation, external references, namespace names, and supported
XBRL taxonomies. The complete FAQs can be accessed by going to the following link: www.sec.gov/
info/edgar/xbrlfaq032105.htm.

Independence Guidance
Application of the SEC's Rules on Auditor Independence Frequently Asked Questions
.38 In response to the many questions received by the SEC staff regarding the implementation and
interpretation of the SEC's Rules on Auditor Independence, most recently relating to the SEC's Rules on
Strengthening the Commission's Requirements Regarding Auditor Independence, FAQs have been issued by the
SEC staff and can be found at www.sec.gov/info/accountants/ocafaqaudindl21304.htm. The document
was last updated December 13, 2004, and includes the following topics:
•

Partner rotation transition questions

•

Audit partner and partner rotation

•

Prohibited and non-audit services

•

Audit committee pre-approval

•

Audit committee communications

•

Fee disclosures

•

"Cooling-off" period

•

Broker-dealer and investment advisers

Hurricane Katrina Assistance
.39 Hurricane Katrina made landfall along the Gulf Coast on August 29, 2005, causing catastrophic
damage to parts of Alabama, Louisiana, and Mississippi. The storm and subsequent flooding displaced
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individuals and businesses, and disrupted communications across the Gulf Coast region. The SEC issued
the guidance discussed below to address the needs of companies and individuals located within the areas
affected by Hurricane Katrina that must comply with the requirements of the federal securities laws.

SEC Grants Exemptions to Filers Affected by Hurricane Katrina
.40 On September 15, 2005, SEC Release No. 52444, the SEC issued an exemptive order under Section
17A and Section 36 of the Securities Exchange Act of 1934, and an exemptive order under Section 6(C) and
Section 38(A) of the Investment Company Act of 1940, that are intended to provide relief from filing
requirements under the Acts to registrants, transfer agents, and registered investment management compa
nies affected by Hurricane Katrina. For additional information, readers should go to www.sec.gov/rules/
exorders/34-52444.pdf.
.41 To assist investors and regulated entities in the aftermath of Hurricane Katrina, the SEC has
established the following telephone and e-mail hotlines:

Investors: 1-800-SEC-0330 or Help@sec.gov

Registrants: (202) 551-3300 or cfhotline@sec.gov

New Help to Facilitate Payments to Victims of Hurricanes Katrina and Rita
.42 The SEC has issued new regulatory relief designed to help ensure that insurers have the capital and
liquidity to pay Hurricane Katrina and Rita victims.
.43 The Division of Corporation Finance has taken the following actions to enable insurers for victims of
Katrina and Rita to take advantage of short-form registration statements on Form S-3, and to speed the
processing of new registration statements:
•

For insurance and reinsurance companies with existing shelf registrations pursuant to Rule
415(a)(l)(x), the SEC staff will permit the extended use of the SEC's brief "notice" registration of
additional securities under Rule 462(b). Under this extension, the staff will permit use of those
procedures, including notice by fax and immediate effectiveness, to register additional securities in
an amount up to 20 percent of the dollar amount of securities originally registered on that shelf
registration statement (rather than the amount remaining on that registration statement).

•

The Division of Corporation Finance will process Securities Act filings by reporting insurance and
reinsurance companies within not more than five business days of their receipt.

.44 The Division of Corporation Finance has been instructed to continue these administrative steps
through Dec. 1, 2005. The complete release can be viewed by going to the following link: www.sec.gov/
news/press/2005-142.htm.

SEC Studies

SEC Issues Final Study Mandated by the Sarbanes-Oxley Act of 2002 on Off-Balance Sheet
Arrangements, Special Purpose Entities, and Transparency of Filings by Issuers
.45 Section 401(c) of Sarbanes-Oxley mandated the SEC to conduct a study of issuer filings and issue a
report with recommendations addressing the extent of off-balance sheet arrangements, including the use of
special-purpose entities, and whether current financial statements of issuers transparently reflect the eco
nomics of off-balance sheet arrangements.
.46 The SEC Chief Accountant said:
AAM §8260.40

Copyright © 2006, American Institute of Certified Public Accountants, Inc.

70

SEC and PCAOB Alert—2005/06

5-06

9000-91

The report identifies improvements that have occurred in financial reporting since passage of the
Sarbanes-Oxley Act and, importantly, it offers recommendations for further improvements designed
to increase both the transparency and usefulness of the balance sheet. Greater transparency can be
achieved in some areas simply by reducing accounting choices and complexity. Since the events
leading to passage of the Sarbanes-Oxley Act, we have made progress in improving financial
reporting to investors, but more can still be done. I'm hopeful that this report will help focus efforts
on further ways to improve transparency.
.47 The study has been completed and the report has been posted to the SEC's Web site at www.sec.gov.
The full text of the report can be viewed directly by going to www.sec.gov/news/studies/soxoffbalancerpt.
pdf.

SEC Releases Staff Report Describing Findings From Examinations of Select
Pension Consultants
.48 The SEC's Office of Compliance Inspections and Examinations has published the "Staff Report
Concerning Examinations of Select Pension Consultants" (the Report). The Report, part of the SEC's program
to identify and investigate risks in the securities industry, examined the practices of pension consultants and
specifically focused on any conflicts of interest in their operations. The Report contains recommendations to
enhance pension consultants' compliance programs to help ensure that the adviser is fulfilling its fiduciary
obligations to its advisory clients.
.49 The Report also raises important issues for plan fiduciaries who often rely on the advice and
recommendations of pension consultants in operating their plans. The full text of the plan can be viewed at
www.sec.gov/news/studies/pensionexamstudy.pdf.
.50 As a result of the questions raised by the Report, the U.S. Department of Labor and the SEC published
tips to assist fiduciaries of employee benefit plans in reviewing conflicts of interest of pension consultants.
The guidance is entitled "Selecting and Monitoring Pension Consultants—Tips for Plan Fiduciaries." The
tips provide relevant questions plan fiduciaries should ask to encourage better disclosure and information
relating to potential areas of conflicts of interest by pension consultants. The tips can be viewed at
www.sec.gov/investor/pubs/sponsortips.htm.

Office of the Chief Accountant: Staff Letters to Industry
.51 Readers should be aware of the following staff letters to industry which provide helpful guidance
and clarification regarding the SEC staff's interpretation of certain accounting issues and their application
under GAAP:

•

Letter from Deputy Chief Accountant to Deloitte Touche Tohmatsu on the separation of various legal practices
from their respective Deloitte Touche Tohmatsu member firms (June 7,2005). This letter provides guidance
regarding independence issues.

•

Letter to Robert J. Kueppers, Chairman, Center for Public Company Audit Firms, from Donald T. Nicolaisen
(February 7, 2005). This letter focuses on specific concerns regarding the appropriate accounting for
operating leases; restatements resulting from the correction of errors that deviate from the lease
accounting standards; and clear and concise disclosures of both operating and capital leases.

•

Letter from the Deputy Chief Accountant to Deloitte Touche Tohmatsu on the disposition of its member firm's
Spanish consulting practice, GMS Management Solutions, S.L. (January 18, 2005). This letter provides
guidance regarding independence issues.

Readers can find these staff letters to industry, along with others, at www.sec.gov/info/accountants/
staffletters.shtml.
AICPA Audit and Accounting Manual

AAM §8260.51

9000-92

Alerts

70

5-06

SEC Issues Annual Report Reminders Alert
.52 On March 4,2005, the SEC's Division of Corporation Finance issued a staff alert about annual report
reminders in response to issues and observations that have arisen repeatedly. The alert is intended to be for
companies that are in the process of completing their Forms 10-K and 10-KSB and highlight existing
requirements, staff positions, and key points on the following topics:
•

Disclosures of previously unreported Form 8-K events

•

Correct version of the certifications required by Rules 13a-14(a) and 15d-14(a)

•

Placement of the internal control reports

•

Auditor consents

The full text of this alert can be accessed directly at www.sec.gov/divisions/corpfin/cfalerts/cfalert030405.
htm.

SEC Issues Staff Progress Reports on Market Approaches to Valuing Employee
Stock Options Under FASB Statement No. 123R
.53 The SEC Chairman has announced that the SEC Office of Economic Analysis has issued an informal
staff progress report on the ongoing SEC evaluation of proposals to value employee stock options for
financial reporting purposes in accordance with FASB Statement No. 123R, which requires companies to
recognize compensation paid in the form of employee stock options as a cost in their financial statements.
The SEC press release can be viewed at www.sec.gov/news/press/2005-129.htm. There were two docu
ments included in the SEC's issuance of this staff progress report as follows:

1. Speech by SEC Staff, "Statement Regarding Use of Market Instruments in Valuing Employee Stock
Options, an overview by the SEC Chief Accountant," which can be accessed at www.sec.gov/
news/speech/spch090905dtn.htm.
2. "Economic Evaluation of Alternative Market Instrument Designs: Toward a Market-Based Approach
to Estimating the Fair Value of Employee Stock Options," a memorandum by the SEC Office of
Economic Analysis, which can be accessed at www.sec.gov/news/extra/memo083105.htm.

Division of Investment Management Issues Staff Guidance
.54 The SEC's Division of Investment Management regulates investment companies, such as mutual
funds, closed-end funds, unit investment trusts (UITs), exchange-traded funds (ETFs), and interval funds,
including variable insurance products, federally registered investment advisers, and public utility holding
companies. It has recently issued the guidance summarized in the following sections.

SEC Issues Guidance on Auditing Standards for Financial Statements of Insurance
Company Depositors of Variable Insurance Products
.55 The Division of Investment Management staff has issued letters to four different groups regarding
auditing standards for financial statements of insurance company depositors of variable insurance products.
These letters can be accessed at www.sec.gov/divisions/investment/letters audit.htm. The Chief Account
ant of the Division of Investment Management noted in the letters that, for certain insurance company
depositor or sponsor financial statements included in the registration statements of variable annuity and
variable life insurance contracts, the staff will not object to audit opinions on financial statement audits
conducted in accordance with either the standards of the Public Company Accounting Oversight Board
(PCAOB) or generally accepted auditing standards (GAAS) issued by the AICPA, until further notice.
However, the staff is currently considering whether the audits of these types of financial statements are
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required to be audited in accordance with PCAOB standards. During this period of consideration, the staff
will accept auditor's reports prepared in accordance with either PCAOB standards or GAAS.

Staff Responses to Questions About Amended Custody Rule
.56 Questions about the amended rule 206(4)-2, the custody rule under the Investment Advisers Act of
1940, was updated on January 10,2005. Specifically, questions VI.7 and VI.8 were revised and VI.9 was added
under section VI, "Pooled Investment Vehicles."

.57 To view the changes, go to www.sec.gov/divisions/investment/custody_faq.htm#VI.7.

SEC Proposed Rules

Revisions to Accelerated Filer Definition and Accelerated Deadlines for Filing
Periodic Reports
.58 The SEC voted to propose amendments to the periodic report filing deadlines and the Exchange Act
Rule 12b-2 definition of an accelerated filer. The proposals would:

•

Create a new category of companies called "large accelerated filers."

•

Adjust the definition of "accelerated filers."

•

Cause large accelerated filers to become subject to a 60-day Form 10-K annual report deadline and a
40-day Form 10-Q quarterly report deadline next year and in subsequent years.

•

Maintain the current 75-day Form 10-K annual report deadline and 40-day Form 10-Q quarterly
report deadline for accelerated filers next year and in subsequent years.

•

Amend the definition of accelerated filer to ease restrictions on the process for exiting accelerated
filer status.

. 59 Large Accelerated Filers and Accelerated Filers. The proposed amendments would create a new
category of filers, namely, large accelerated filers, for companies that have a public float of $700 million or more
and meet the same other conditions that apply to accelerated filers. The proposed amendments also would
redefine accelerated filers as companies that have at least $75 million but less than $700 million in public float.

. 60 Amendments to the Accelerated Filer Definition. The proposed amendments would modify the
procedures by which accelerated filers can exit accelerated filer status by permitting an accelerated filer
whose public float has dropped below $25 million to file an annual report on a non-accelerated basis for the
same fiscal year that the determination of public float is made. The proposed amendments similarly would
permit a large accelerated filer to exit large accelerated filer status once its public float has dropped below
$75 million.
. 61 The full text of the detailed release can be viewed by going to www.sec.gov/rules/proposed/
33-8617.pdf.

Proposed Interpretive Guidance Regarding Client Commissions
. 62 The SEC voted to publish for comment interpretive guidance on money managers' use of client
commissions to pay for brokerage and research services under Section 28(e) of the Securities Exchange Act
of 1934. Section 28(e) creates a "safe harbor" by providing that a person who exercises investment discretion
with respect to an account shall not be deemed to have acted unlawfully or to have breached a fiduciary duty
under state or federal law solely by reason of having caused an account to pay more than the lowest available
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commission if that person determines in good faith that the amount of the commission is reasonable in
relation to the value of the “brokerage and research services" received.

. 63 The proposed interpretive guidance would clarify that the scope of the Section 28(e) safe harbor is
limited to brokerage and research services that:
•

Satisfy the eligibility criteria in the statute.

•

Provide lawful and appropriate assistance to the money manager in carrying out his decision-making
responsibilities.

•

Satisfy the requirement that the money manager make a good faith determination that commissions
paid are reasonable in relation to the value of the products and services provided by broker-dealers
in connection with his responsibilities to the advisory accounts for which he exercises investment
discretion.

. 64 The SEC also voted to publish for comment guidance on commission-sharing arrangements. At the
time this alert was published, the full text of the release had not been posted to the SEC Web site. The press
release can be viewed by going to www.sec.gov/news/press/2005-134.htm.

Advisory Committee on Smaller Public Companies
. 65 The SEC has established the SEC Advisory Committee on Smaller Public Companies to assess the
current regulatory system for smaller companies under the securities laws, including the impact of SarbanesOxley. The individuals appointed and serving on the advisory committee are from a broad range of market
participants, including individuals from diverse industries, geographical areas, professions, and categories
of smaller companies and investors. The advisory committee is structured around four subcommittees that
have all undertaken various sectors to research that will result in a proposal of recommendations. The four
subcommittees are:
1. Governance and Disclosure
2. Internal Control over Financial Reporting
3. Accounting Standards
4. Capital Formation
.66 In August 2005, comment letters were received regarding the following key issues associated with
compliance for "smaller" public companies:
•

Cost of initial implementation (consultants)

•

Ongoing cost to maintain new processes and systems

•

Increased audit and legal fees

•

Increased directors' compensation

•

Ongoing cost of increased SEC reporting requirements

•

Increased burden and liability on CEO and CFO

•

Opportunity costs

. 67 Some of the recommendations the Committee might make in its final report to the SEC were discussed
at the third meeting in August 2005. They include that newly proposed definitions for size of company will
consist of the following categories:
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•

Any company that ranks within the bottom 6 percent of the total U.S. public market capitalization
should qualify as a smaller public company.

•

Any company that ranks within the bottom 1 percent of the total U.S. public market capitalization
should qualify as a micro-cap smaller public company.

•

All other companies greater than 6 percent of the total U.S. public market capitalization should qualify
as large public companies.

•

The scrapping of accelerated periodic filing deadlines for smaller public companies. That accelerated
filer deadlines for public companies should be permanently extended and not be subject to the faster
filing deadlines under the Securities Exchange Act of 1934 (i.e., stay at 40/75 as opposed to moving
to 35/60).

. 68 The Advisory Committee has been charged with making recommendations for changes in the system
by April 2006. For additional information go to www.sec.gov/info/smallbus/acspc.shtml.

SEC's Roundtable on Implementation of Internal Control Reporting Provisions
. 69 The Roundtable on Implementation of Internal Control Reporting Provisions (the Roundtable),
hosted by the SEC and attended by the PCAOB on April 13,2005, gathered registrants and accounting firms
to share their experiences in implementing the new reporting requirements under Section 404 of SarbanesOxley. The Roundtable included representatives of the PCAOB, issuers, auditors, investors, and other
interested parties.

. 70 The Roundtable was structured around six panels made up of eight or nine individuals per panel
which covered the following topics:
•

First-year efforts

•

Reporting to the public

•

Planning and design

•

Documentation and testing of internal control over financial reporting

•

The use of judgment in communications and conclusions

•

Next steps

For more information on the Roundtable, including access to the archived Webcast, go to the spotlight section
on the SEC's Web site at www.sec.gov.

Public Company Accounting Oversight Board Developments
Guidance Issued on PCAOB Auditing Standards No. 1 and No. 2
.71 The PCAOB has issued additional staff guidance on PCAOB Auditing Standards No. 1, References in
Auditors' Reports to the Standards of the Public Company Accounting Oversight Board (AICPA, PCAOB Standards
and Related Rules); and No. 2, An Audit of Internal Control Over Financial Reporting Performed in Conjunction
With an Audit of Financial Statements (AICPA, PCAOB Standards and Related Rules, AU sec. 320), in the form
of questions and answers (Q&As) documents:
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•

Staff Questions and Answers: Audits of Financial Statements of Non-Issuers Performed Pursuant to the
Standards of the PCAOB

•

Staff Questions and Answers: Auditing Internal Control Over Financial Reporting (These questions and
answers consist of five separate sets, namely, questions 1-26, questions 27-29, questions 30-36,
question 37 (January 2005); and questions 38-55 (May 2005). The topics addressed in the latest 18
additional staff Q&As include top-down approach, risk assessment, integrated audit, evaluating
management's assessment, and using the work of others.)

These staff questions and answers documents can be obtained at www.pcaob.org/Standards/Staff
Questions_and_Answers/index.aspx.

PCAOB Policy Statement on Implementing PCAOB Auditing Standard No. 2
.72 As a result of the PCAOB's response to questions and concerns raised at the April 13,2005 Roundtable
on Implementation of Internal Control Reporting Provisions, additional guidance was issued to help auditors
with the implementation process of PCAOB Auditing Standard No. 2. The additional guidance issued
consists of a "Board Policy Statement Regarding Implementation of Auditing Standard No. 2." (See complete
document at www.pcaobus.org/Rules/Docket_008/2005-05-16_Release_2005-009.pdf.) The PCAOB's Pol
icy Statement amplifies some of the themes in the staff questions and answers and articulates the PCAOB's
policy on how it intends to administer PCAOB Auditing Standard No. 2 in its oversight of the registered
public accounting firms that audit public companies. Some significant provisions of the board policy
statement include:
•

Administration of certain aspects of PCAOB Auditing Standard No. 2

•

Amplifies important themes from staff Q&As

•

Describes how the auditor can provide timely advice on accounting and internal control over financial
reporting issues to client management

•

Outlines the PCAOB's inspections approach to PCAOB Auditing Standard No. 2

The complete PCAOB announcement of the issuance of additional guidance on PCAOB Auditing Standard
No. 2 can be accessed by going to www.pcaobus.org/News_and_Events/ News/2005/05-16.asp.

Inspection Concerns
. 73 Following are some concerns noted during recent accounting firm inspections conducted by the
PCAOB. Consider reviewing this brief list as a help in determining whether similar issues could exist on
your engagements:
•

Fair value accounting

•

Identification of related parties

•

Reverse-merger activity and principal auditor

•

Revenue recognition

•

Expense recognition and classification

•

Tax accounts

•

Independence
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•

Adequacy of documentation

•

Understanding contractual arrangements and substance

•

Overreliance on management representations

•

Reliance on the work of another or predecessor auditor

9000-97

PCAOB Issues FAQs to Provide Guidance for Attest Engagements Regarding XBRL
.74 On May 25, 2005, the PCAOB issued guidance to auditors related to attest engagements regarding
XBRL data furnished under the SEC's XBRL Voluntary Financial Reporting Program on the EDGAR System.
The guidance was in the form of FAQs and provides the independent auditor with performance and
reporting guidance for engagements whereby the auditor must report on whether the voluntarily filed XBRL
data accurately reflects the corresponding information in the official EDGAR filings.

. 75 The SEC XBRL voluntary filing program does not require a public company to obtain auditor's
attestation on the XBRL data. However, if the public company does choose to obtain that attestation from
the auditor voluntarily, the PCAOB FAQs provide the guidance for doing so. The PCAOB guidance can be
accessed directly by going to www.pcaobus.org/Standards/Staff_Questions_and_Answers/2005/05-25%
20.pdf.

PCAOB Adopts Rules on Auditor Independence and Tax Services
. 76 On July 26, 2005, the PCAOB adopted Ethics and Independence Rules Concerning Independence, Tax
Services and Contingent Fees. This rule is not final and effective until it has been approved by the SEC. The
entire release can be accessed by going to www.pcaobus.org/Rules/Docket_017/Form_19b-4_Tax_Services.
pdf.

PCAOB Adopts Auditing Standard No. 4
. 77 On July 26, 2005, the PCAOB adopted PCAOB Auditing Standard No. 4, Reporting on Whether a
Previously Reported Material Weakness Continues to Exist. This PCAOB standard is not final and effective until
it has been exposed and approved by the SEC.
. 78 The proposed standard is based on the framework of PCAOB Auditing Standard No. 2. However, it
is intentionally narrower in scope, and establishes requirements and provides the direction that applies when
an auditor is engaged to report on whether a previously reported material weakness in internal control over
financial reporting continues to exist as of a date specified by management.

. 79 Although this new voluntary engagement would be an additional elected method that a company
can choose in order to inform the investing public of whether a material weakness in internal control over
financial reporting continues to exist, the PCAOB did not adopt this standard with the intent that it should
be perceived as a de facto required auditing service. The PCAOB has historically explained that there are
currently a number of other ways that a company can communicate that they have corrected a material
weakness in internal control such as through their quarterly disclosures and certifications as to changes in
internal control over financial reporting under Section 302 of Sarbanes-Oxley. In fact, the PCAOB indicated
that although this option will be made available if the standard is approved by the SEC, the hope is that it
would be used sparingly and only if it is cost effective to the company. The entire release can be accessed by
going to www.pcaobus.org/Rules/Docket_018/2005-07-26_Release_2005-015.pdf.
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Other Related Developments
Matrix on Appropriate Type of Audit Opinion Approved by SEC
.80 The AICPA SEC Regulations Committee met with the SEC staff and discussed the clarification of
PCAOB registration requirements and reports to which PCAOB Standard No. 1 applies. Based on that
discussion, the SEC Regulations Committee developed the following schedule.

General Guidelines

Entities for which audit report on
the financial statements is included in
document filed with SEC:

Auditor's report on
financial statements in
current filing must be issued
Auditor's report on
by a public accounting firm
financial statements must
registered with the
PCAOB?™
refer to PCAOB Standards?(2)

Issuer(3)

Yes

Yes

Entity that has filed a registration statement
in an IPO

No(4)

Yes

(5)

Non-issuer subsidiary, division, or segment
of issuer for which other auditor's report is
included in an SEC filing due to reference by
principal auditor to other auditor(s)

Yes(6)

Non-issuer entity whose financial statements
are filed to satisfy S-X Rule 3-05 or 3-14

No

No

Non-issuer entity whose financial
statements are included in proxy or Form
S-4/F-4 as target

No

No

Non-issuer entity whose financial
statements are filed to satisfy S-X Rule 3-09
or 3-16
• No reference to other auditor's report
by issuer's auditor

(5)

No(7)

• Reference to other auditor's report
by issuer's auditor

(5)

Yes(6)

Subsidiary-guarantor whose separate
financial statements are filed to satisfy S-X
Rule 3-10

Yes*8’

Yes

Employee benefit plan filing on Form 11-K

Yes(8)

Yes

(1) This guidance is applicable to audit reports issued or dual dated with latest date after 10/21 /03 (or 7/18/04 for foreign
auditors).
(2) This guidance is applicable to audit reports issued or reissued on or after May 24, 2004.
(3) The term issuer means an issuer (as defined in Section 3 of the Exchange Act), the securities of which are registered
under Section 12 of that Act, or that is required to file reports under Section 15(d) of that Act, or that files or has filed a
registration statement that has not yet become effective under the Securities Act of 1933. See Section 2(a)(7) of the
Sarbanes-Oxley Act and PCAOB Rule 1001.
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(4) The financial statements that are filed with an initial registration statement need not be audited by a registered firm.
Once the company has filed a registration statement, however, it is an issuer and any subsequent or restated financial
statements must be audited by a registered firm.
(5) The auditor of the financial statements of the non-issuer entity must be registered if, in performing the audit, the
auditor played a substantial role in the audit of the issuer, as that term is defined in PCAOB Rule 1001 (p)(ii). If the
"substantial role" test is not met, the firm is not required to be registered.
(6) Rule 2-02 of Regulation S-X requires that the auditor's report state whether the audit was conducted in accordance
with GAAS. In Release No. 34-49708, the SEC stated that "references in Commission rules ... to GAAS or to specific
standards under GAAS, as they relate to issuers, should be understood to mean the standards of the PCAOB plus any
applicable rules of the Commission" (emphasis added). In the situation identified in the chart above, the view of the
SEC staff is that the reference to GAAS in Rule 2-02, as applied to the other auditor's report, does "relate to an issuer"
for purposes of Release No. 34-49708 and that, therefore, the other auditor's report must refer to the standards of the
PCAOB.

(7) Even though the other auditor's report is not required to refer to the standards of the PCAOB, if the issuer's auditor
uses the work of the other auditor, that audit work must be performed in accordance with the standards of the PCAOB.

(8) The entity is itself an issuer and so must comply with issuer rules.

.81 The matrix is available at www.aicpa.org/download/belt/2004_0615_highlights.pdf.

Sarbanes-Oxley Section 404: Responding to an Adverse Report—A Checklist for
the Audit Committee
.82 The AICPA has developed a tool to educate the audit committee of a company that has received an
adverse report on the effectiveness of its internal control over financial reporting. The first half of the tool
educates the audit committee about the internal control evaluation requirements; the second half includes
steps the audit committee should take if faced with this situation. The complete document can be downloaded
by going to www.aicpa.org/audcommctr/download/Adverse_on_404_Tool.doc.

New Interpretation on Reviews of Nonissuers Owned or Controlled by an Issuer
.83 The AICPA Accounting and Review Services Committee (ARSC) has issued Interpretation No. 27 of
AR section 100, Compilation and Review of Financial Statements (AICPA, Professional Standards, vol. 2), "Appli
cability of SSARSs to Reviews of Nonissuers Who Are Owned By or Controlled By an Issuer." SSARS
Interpretation No. 27 provides guidance on what authoritative standards an accountant should follow when
engaged to review the separate financial statements of a subsidiary, which itself is not an issuer.1 The
Interpretation states that in the situation in which an accountant is engaged to review the financial statements
of a subsidiary, corporate joint venture, or other entity that is not itself an issuer, and the review report and
reviewed financial statements are not being filed with the SEC, the accountant should perform the review in
accordance with SSARSs since the review engagement is not being performed in the context of the issuer
meeting its reporting obligations as a result of conditions (a) or (b) of the nonpublic entity definition within
AR section 100.04.12 On the other hand, if a subsidiary is being reviewed at an interim period as part of an
1 The term issuer means an issuer (as defined in section 3 of the Securities and Exchange Act of 1934 (15 U.S.C. 78(c)), the securities of
which are registered under section 12 of that Act (15 U.S.C. 781), or that is required to file reports under section 15 (d) (15 U.S.C. 78o(d)),
or that files or has filed a registration statement that has not yet become effective under the Securities Act of 1933 (15 U.S.C. 77a et seq.),
and that it has not withdrawn.

2 SSARS No. 1 (AR section 100.04) defines a nonpublic entity as:
Any entity other than (a) one whose securities trade in a public market either on a stock exchange (domestic or foreign) or in
the over-the-counter market, including securities quoted only locally or regionally; (b) one that makes a filing with a regulatory
agency in preparation for the sale of any class of its securities in a public market; or (c) a subsidiary, corporate joint venture, or
other entity controlled by an entity covered by (a) or (b).
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entity's filing of its consolidated interim financial statements with the SEC, then the review should be
performed in accordance with PCAOB standards and SSARSs is not applicable because the review is in the
context of the issuer meeting its reporting obligations as a result of conditions (a) or (b) within AR section
100.04.

GAO Issues Guidance for Audits Subject to Both Government Auditing
Standards and PCAOB Auditing Standards
.84 On May 4, 2005, the Government Accountability Office (GAO) issued guidance on internal control
reporting for audits of certain SEC issuers that are subject to both the Government Auditing Standards (GAS,
also referred to as the Yellow Book) and the auditing standards of the PCAOB. An example of such an audit
would be a lending institution that participates in federally sponsored loan programs such as housing and
education. The GAO guidance may be accessed directly by going to www.gao.gov/govaud/ybpcaob.pdf.
.85 The GAO issued this guidance in order to facilitate reporting of internal control deficiencies identified
during audits conducted under both PCAOB and generally accepted government auditing standards
(GAGAS) standards, to ensure the consistency of information included in the GAGAS report on internal
control, and to assist auditors in complying with GAGAS.
***

.86 The SEC and PCAOB Alert—2005/06 will be published annually. As you encounter audit or industry
issues that you believe warrant discussion in next year's Alert, please feel free to share them with us. Any
other comments that you have about the Alert would be appreciated. You may e-mail these comments to
lwest@aicpa.org or write to:
Lori A. West, CPA
AICPA Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881

{The next page is 9000-121.]
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Current Accounting Issues and
Risks—2005/06
STRENGTHENING FINANCIAL REPORTING

NOTICE TO READERS
CURRENT ACCOUNTING ISSUES AND RISKS—2005/06
This Financial Reporting Alert is intended to provide accountants with an overview of recent
economic, industry, technical, and professional developments that may affect their financial reporting.
This document has not been approved, disapproved, or otherwise acted on by a senior technical
committee of the AICPA.
AICPA
Written by
Robert Durak, CPA
Director
Accounting and Auditing Publications

Staff

Lori L. Pombo, CPA
Technical Manager
Accounting and Auditing Publications

How This Alert Can Help You
.01 The knowledge that this Financial Reporting Alert delivers can assist you in achieving a more robust
understanding of the business environment in which your company operates. Also, this Alert delivers
information about current accounting and regulatory developments.

New Pronouncements and Other Guidance
Recent Accounting Pronouncements and Related Guidance
.02 Presented below is a list of accounting pronouncements and other guidance issued since last fall. For
information on accounting standards issued subsequent to the writing of this Alert, please refer to the AICPA
Web site at www.aicpa.org, and the Financial Accounting Standards Board (FASB) Web site at www.fasb.org.
You may also look for announcements of newly issued standards in the CPA Letter and Journal of Accountancy.

FASB Statement of
Financial Accounting
Standards No. 152
(December 2004)

Accounting for Real Estate Time-Sharing Transactions—an
amendment of FASB Statements No. 66 and 67
This Statement amends FASB Statement No. 66, Accounting for
Sales of Real Estate, to reference the financial accounting and
reporting guidance for real estate time-sharing transactions
that is provided in AICPA Statement of Position (SOP) 04-2,
Accounting for Real Estate Time-Sharing Transactions. This
Statement also amends FASB Statement No. 67, Accounting for
Costs and Initial Rental Operations of Real Estate Projects, to state
that the guidance for (a) incidental operations and (b) costs
incurred to sell real estate projects does not apply to real
estate time-sharing transactions. The accounting for those
operations and costs is subject to the guidance in SOP 04-2.
(continued)

AICPA Audit and Accounting Manual

AAM §8270.02

9000-122
FASB Statement No. 153

Alerts

70

5-06

Exchanges of Nonmonetary Assets—an amendment of APB
Opinion No. 29

(December 2004)
(See summary that follows in this section.)
FASB Statement
No. 123(R)

Share-Based Payment
(See summary that follows in this section.)

(December 2004)
FASB Statement No. 154

Accounting Changes and Error Corrections—a replacement of APB
Opinion No. 20 and FASB Statement No. 3

(May 2005)
(See summary that follows in this section.)

FASB Interpretation
No. 47

Accounting for Conditional Asset Retirement Obligations—an
interpretation of FASB Statement No. 143

(March 2005)

This Interpretation clarifies that the term conditional asset
retirement obligations describes a legal obligation to perform an
asset retirement activity in which the timing and/or method
of settlement are conditional on a future event that may not be
under the entity's control.

FASB EITF Issues

Go to www.fasb.org/eitf / for a complete list of EITF Issues.

(Various dates)
FASB Staff Positions

(Various dates)

Go to www.fasb.org/fasb staff positions/ for a complete list
of FASB Staff Positions (FSPs). Some of the recently issued
FSPs address issues relating to FASB Statements No. 123(R),
No. 13, No. 115, No. 124, and No. 150, among others, as well
as to FASB Interpretation No. 46(R).

AICPA SOP 05-1

Accounting by Insurance Enterprises for Deferred Acquisition
Costs in Connection With Modifications or Exchanges of Insurance
Contracts

AICPA Technical
Practice Aid (TPA)
section 1200.06-1200.15

"Accounting by Noninsurance Enterprises for Property and
Casualty Insurance Arrangements That Limit Insurance Risk"

(February 2005)
(Nonauthoritative)

AICPA TPA
section 5400.05

"Accounting and Disclosures Guidance for Losses from
Natural Disasters—Nongovernmental Entities"

(September 2005)
(N onauthoritative)

AICPA TPA
section 6930.09

(August 2005)

"Accounting and Disclosure Requirements for Single
Employer Employee Benefit Plans Related to the Medicare
Prescription Drug, Improvement and Modernization Act of
2003"

(N onauthoritative)
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"Accounting and Disclosure Requirements for Multiemployer
Employee Benefit Plans Related to the Medicare Prescription
Drug, Improvement and Modernization Act of 2003"

(August 2005)

(Nonauthoritative)

.03 Some of the standards are summarized in the following sections. These summaries are for informa
tional purposes only and should not be relied upon as a substitute for a complete reading of the applicable
standard.

FASB Statement No. 153, Exchanges of Nonmonetary Assets—an amendment of
APB Opinion No. 29
.04 In December 2004, the FASB issued FASB Statement No. 153, Exchanges of Nonmonetary Assets—an
amendment of APB Opinion No. 29. The guidance in Accounting Principles Board (APB) Opinion No. 29,
Accounting for Nonmonetary Transactions, is based on the principle that exchanges of nonmonetary assets
should be measured based on the fair value of the assets exchanged. The guidance in that Opinion, however,
included certain exceptions to that principle. This Statement amends APB Opinion No. 29 to eliminate the
exception for nonmonetary exchanges of similar productive assets and replaces it with a general exception
for exchanges of nonmonetary assets that do not have commercial substance. A nonmonetary exchange has
commercial substance if the future cash flows of the entity are expected to change significantly as a result of
the exchange.

.05 FASB Statement No. 153 is effective for nonmonetary asset exchanges occurring in fiscal periods
beginning after June 15, 2005 (prospective application).

FASB Statement No. 123 (Revised), Share-Based Payment
.06 This Statement is a revision of FASB Statement No. 123, Accounting for Stock-Based Compensation. This
Statement supersedes APB Opinion No. 25, Accounting for Stock Issued to Employees, and its related imple
mentation guidance.

.07 This Statement establishes standards for the accounting for transactions in which an entity exchanges
its equity instruments for goods or services. It also addresses transactions in which an entity incurs liabilities
in exchange for goods or services that are based on the fair value of the entity's equity instruments or that
may be settled by the issuance of those equity instruments. This Statement focuses primarily on accounting
for transactions in which an entity obtains employee services in share-based payment transactions. This
Statement does not change the accounting guidance for share-based payment transactions with parties other
than employees provided in FASB Statement No. 123 as originally issued and Emerging Issues Task Force
(EITF) Issue No. 96-18, "Accounting for Equity Instruments That Are Issued to Other Than Employees for
Acquiring, or in Conjunction With Selling, Goods or Services." This Statement does not address the
accounting for employee share ownership plans, which are subject to AICPA SOP 93-6, Employers' Accounting
for Employee Stock Ownership Plans.
.08 A nonpublic entity will measure the cost of employee services received in exchange for an award of
equity instruments based on the grant-date fair value of those instruments, except in certain circumstances.
Specifically, if it is not possible to reasonably estimate the fair value of equity share options and similar
instruments because it is not practicable to estimate the expected volatility of the entity's share price, a
nonpublic entity is required to measure its awards of equity share options and similar instruments based on
a value calculated using the historical volatility of an appropriate industry sector index instead of the
expected volatility of its share price.
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.09 A nonpublic entity may elect to measure its liability awards at their intrinsic value through the date
of settlement.

.10 The grant-date fair value of employee share options and similar instruments will be estimated using
option-pricing models adjusted for the unique characteristics of those instruments (unless observable market
prices for the same or similar instruments are available). If an equity award is modified after the grant date,
incremental compensation cost will be recognized in an amount equal to the excess of the fair value of the
modified award over the fair value of the original award immediately before the modification.
.11 Excess tax benefits, as defined by this Statement, will be recognized as an addition to paid-in capital.
Cash retained as a result of those excess tax benefits will be presented in the statement of cash flows as
financing cash inflows. The write-off of deferred tax assets relating to unrealized tax benefits associated with
recognized compensation cost will be recognized as income tax expense unless there are excess tax benefits
from previous awards remaining in paid-in capital to which it can be offset.

.12 The notes to financial statements will disclose information to assist users of financial information to
understand the nature of share-based payment transactions and the effects of those transactions on the
financial statements.
.13 This Statement eliminates the alternative to use APB Opinion No. 25's intrinsic value method of
accounting that was provided in FASB Statement No. 123 as originally issued. Under APB Opinion No. 25,
issuing stock options to employees generally resulted in recognition of no compensation cost. This Statement
requires entities to recognize the cost of employee services received in exchange for awards of equity
instruments based on the grant-date fair value of those awards (with limited exceptions). Recognition of that
compensation cost helps users of financial statements to better understand the economic transactions
affecting an entity and to make better resource allocation decisions. Such information specifically will help
users of financial statements understand the effect that share-based compensation transactions have on an
entity's financial condition and results of operations. This Statement also will improve comparability by
eliminating one of two different methods of accounting for share-based compensation transactions and
thereby also will simplify existing U.S. generally accepted accounting principles (GAAP). Eliminating
different methods of accounting for the same transactions leads to improved comparability of financial
statements because similar economic transactions will be accounted for similarly.

.14 The fair-value-based method in this Statement is similar to the fair-value-based method in FASB
Statement No. 123 in most respects. However, the following are the key differences between the two:
•

Nonpublic entities may elect to measure their liabilities to employees incurred in share-based
payment transactions at their intrinsic value. Under FASB Statement No. 123, all share-based
payment liabilities were measured at their intrinsic value.

•

Nonpublic entities are required to account for awards of equity instruments using the fair-value
based method unless it is not possible to reasonably estimate the grant-date fair value of awards of
equity share options and similar instruments because it is not practicable to estimate the expected
volatility of the entity's share price. In that situation, the entity will account for those instruments
based on a value calculated by substituting the historical volatility of an appropriate industry sector
index for the expected volatility of its share price. FASB Statement No. 123 permitted a nonpublic
entity to measure its equity awards using either the fair-value-based method or the minimum value
method.

•

Entities are required to estimate the number of instruments for which the requisite service is expected
to be rendered. FASB Statement No. 123 permitted entities to account for forfeitures as they occur.

•

Incremental compensation cost for a modification of the terms or conditions of an award is measured
by comparing the fair value of the modified award with the fair value of the award immediately
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before the modification. FASB Statement No. 123 required that the effects of a modification be
measured as the difference between the fair value of the modified award at the date it is granted and
the award's value immediately before the modification determined based on the shorter of (a) its
remaining initially estimated expected life or (b) the expected life of the modified award.
•

This Statement also clarifies and expands FASB Statement No. 123's guidance in several areas,
including measuring fair value, classifying an award as equity or as a liability, and attributing
compensation cost to reporting periods.

•

In addition, this Statement amends FASB Statement No. 95, Statement of Cash Flows, to require that
excess tax benefits be reported as a financing cash inflow rather than as a reduction of taxes paid.

.15 This Statement is effective for nonpublic entities as of the beginning of the first annual reporting
period that begins after December 15, 2005.
.16 This Statement applies to all awards granted after the required effective date and to awards modified,
repurchased, or cancelled after that date. The cumulative effect of initially applying this Statement, if any, is
recognized as of the required effective date.

.17 As of the required effective date, all entities that used the fair-value-based method for either
recognition or disclosure under FASB Statement No. 123 will apply this Statement using a modified version
of prospective application. Under that transition method, compensation cost is recognized on or after the
required effective date for the portion of outstanding awards for which the requisite service has not yet been
rendered, based on the grant-date fair value of those awards calculated under FASB Statement No. 123 for
either recognition or pro forma disclosures. For periods before the required effective date, those entities may
elect to apply a modified version of retrospective application under which financial statements for prior
periods are adjusted on a basis consistent with the pro forma disclosures required for those periods by FASB
Statement No. 123. Nonpublic entities that used the minimum value method in FASB Statement No. 123 for
either recognition or pro forma disclosures are required to apply the prospective transition method as of the
required effective date.
.18 The FASB has also issued three FSPs related to FASB Statement No. 123(R). They are as follows:
•

FSP FAS 123(R)-1, "Classification and Measurement of Freestanding Financial Instruments Originally
Issued in Exchange for Employee Services under FASB Statement No. 123(R)" (Issued August 2005)

•

FSP FAS 123(R)-2, "Practical Accommodation to the Application of Grant Date as Defined in FASB
Statement No. 123(R)" (Issued October 2005)

•

FSP FAS 123(R)-3, "Transition Election Related to Accounting for the Tax Effects of Share-Based
Payment Awards" (Issued November 2005)

You should refer to the FASB Web site at www.fasb.org for additional information.

FASB Statement No. 154, Accounting Changes and Error Corrections—a
replacement of APB Opinion No. 20 and FASB Statement No. 3
.19 In May 2005, the FASB issued FASB Statement No. 154, Accounting Changes and Error Corrections—a
replacement of APB Opinion No. 20 and FASB Statement No. 3. FASB Statement No. 154 replaces APB Opinion
No. 20, Accounting Changes, and FASB Statement No. 3, Reporting Accounting Changes in Interim Financial
Statements, and changes the requirements for the accounting for and reporting of a change in accounting
principle. This Statement applies to all voluntary changes in accounting principle. It also applies to changes
required by an accounting pronouncement in the unusual instance that the pronouncement does not include
specific transition provisions. When a pronouncement includes specific transition provisions, those provi
sions should be followed.
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.20 APB Opinion No. 20 previously required that most voluntary changes in accounting principle be
recognized by including in net income of the period of the change the cumulative effect of changing to the
new accounting principle. This Statement requires retrospective application to prior periods' financial
statements of changes in accounting principle, unless it is impracticable to determine either the period
specific effects or the cumulative effect of the change. When it is impracticable to determine the period
specific effects of an accounting change on one or more individual prior periods presented, FASB Statement
No. 154 requires that the new accounting principle be applied to the balances of assets and liabilities as of
the beginning of the earliest period for which retrospective application is practicable and that a corresponding
adjustment be made to the opening balance of retained earnings (or other appropriate components of equity
or net assets in the statement of financial position) for that period rather than being reported in an income
statement. When it is impracticable to determine the cumulative effect of applying a change in accounting
principle to all prior periods, this Statement requires that the new accounting principle be applied as if it
were adopted prospectively from the earliest date practicable.

.21 FASB Statement No. 154 defines retrospective application as the application of a different accounting
principle to prior accounting periods as if that principle had always been used or as the adjustment of
previously issued financial statements to reflect a change in the reporting entity. This Statement also redefines
restatement as the revising of previously issued financial statements to reflect the correction of an error.
.22 In addition, FASB Statement No. 154 requires that:
•

Retrospective application of a change in accounting principle be limited to the direct effects of the
change. Indirect effects of a change in accounting principle, such as a change in nondiscretionary
profit-sharing payments resulting from an accounting change, should be recognized in the period of
the accounting change.

•

A change in depreciation, amortization, or depletion method for long-lived, nonfinancial assets be
accounted for as a change in accounting estimate effected by a change in accounting principle.

.23 This Statement carries forward without change the guidance contained in APB Opinion No. 20 for
reporting the correction of an error in previously issued financial statements and a change in accounting
estimate. This Statement also carries forward the guidance in APB Opinion No. 20 requiring justification of
a change in accounting principle on the basis of preferability.

.24 FASB Statement No. 154 is effective for accounting changes and corrections of errors made in fiscal
years beginning after December 15, 2005.

Recent FASB EITF Issues and FSPs
.25 The FASB is very active in issuing EITF Issues and FSPs. You should visit the FASB Web site to stay
abreast of these many issues and understand those accounting requirements that may pertain to your
company's financial statements. Listed below are selected EITF Issues and FSPs that have been issued
recently and may have a broad interest.

EITF
Issue or FSP

Title

EITF Issue No. 01-9

"Accounting for Consideration Given by a Vendor to a Customer
(Including a Reseller of the Vendor's Products)"

EITF Issue No. 03-1

"The Meaning of Other-Than-Temporary Impairment and Its
Application to Certain Investments"

EITF Issue No. 03-13

"Applying the Conditions in Paragraph 42 of FASB Statement No.
144, Accounting for the Impairment or Disposal of Long-Lived Assets, in
Determining Whether to Report Discontinued Operations"
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EITF
Issue or FSP

Title

EITF Issue No. 04-1

"Accounting for Preexisting Relationships between the Parties to a
Business Combination"

EITF Issue No. 04-5

"Determining Whether a General Partner, or the General Partners
as a Group, Controls a Limited Partnership or Similar Entity
When the Limited Partners Have Certain Rights"

EITF Issue No. 04-10

"Determining Whether to Aggregate Operating Segments That Do
Not Meet the Quantitative Thresholds"

EITF Issue No. 04-13

"Accounting for Purchases and Sales of Inventory with the Same
Counterparty"

EITF Issue No. 05-6

"Determining the Amortization Period for Leasehold
Improvements"

FSP FAS 13-1

"Accounting for Rental Costs Incurred during a Construction
Period"

FSP FAS 115-1 and
FAS 124-1

"The Meaning of Other-Than-Temporary Impairment and Its
Application to Certain Investments"

FSP FAS 123(R)-1

"Classification and Measurement of Freestanding Financial
Instruments Originally Issued in Exchange for Employee Services
under FASB Statement No. 123(R)"

FSP FAS 123(R)-2

"Practical Accommodation to the Application of Grant Date as
Defined in FASB Statement No. 123(R)"

FSP FAS 123(R)-3

"Transition Election Related to Accounting for the Tax Effects of
Share-Based Payment Awards"

FSP FAS 140-2

"Clarification of the Application of Paragraphs 40(b) and 40(c) of
FASB Statement No. 140"

FSP 150-5

"Issuer's Accounting under FASB Statement No. 150 for
Freestanding Warrants and Other Similar Instruments on Shares
That Are Redeemable"

FSP FIN 45-3

"Application of FASB Interpretation No. 45 to Minimum Revenue
Guarantees Granted to a Business or Its Owners"

FSP FIN 46(R)-5

"Implicit Variable Interests under FASB Interpretation No. 46(R)"

FSP APB 18-1

"Accounting by an Investor for Its Proportionate Share of
Accumulated Other Comprehensive Income of an Investee
Accounted for under the Equity Method in Accordance with APB
Opinion No. 18 upon a Loss of Significant Influence"

Present Business and Economic Developments That May Affect
Your Company
Rising Interest Rates, Rising Energy Costs, Rising Debt Levels, and a Softening
Housing Boom
.26 A number of serious threats to the economy and business environment exist. They include:
AICPA Audit and Accounting Manual
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•

Rising interest rates. Remember that approximately half of all U.S. corporate debt outstanding has
floating interest rates. Moreover, trillions of dollars worth of derivatives exist, many of which are
based on interest rates.

•

Soaring gasoline prices. Rising prices threaten a key pillar of the U.S. economy—consumer spending.

•

Dangerously high and rising consumer debt levels.

•

A softening housing boom in some markets.

Although the economy has been performing nicely, these threats could derail economic growth, possibly
affecting your company's business and financial condition.

Hurricanes Katrina and Rita—Accounting Considerations
.27 Hurricanes Katrina and Rita, which severely damaged the Gulf Coast region, present unique issues
to accountants. In addition, Katrina and Rita will likely cause disruption to the nation's near-term economic
growth, inasmuch as the hurricanes inflicted severe damage to key areas of the nation's energy and shipping
infrastructure. However, significant long-term economic effects are not expected. Beyond the possible
economic impact the hurricanes may have, accountants should be aware of the issues and information
presented here.

Accounting Considerations
.28 As companies assess Katrina and Rita's financial impact on their operations, management will need
to properly report the impact in their financial statements. The following questions may arise for losses
incurred as a result of the hurricanes:
1. How should losses from a natural disaster of a type that is reasonably expected to reoccur be classified
in the statement of operations?

2. When should an asset impairment loss related to a natural disaster be recognized?
3. When should a liability for nonimpairment losses and costs related to a natural disaster be recog
nized?
4. What is the accounting for insurance recoveries to cover losses sustained in a natural disaster? Also,
what are the additional considerations related to business interruption insurance recoveries?
5. What are the required disclosures regarding the impact of a natural disaster?

.29 The AICPA has issued TPA section 5400.05, "Accounting and Disclosures Guidance for Losses from
Natural Disasters—Nongovernmental Entities." This guidance answers the above questions and can be
obtained at www.aicpa.org/download/acctstd/Natural disaster TPA_5400.05.pdf.

.30 The guidance in TPA section 5400.05 states that a natural disaster of a type that is reasonably expected
to recur would not meet the conditions of classifying the losses as "extraordinary" in the income statement.
The magnitude of loss from a particular natural disaster does not cause that disaster to be unusual in nature
or unlikely to recur (the two conditions for an extraordinary item). As of the writing of this Alert, indications
are the FASB will conclude that losses from the hurricanes should not be classified as extraordinary. Readers
should keep alert to any statements from the FASB on this matter.

Securities and Exchange Commission, IRS, and Department of Labor Activities Related to
the Hurricanes
.31 The Securities and Exchange Commission (SEC), the IRS, and the Department of Labor (DOL) are
providing relief to victims of the hurricanes in various ways, such as extension of filing deadlines, exemptions
from filing requirements, and tax relief. Visit the SEC, IRS, and DOL Web sites at www.sec.gov,www.irs.gov,
and www.dol.gov for further information.
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Other AICPA Activities Related to Katrina
.32 In addition to the activities previously discussed, the AICPA has implemented several relief efforts
and is reaching out to members in the Gulf Coast to help with relief efforts. A Disaster Recovery Resource
Center has been established at www.aicpa.org/news/2005/disaster_recovery_resources.htm. This site is full
of many resources and information about relief activities related to Katrina, including a disaster response
checklist to help financial executives navigate through the complicated task of disaster recovery. The
checklist, entitled "Disaster Response: What to Do First—A Checklist for CFOs and Controllers," outlines
the issues that need to be addressed including ensuring employee safety, maintaining operations, and
evaluating the company's financial situation.

Risks to Developing Economies
.33 Skyrocketing energy costs are threatening many developing economies. Developing economies,
especially in Asia (for example, Indonesia, India, Philippines, Thailand, and South Korea), rely heavily on
oil and gas. They also import a great deal of that energy. These developing nations spend heavily to subsidize
energy prices. As they spend increasing amounts of money, the buying power and soundness of their
currencies erode. These nations then face great pressure to raise interest rates to restore the value of their
currencies and keep inflation in check. These factors could undermine investor confidence in these develop
ing economies and cause an economic downturn. Energy subsidies were an issue in the 1997 and 1998 Asian
economic crisis. Accountants may want to keep an eye on these developing economies. If serious economic
difficulty develops, accountants may need to consider the effect such events would have on the company's
financial condition. Some of the risks or issues that may need to be considered include the following:
•

Economic downturns in foreign economies directly affect the U.S. economy and the business and
financial health of U.S. companies.

•

Manufacturers, oil producers, ranchers, farmers, high-technology companies, and aerospace busi
nesses are some of the industries that could be affected negatively.

•

U.S. companies that have links to countries experiencing economic trouble may see their stock prices
lose substantial value.

•

Greater risk may exist for entities involved in derivatives, assets, and foreign-currency transactions
related to countries embroiled in economic hardships.

•

Serious economic difficulty abroad may result in a greater risk of current vulnerability due to certain
concentrations.

. 34 Accountants involved in financial reporting may need to perform the following if the company is
affected by any of these risks or issues:
•

Accountants may need to assess the performance of assets and derivatives related to economically
troubled nations.

•

Accountants may need to consider the appropriate accounting and required disclosures relating to
foreign currency translation, transactions arising from the translation of asset and liability positions,
and revenue and expense transactions in currencies other than U.S. dollar pursuant to FASB
Statement No. 52, Foreign Currency.

•

Accountants may need to appropriately evaluate the risk of current vulnerabilities due to certain
concentrations. Also, accountants should comply with the requirements of SOP 94-6, Disclosure of
Certain Significant Risks and Uncertainties, if applicable.

•

Accountants may need to evaluate related contingencies arising from economic troubles abroad,
pursuant to FASB Statement No. 5, Accounting for Contingencies.
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Underfunded Pension Plans and Other Considerations in Pension Plan Accounting
.35 Many companies across all industries are facing a mounting crisis—underfunded pension plans. A
recent Government Accountability Office (GAO) report stated that more than half of the 29,000 private
pension plans insured by the federal Pension Benefit Guaranty Corporation (PBGC) were underfunded, and
a quarter of the plans were less than 90 percent funded. Simply put, many companies have defined benefit
plans in which the obligations owed to retirees exceed the assets in the plans. These companies are faced
with pouring large amounts of cash into those plans to meet legal requirements and make up the shortfall.
As this crisis worsens, a number of companies are opting to terminate their pension plans.

.36 In addition, many companies have been updating and changing the assumptions they use in
accounting for pension plans and other postretirement benefit plans to reflect a changing economic environ
ment.
.37 From a financial reporting perspective, management needs to continuously monitor the key assump
tions used in measuring pension benefit obligations, returns on plan assets, and periodic service cost.
Principal actuarial assumptions include discount rates, participation rates, and factors affecting the amount
and timing of future benefit payments. Changes to key assumptions, even small changes, can significantly
affect a company's earnings and financial statements. FASB Statements No. 87, Employers' Accounting for
Pensions, and No. 106, Employers' Accounting for Postretirement Benefits Other Than Pensions, indicate that each
assumption shall reflect the best estimate solely with respect to that individual assumption on the applicable
measurement date. Certain financial statement disclosures may be required and if activity within an existing
plan, such as earnings or returns on invested plan assets, has a material impact on the company's liquidity,
capital resources, or results of operations, that activity should be discussed in Management's Discussion and
Analysis (MD&A).

Classification of Payments Related to Settlement of Pension Liabilities
.38 Contributions to pension plans are reported as operating cash flows because they relate to employee
compensation, an item reported as an expense in the income statement. Companies that have entered into
agreements with the PBGC typically make payments to the PBGC related to the defined benefit plans that
were assumed by the PBGC. Despite the fact that payments made to the PBGC may continue for several
years, the cash outflows should not be classified as financing activities in the statement of cash flows.

New Bankruptcy Law's Effect on Small Businesses
.39 The Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 was signed into law on April
20, 2005. For small businesses, the new law contains special bankruptcy provisions and is both positive and
negative. On the positive side, small businesses will be able to collect debts from individuals and other
businesses who have filed for bankruptcy. On the negative side, small businesses that wish to reorganize
under the Chapter 11 bankruptcy law will find it more difficult, and more small businesses may not survive
bankruptcy.

Other Accounting Issues and Developments
Help Desk—See the "New Pronouncements and Other Guidance" section of this Alert for
information about recently issued accounting guidance.
.40 Presented in the following sections are discussions about accounting topics that are of particular
interest lately or that have been identified as areas that some accountants have been improperly treating in
the financial statements.
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Finite Insurance Accounting Risks
.41 Recently, a number of issues have arisen concerning the determination of whether an insurance or
reinsurance contract transfers significant insurance (reinsurance) risk. The determination of significant risk
transfer is necessary to determine whether the contract is accounted for as an insurance or reinsurance
arrangement or whether it is accounted for as a financing arrangement (similar to a loan). These issues have
been at the heart of some recent large accounting scandals, in which certain companies improperly treated
transactions as insurance, when evidence of risk transfer was lacking. By improperly treating these transac
tions as insurance, the companies were able to spruce up their financial statements.

.42 Finite insurance, in its most common form, involves a company paying very large premiums to an
insurer. These premiums come close to the maximum coverage. If the claim losses end up being less than
the premiums, the insurer returns the excess premiums to the company. The insurance company receives a
fee and may not risk severe loss if the premiums are very large. The question arises as to whether risk was
truly transferred to the insurer.

Accounting Guidance
.43 Paragraph 44 of FASB Statement No. 5, Accounting for Contingencies, requires that all insurance and
reinsurance contracts indemnify the insured against loss or liability. FASB Statement No. 113, Accounting and
Reporting for Reinsurance of Short-Duration and Long-Duration Contracts, provides further guidance for deter
mining the transfer of significant insurance risk for reinsurance arrangements. Those contracts that do not
transfer significant insurance risk are accounted for as deposits (similar to a financing or loan, with loan
repayments taking the form of periodic insurance premium payments).

.44 Regardless of whether a policyholder is a noninsurance or insurance enterprise, an insurance (or
reinsurance) contract qualifies for insurance accounting only to the extent that it indemnifies or transfers
significant insurance risk from the policyholder to the insurer.

FASB Project Underway to Address Insurance Risk Transfer
.45 The FASB is developing guidance to clarify what constitutes transfer of significant insurance risk in
insurance and reinsurance contracts. The project's objective is to define an insurance contract and provide
further assistance in identifying those contracts that transfer significant insurance risk. In addition, this
project is exploring the notion of bifurcation of insurance contracts into risk transfer and financing segments
for purposes of establishing the appropriate accounting for those contract segments.

Expensing Stock Options and Complying With FASB Statement No. 123(R)
.46 As the compliance deadline nears, management at many companies will be adopting the require
ments of FASB Statement No. 123(R), Accounting for Stock-Based Compensation, and expensing their stock
options. The effect on a company's financial statements of expensing stock options could be significant. Data
suggests that approximately 20 percent of reported earnings of many corporations would be erased if they
had expensed their stock options. Other pronouncements related to FASB Statement No. 123(R) have been
issued, including:
•

SEC Staff Accounting Bulletin (SAB) No. 107. This SAB summarizes the views of the SEC staff regarding
the interaction between FASB Statement No. 123(R) and certain SEC rules and regulations and
provides the SEC staff's views regarding the valuation of share-based payment arrangements for
public companies.

•

FASB Staff Position (FSP) FAS 123(R)-1, "Classification and Measurement of Freestanding Financial
Instruments Originally Issued in Exchange for Employee Services under FASB Statement No. 123(R)."
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•

FSP FAS 123(R)-2, "Practical Accommodation to the Application of Grant Date as Defined in FASB Statement
No. 123 (R)."

•

FSP FAS 123(R)-3, "Transition Election Related to Accounting for the Tax Effects of Share-Based Payment
Awards."

•

SEC Staff Progress Report on Market Approaches to Valuing Employee Stock Options Under SFAS 123R.
This document reports on the SEC's progress in evaluating proposals to value employee stock
options.

SEC Statements on Use of Market Instruments to Value Stock Options for FASB
Statement No. 123(R)
A7 The SEC Staff Progress Report provides useful information related to the valuation of employee stock
options. Among other matters, the documents contained in the progress report state:

•

"[W]e have significant doubts based on OEA's [the SEC's Office of Economic Analysis] views as to
whether it would be possible to design an instrument that would achieve the measurement objective
of Statement 123R by relying on similar contractual terms and conditions." [Chief Accountant's
Statement]

•

"[O]ur analysis indicates that instruments that replicate the terms and conditions of employee stock
options or other share-based compensation do not produce reasonable estimates of fair value." [Office
of Economic Analysis]

•

"Differences between the preferences of employees and investors will generally prevent their exercise
behaviors from being similar." [Office of Economic Analysis]

•

"We conclude that the terms-and-conditions approach to the design of a market instrument does not
yield a transaction price that is a reasonable measure of the cost of the option grant to the issuer and,
thus, will not meet the fair value measurement objective of the standard." [Office of Economic Analysis]

If stock option accounting is an issue for your company, you should be familiar with FASB Statement No.
123(R) and its related pronouncements and comply with all requirements.

Buy/Sell Arrangements/Purchases and Sales of Inventory With the Same
Counterparty
. 48 Buy/sell transactions typically involve contractual arrangements that establish the terms of the
agreements to buy and sell a commodity either jointly in a single contract, or separately in individual
contracts that are entered into concurrently or in contemplation of one another with a single counterparty.
There may be provisions accommodating differences in quantities or grades, receipt and delivery locations,
and stipulating that monetary consideration accompany the exchange. Such arrangements may be employed
to facilitate the procurement of feedstock for a refinery operation, or to otherwise manage the supply chain
or inventory in general. Some companies may find it necessary to enter into a series of these transactions
with different counterparties in an effort to obtain a given quantity of feedstock or inventory for a single
location. These arrangements are undertaken due to market forces of supply and demand, and they may
serve to increase the efficiency with which transportation assets are utilized or to reduce the overall cost of
acquiring inventory.

Accounting Guidance
.

49 Questions have been raised regarding the accounting for these types of transactions, including:
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1. Under what circumstances should two or more transactions with the same counterparty (counter
parties) be viewed as a single nonmonetary transaction within the scope of APB Opinion No. 29?

2. If nonmonetary transactions within the scope of APB Opinion No. 29 involve inventory, are there
any circumstances under which the transactions should be recognized at fair value?
.50 The FASB has issued EITF Issue No. 04-13, "Accounting for Purchases and Sales of Inventory with the
Same Counterparty," which addresses these accounting issues. In addition, the SEC staff has issued letters
to certain registrants on the accounting, presentation, and disclosure of buy/sell transactions. An example
of the letter is posted on the SEC's Web site at www.sec.gov/divisions/corpfin/guidance/oilgas021105.htm.
Registrants who engage in buy/sell transactions should provide the disclosure requested in the sample letter.

Leasing-Related Errors and Restatements
.51 There have been a number of restatements for lease accounting in the following areas: (a) amortization
of leasehold improvements by a lessee in an operating lease with lease renewals, (b) the pattern of recognition
of rent when the lease term in an operating lease contains a period where there are free or reduced rents
(commonly referred to as "rent holidays"), and (c) incentives related to leasehold improvements provided
by a landlord/lessor to a tenant/lessee in an operating lease. Presented here is accounting guidance related
to these three areas, as communicated recently by the SEC staff.

Amortization of Leasehold Improvements
.52 Leasehold improvements in an operating lease should be amortized by the lessee over the shorter of
their economic lives or the lease term, as defined in paragraph 5(f) of FASB Statement No. 13, Accounting for
Leases, as amended. Amortizing leasehold improvements over a term that includes assumption of lease
renewals is appropriate only when the renewals have been determined to be reasonably assured, as that term
is contemplated by FASB Statement No. 13.

Rent Holidays
.53 Pursuant to the response in paragraph 2 of FASB Technical Bulletin (FTB) 85-3, Accounting for
Operating Leases with Scheduled Rent Increases, rent holidays in an operating lease should be recognized by the
lessee on a straight-line basis over the lease term (including any rent holiday period) unless another
systematic and rational allocation is more representative of the time pattern in which leased property is
physically employed.

Landlord/Tenant Incentives
.54 Leasehold improvements made by a lessee that are funded by landlord incentives or allowances
under an operating lease should be recorded by the lessee as leasehold improvement assets and amortized
over a term consistent with the guidance in the section in this Alert titled "Amortization of Leasehold
Improvements."

.55 The incentives should be recorded as deferred rent and amortized as reductions to lease expense over
the lease term in accordance with paragraph 15 of FASB Statement No. 13 and the response to Question 2 of
FTB 88-1, Issues Relating to Accounting for Leases, and therefore, it is inappropriate to net the deferred rent
against the leasehold improvements.
.56 A company's statement of cash flows should reflect cash received from the lessor that is accounted
for as a lease incentive within operating activities and the acquisition of leasehold improvements for cash
within investing activities. Evaluating when improvements should be recorded as assets of the lessor or assets
of the lessee may require significant judgment.
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Revenue Arrangements With Multiple Deliverables
.57 Numerous entities need to comply with the requirements of FASB EITF Issue No. 00-21, "Revenue
Arrangements with Multiple Deliverables." Many companies offer multiple solutions to their customers'
needs. Those solutions may involve the delivery or performance of multiple products, services, or rights to
use assets, and performance may occur at different points in time or over different periods of time. In these
situations, accounting for the revenue related to those terms can be complicated.
.58 EITF Issue No. 00-21 addresses how to determine whether an arrangement involving multiple
deliverables contains more than one unit of accounting. In applying this Issue, separate contracts with the
same entity or related parties that are entered into at or near the same time are presumed to have been
negotiated as a package and should, therefore, be evaluated as a single arrangement in considering whether
there are one or more units of accounting. That presumption may be overcome if there is sufficient evidence
to the contrary. This Issue also addresses how arrangement consideration should be measured and allocated
to the separate units of accounting in the arrangement. Readers should refer to the full text of the Issue to
understand all of its requirements.

Guidance on Impairment of Investments—Update on EITF Issue No. 03-1
.59 In 2004, to answer questions on evaluating other-than-temporary impairment, the FASB issued EITF
Issue No. 03-1, "The Meaning of Other-Than-Temporary Impairment and Its Application to Certain Invest
ments." The project included two stages. The first, a disclosure stage, included additional numerical and
narrative disclosures for debt and marketable equity securities that have unrealized losses. The second stage
included specific measurement and impairment accounting guidance.

Disclosures
.60 In summary, for investments accounted for under paragraph 5(b) and for investments with unreal
ized losses that have not been recognized as other than temporary, one needs to disclose in tabular form,
aggregated unrealized losses by category of investment and the related fair value of those investments.
Additionally, these disclosures need to be segregated by current and noncurrent status. Finally, additional,
narrative information should be provided, sufficient to allow financial statement users to understand the
quantitative disclosures and the information that the investor considered (both positive and negative) in
reaching the conclusion that the impairments are not other than temporary. There are also additional
disclosures for cost method investments, if applicable. For specific instructions, see the EITF Issue.

Impairment Evaluation
.61 The second stage included accounting guidance, which was set to be effective for reporting periods
beginning after June 15, 2004. However, when entities started to put the impairment requirements of the
EITF into practice, a number of issues became problematic.

.62 In response to concerns, the FASB issued FSP EITF Issue No. 03-1-1, "Effective Date of Paragraphs
10-20 of EITF Issue No. 03-1," which delayed the recognition and measurement guidance contained in
paragraphs 10 through 20 of EITF Issue No. 03-1. The FASB also issued proposed FSP EITF Issue No. 03-1-a,
"Implementation Guidance for the Application of Paragraph 16 of EITF Issue No. 03-1," which was renamed
and issued as final in November 2005 as FSP FAS 115-1 and FAS 124-1, "The Meaning of Other-Than-Temporary Impairment and Its Application to Certain Investments." This FSP nullifies certain requirements of
EITF Issue No. 03-1 and supersedes EITF Topic No. D-44, "Recognition of Other-Than-Temporary Impair
ment upon the Planned Sale of a Security Whose Cost Exceeds Fair Value." This FSP specifically:

1. Nullifies the requirements of paragraphs 10-18 of EITF Issue No. 03-1
2. Carries forward the requirements of paragraphs 8 and 9 of EITF Issue No. 03-1 with respect to
cost-method investments
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3. Carries forward the disclosure requirements included in paragraphs 21 and 22 of EITF Issue No. 03-1
and related examples
4. References existing other-than-temporary impairment guidance

.6 3 This FSP is effective for other-than-temporary impairment analyses conducted in periods beginning
after December 15, 2005.

Reminder About the Classification of Cash Receipts From Inventory Sales
.6 4 Companies may finance the sale of inventory in various ways, such as on account or with a note or
sales-type lease receivable (whether long or short term), using various entities in the consolidated group.
Paragraph 22a of FASB Statement No. 95, Statement ofCash Flows, states that cash receipts from the sales of
goods or services are operating cash flows. Paragraph 22a clarifies that classification as an operating activity
is required regardless of whether those cash flows stem from the collection of the receivable from the
customer or the sale of the customer receivable to others, regardless of whether those receivables are on
account or stem from the issuance of a note, and regardless of whether they are collected in the short term
or the long term.
.6 5 Presenting cash flows between a company and its consolidated subsidiaries as an investing cash
outflow and an operating cash inflow when there has not been a cash inflow to the company on a consolidated
basis from the sale of inventory is not in accordance with GAAP. Similarly, presenting cash receipts from
receivables generated by the sale of inventory as investing activities in the company's consolidated state
ments of cash flows is not in accordance with GAAP.

.6 6 Management should ensure that footnote disclosure identifies where the cash flows related to the sale
of inventory are classified in the consolidated statements of cash flows and explains the nature of the
receivables/notes/loans and where the cash flows from these transactions are classified in the consolidated
statements of cash flows. Management should also ensure that the line item descriptors on the consolidated
statements of cash flows are consistent with those on the consolidated balance sheets and in the financial
statement footnotes detailing the components of finance receivables.

Internal Control Deficiencies—Learning From Reported 404 Flaws
.6 7 Internal control deficiencies reported by public companies, in accordance with regulations related to
the Sarbanes-Oxley Act of 2002 (that is, section 404), have been numerous. Looking at the kinds of control
weaknesses being reported can be informative to management. Some of those common control weaknesses
include:

•

Approximately half of internal control weaknesses reported relate to financial systems and proce
dures. These weaknesses often related to the financial closing process, account reconciliation, and
inventory processes.

•

Personnel issues, such as unqualified or inadequate finance staffs, were common.

•

Other weaknesses related to documentation, revenue recognition, IT systems and controls, lease
accounting, and tax accounting.

On The Horizon
.68 You should keep abreast of accounting developments and upcoming guidance that may affect your
company. You should check the appropriate standard-setting Web sites (listed below) for a complete picture
of all accounting projects in progress. Presented in this section is brief information about certain projects that
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are expected to result in final standards in the near future. Remember that exposure drafts are nonauthori
tative and cannot be used as a basis for changing GAAP or generally accepted auditing standards (GAAS).

.69 The following table lists the various standard-setting bodies' Web sites, where information may be
obtained on outstanding exposure drafts, including downloading a copy of the exposure draft. These Web
sites contain much more in-depth information about proposed standards and other projects in the pipeline.

Standard-Setting Body

Web Site

AICPA Accounting Standards Executive
Committee (AcSEC)

www.aicpa.org/members/div/acctstd/
edo/index.htm

Financial Accounting Standards Board
(FASB)

www.fasb.org

Governmental Accounting Standards
Board (GASB)

www.gasb.org

Help Desk—The AICPA's standard-setting committees publish exposure drafts of pro
posed professional standards exclusively on the AICPA Web site (www.aicpa.org). The
AICPA will notify interested parties by e-mail about new exposure drafts. To be added to
the notification list for all AICPA exposure drafts, send your e-mail address to memsat@
aicpa.org. Indicate "exposure draft e-mail list" in the subject header field to help process
your submission more efficiently. Include your full name, mailing address and, if known,
your membership and subscriber number in the message.

Project on Revenue Recognition

.70 Revenue usually is the largest single item in financial statements, and issues involving revenue
recognition are among the most important and difficult that standard setters and accountants face. Because
no comprehensive standard on revenue recognition exists, there is a significant gap between the broad
conceptual guidance in the FASB's Concepts Statements and the detailed guidance in the authoritative
literature. Most of the authoritative literature provides industry or transaction-specific implementation
guidance, and it has been developed largely on an ad hoc basis and issued in numerous pronouncements
with differing degrees of authority. Those pronouncements include APB Opinions, FASB Statements, AICPA
Audit and Accounting Guides, AICPA SOPs, FASB Interpretations, EITF Issues, SEC SABs, and the like. Each
focuses on a specific practice problem and has a narrow scope, and the guidance is not always consistent
across pronouncements.
.71 The SEC sought to fill the gap in the accounting literature with SAB No. 101, Revenue Recognition in
Financial Statements, which was issued in December 1999, and the companion document, Revenue Recognition
in Financial Statements—Frequently Asked Questions and Answers, which was issued in October 2000. SAB No.
101 was superseded by SAB No. 104, Revenue Recognition, in December 2003. SAB No. 104 states that if a
transaction falls within the scope of specific authoritative literature on revenue recognition, that guidance
should be followed; in the absence of such guidance, the revenue recognition criteria in Concepts Statement
No. 5, Recognition and Measurement in Financial Statements of Business Enterprises (namely, that revenue should
not be recognized until it is G) realized or realizable and (b) earned), should be followed. However, SAB No.
104 is more specific, stating additional requirements for meeting those criteria, and reflects the SEC staff's
view that the four basic criteria for revenue recognition in AICPA SOP 97-2, Software Revenue Recognition,
should be a foundation for all basic revenue recognition principles. Those criteria are:
•

Persuasive evidence of an arrangement exists.

•

Delivery has occurred.
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•

The vendor's fee is fixed or determinable.

•

Collectibility is probable.

.72 Some criticized SAB No. 101 on the basis that the criteria in SOP 97-2 were developed for a particular
industry and that broader application of those criteria was neither contemplated nor intended. They asserted
that that guidance may not be appropriate for certain recognition issues, including some that the EITF has
considered. Others noted that an SAB is designed to provide the SEC staff's interpretive responses and not
to change GAAP. For that reason, SABs are issued without an invitation for comment. Critics argued that
SAB No. 101 had in fact changed GAAP by promulgating changes in industry practice without the full due
process and deliberation that characterize the FASB's decision-making process. Even though the SEC
guidance for revenue recognition applies only to SEC registrants, the work done in developing and
implementing SAB No. 101 has focused attention on revenue recognition issues and will be very useful in
this project.
.73 In response to these issues, the FASB has undertaken a project to develop a comprehensive statement
on revenue recognition that is conceptually based and framed in terms of principles. The FASB is partnering
with the International Accounting Standards Board (IASB) on this project.

.74 The planned comprehensive revenue recognition Statement will (a) eliminate the inconsistencies in
the existing authoritative literature and accepted practices, (b) fill the voids that have emerged in revenue
recognition guidance in recent years, and (c) provide a conceptual basis for addressing issues that arise in
the future.

Proposed FASB Statements, Interpretations, and Other Guidance

Proposed FASB Statement The Hierarchy of Generally Accepted Accounting Principles
.75 This proposed Statement would identify the sources of accounting principles and the framework for
selecting the principles to be used in the preparation of financial statements of nongovernmental companies
that are presented in conformity with U.S. GAAP (or the GAAP hierarchy). The GAAP hierarchy is currently
presented in AICPA AU section 411, The Meaning of Present Fairly in Conformity With Generally Accepted
Accounting Principles. However, the FASB believes that the GAAP hierarchy should be directed specifically
to companies because it is the company, not the auditor, who is responsible for selecting its accounting
principles for financial statements. Accordingly, the FASB concluded that the GAAP hierarchy should reside
in the accounting literature established by the FASB. The FASB decided to carry forward the GAAP hierarchy
as set forth in AU section 411, subject to certain modifications. The proposed Statement would be effective
for fiscal periods beginning after September 15, 2005. Readers should be alert for the issuance of a final
Statement, which is expected at the end of 2005.

Proposed FASB Statements Business Combinations and Consolidated Financial
Statements, Including Accounting and Reporting of Noncontrolling Interests
in Subsidiaries
.76 In these proposed Statements, the FASB plans to revise the existing guidance on the application of
the purchase method. The following are among the main proposals:

1. That all acquisitions of businesses be measured at the fair value of the business acquired.
2. That substantially all of the assets acquired and liabilities assumed of the acquired business be
recognized and measured at their fair values at the acquisition date.

3. That entities that follow U.S. GAAP and international standards apply substantially the same
accounting requirements for their business combinations.
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.77 Exposure drafts on business combinations, purchase method procedures, and noncontrolling inter
ests were issued in mid-2005. The FASB's goal is to issue the two final Standards in the fourth quarter of
2006. The target effective date for the two proposed Statements is for fiscal years beginning on or after
December 15, 2006.

Proposed FASB Statements Accounting for Transfers of Financial Assets, Accounting for
Servicing of Financial Assets, and Accounting for Certain Hybrid Financial Instruments
.78 The exposure draft Accounting for Transfers of Financial Assets is a revision of a June 2003 exposure
draft, Qualifying Special-Purpose Entities and Isolation of Transferred Assets, and would amend FASB Statement
No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities. The proposed
Statement seeks to (a) clearly specify the circumstances that require the use of a qualifying special-purpose
entity (SPE) in order to derecognize all or a portion of financial assets, (b) provide additional guidance on
permitted activities of qualifying SPEs, (c) eliminate the prohibition on a qualifying SPE's ability to hold
passive derivative financial instruments that pertain to beneficial interests held by a transferor, and (d) revise
the initial measurement of interests related to transferred financial assets held by a transferor. The effective
dates associated with this proposed Statement vary; refer to the exposure draft for further information.
.79 The exposure draft Accounting for Servicing of Financial Assets would also amend FASB Statement No.
140. The proposed Statement would (a) require all separately recognized servicing rights to be initially
measured at fair value, if practicable; (b) permit an entity to choose between two measurement methods for
each class of separately recognized servicing assets and liabilities; and (c) require additional disclosures for
all separately recognized servicing rights. The proposed Statement would be effective for transactions
occurring in the earlier of the first fiscal year beginning after December 15, 2005, or fiscal years that begin
during the fiscal quarter in which the Statement is issued.

.80 The proposed Statement Accounting for Certain Hybrid Financial Instruments would amend Statement
No. 140 and Statement No. 133, Accounting for Derivative Instruments and Hedging Activities. Specifically, the
proposed Statement would (a) permit fair value remeasurement for any hybrid financial instrument that
contains an embedded derivative that otherwise would require bifurcation, (b) clarify which interest-only
strips and principal-only strips are not subject to the requirements of FASB Statement No. 133, (c) establish
a requirement to evaluate beneficial interests in securitized financial assets to identify interests that are
freestanding derivatives or that are hybrid financial instruments that contain an embedded derivative
requiring bifurcation, (d) clarify that concentrations of credit risk in the form of subordination are not
embedded derivatives, and (e) eliminate restrictions on a qualifying SPE's ability to hold passive derivative
financial instruments that pertain to beneficial interests that are themselves or that contain a derivative
financial instrument. The proposed Statement would be effective after the earlier of fiscal years beginning
after December 15,2005, or fiscal years that begin during the fiscal quarter in which the Statement is issued.
.81 Readers should be alert for the issuance of final Statements, which is expected in the first quarter of
2006. See the FASB Web site at www.fasb.org for complete information.

Proposed FASB Statement Fair Value Measurements
.82 In June 2004, the FASB published an exposure draft of a proposed Statement, Fair Value Measurements,
which seeks to establish a framework for measuring fair value that would apply broadly to financial and
nonfinancial assets and liabilities, improving the consistency, comparability, and reliability of the measure
ments. The fair value framework would clarify the fair value measurement objective and its application under
authoritative pronouncements that require fair value measurements. The exposure draft would replace any
current guidance for measuring fair value in those pronouncements and would expand current disclosures.
Readers should be alert for the issuance of a final Statement, which is expected in the fourth quarter of 2005.
Refer to the FASB Web site at www.fasb.org for complete information.
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Proposed FASB Statement Earnings per Share—an amendment of FASB Statement No. 128
.83 This proposed Statement would amend the computations guidance in FASB Statement No. 128,
Earnings per Share, for calculating the number of incremental shares included in diluted shares when applying
the Treasury stock method. Also, this proposed Statement would eliminate the provisions of Statement No.
128 that allow an entity to rebut the presumption that contracts with the option of settling in either cash or
stock will be settled in stock. In addition, this proposed Statement would require that shares that will be
issued upon conversion of a mandatorily convertible security be included in the weighted-average number
of ordinary shares outstanding used in computing basic earnings per share from the date when conversion
becomes mandatory. Readers should be alert for the issuance of a final Statement, which is expected to be
released in the first quarter of 2006.

Proposed FASB Interpretation Accounting for Uncertain Tax Positions
.84 In July 2005, the FASB published an exposure draft of a proposed Interpretation, Accounting for
Uncertain Tax Positions, which seeks to reduce the significant diversity in practice associated with recognition
and measurement in the accounting for income taxes. It would apply to all tax positions accounted for in
accordance with FASB Statement No. 109, Accounting for Income Taxes. Specifically, the exposure draft
requires that a tax position meet a "probable recognition threshold" for the benefit of the uncertain tax
position to be recognized in the financial statements. This threshold is to be met assuming that the tax
authorities will examine the uncertain tax position. The exposure draft also contains guidance with respect
to the measurement of the benefit that is recognized for an uncertain tax position, when that benefit should
be derecognized, and other matters. The effective date of the proposed Interpretation would be as of the end
of the first fiscal year ending after December 15,2005. A final Interpretation is expected to be released in the
first quarter of 2006.

Proposed FASB EITF Issues
.85 Numerous open issues are under deliberation by the EITF. Readers should visit the FASB Web site
at www.fasb.org/eitf/agenda.shtml for complete information.

Proposed FASB Staff Positions
.86 A number of proposed FASB Staff Positions are in progress that address issues related to FASB
Statements No. 13, and No. 133, and FIN 46(R). Readers should visit the FASB Web site at www.fasb.org/
fasb staff positions/proposed_fsp.shtml for complete information.

AICPA Resource Central
.87 The following publications deliver valuable guidance and practical assistance.
•

Corporations Checklists and Illustrative Financial Statements (product no. 008935kk). Developed by the
AICPA's Accounting and Auditing Publications staff, this practice aid is invaluable to anyone who
prepares financial statements and reports for corporations. These disclosure checklists have been
designed to help you prepare financial statements and assist you in determining the adequacy of
disclosures in the financial statements.

•

Accounting Trends & Techniques—2005 (product no. 009897kk). It is the must-have resource for any
CPA who frequently creates or uses financial reports. Filled with current reporting techniques and
methods used by the nation's top organizations, this 650-page AICPA bestseller will provide
guidance you need to improve your accounting preparation and procedures.

•

Practice Aid Preparing and Reporting on Cash- and Tax-Basis Financial Statements (product no. 006701 kk).
Authoritative guidance on cash- and tax-basis financial statements is rather vague and leaves a great
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deal to professional judgment. Section One of this publication provides nonauthoritative, practical
guidance on preparing and reporting on cash- and tax-basis financial statements. Section Two
includes example financial statements, disclosures, and other engagement practice aids. The Appen
dix provides an example checklist to be used for cash- and tax-basis financial statements.

AICPA reSOURCE: Online Accounting and Auditing Literature
.88 AICPA has created your core accounting and auditing library online. AICPA reSOURCE is now
customizable to suit your preferences or your firm's needs. Or, if you prefer to have access to the entire
library—that's available too! Get access—anytime, anywhere—to the AICPA's latest Professional Standards,
Technical Practice Aids, Audit and Accounting Guides (more than 20!), Audit Risk Alerts (more than 15!), and
Accounting Trends & Techniques. To subscribe to this essential online service for accounting professionals, go
to www.cpa2biz.com.

Educational Courses
.89 The AICPA has developed a number of continuing professional education (CPE) courses that are
valuable to CPAs. Those courses include:
•

FASB Review for Industry (2005-2006 edition) (product no. 730562kk). Comprehensive coverage of
recent FASB, AcSEC, IASB, and EITF pronouncements is provided in this course geared to the specific
interests of the CPA in corporate management.

•

Accounting Update: A Review of Recent Activities (2005 edition) (732761kk). This course keeps you
current and shows you how to apply the most recent financial accounting and reporting standards.
Highlights include FASB Interpretation No. 46 on variable interest entities, fair value concepts and
measurements, and the revised FASB Statement No. 123 on share-based payment.

•

AICPA's Annual Accounting and Auditing Update Workshop (2005 edition) (product no. 736181kk, text;
also available in video and DVD formats with a manual). Whether you are in industry or public
practice, this course keeps you current and informed and shows you how to apply the most recent
standards.

•

Accounting for Income Taxes: Applying STAS No. 109 (product no. 732790kk). No other area in
accounting is as far reaching, and requires knowledge of a vast number of topics in financial and tax
accounting, as accounting for deferred taxes. This course addresses the application of this complex
standard to many common differences between financial accounting and tax compliance. You will
gain a sound knowledge of the theory of deferred taxes and how this theory can be applied to practical
situations. Many practical examples are included to illustrate the theory, and the information is
presented so you will be able to apply this theory to any other situation that you may encounter.

•

The AICPA's Guide to Consolidations, Goodwill and Other Consolidation Issues (product no. 735129kk).
Learn how FASB Statements No. 141 and No. 142 have changed the rules for business combinations
and goodwill accounting. Develop standards for applying purchase accounting and how to allocate
the acquired entity now that it's the only game in town under FASB Statement No. 141. Identify
variable interest entities' impact under FASB Interpretation No. 46(R). Learn how FASB Statement
No. 142 deals with goodwill from initial recognition to the annual impairment review requirements.

.90 For a listing of additional courses available, please download the Fall/Winter 2005 AICPA CPE Catalog
at https://media.cpa2biz.com/Publication/05_fall_winter_FINAL.pdf. You can also check at
https://www.cpa2biz.com/CPE/default.htm for availability of any more recent catalogs.

Online CPE
.91 AICPA InfoBytes, offered exclusively through CPA2Biz.com, is AICPA's flagship online learning
product. Selected as one of Accounting Today's top 100 products for 2003, AICPA InfoBytes now offers a free
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trial subscription to the entire product for up to 30 days. AICPA members pay $149 ($369 nonmembers) for
a new subscription and $119 ($319 nonmembers) for the annual renewal. Divided into one- and two-credit
courses that are available 24/7, AICPA InfoBytes offers hundreds of hours of learning in a wide variety of
topics. To register or learn more, visit www.cpa2biz.com/infobytes.

Webcasts
.92 Stay plugged in to what's happening and earn CPE credit right from your desktop. AICPA Webcasts
are high-quality two-hour CPE programs that bring you the latest topics from the profession's leading
experts. Broadcast live, they allow you to interact with the presenters and join in on the discussion. If you
can't make the live event, each Webcast is archived and available on CD-ROM.

CFO Quarterly Roundtable Series
.93 The CFO Roundtable Webcast Series—brought to you each calendar quarter—is designed to cover a
broad array of "hot topics" that successful organizations employ and subjects that are important to the CFO's
personal success. From financial reporting and budgeting and forecasting, to asset management and
operations, the roundtable helps CFOs, treasurers, controllers, and other financial executives excel in their
demanding roles.

SEC Quarterly Update Series
.94 The SEC Quarterly Update Webcast Series—brought to you each calendar quarter—showcases the
profession's leading experts on what's "hot" at the SEC. From corporate accounting reform legislation and
new regulatory initiatives to accounting and reporting requirements and CorpFin activities, these hard
hitting sessions will keep you "plugged-in" to what's important. A must for both preparers in public
companies and practitioners who have public company clients, this is the place to be when it comes to
knowing about the areas of current interest at the SEC.

Member Satisfaction Center
.95 To order AICPA products, receive information about AICPA activities, and find help on your
membership questions, call the AICPA Service Operations Center at (888) 777-7077.

Technical Hotline and Ethics Hotline
.96 Do you have a complex technical question about GAAP, other comprehensive bases of accounting
(OCBOA), or other technical matters? If so, use the AICPA's Accounting and Auditing Technical Hotline.
AICPA staff will research your question and call you back with their answer. You can reach the Technical
Hotline at (888) 777-7077.
.97 In addition to the Technical Hotline, the AICPA also offers an Ethics Hotline. Members of the AICPA's
Professional Ethics Team answer inquiries concerning independence and other behavioral issues related to
the application of the AICPA Code of Professional Conduct. You can reach the Ethics Hotline at (888)
777-7077.

Conferences
.98 Among the many interesting conferences the AICPA offers, there is one that might interest you. Held
late each fall, the AICPA National Construction Industry Conference presents a comprehensive program
revealing latest trends and developments in the construction industry. The conference offers a national
perspective and addresses the newest trends in conducting business, among other topics.
.99 For additional information, contact CPA2biz at its Web site, www.cpa2biz.com.
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Web Sites

AICPA Online and CPA2biz
.100 Here is a unique opportunity to stay abreast of matters relevant to the CPA profession! AICPA
Online, at www.aicpa.org, informs you of developments in the accounting and auditing world as well as
developments in congressional and political affairs affecting CPAs. In addition, www.cpa2biz.com offers
you all the latest AICPA products.

.101 Current Accounting Issues and Risks—2005/06 will be published annually. As you encounter audit or
industry issues that you believe warrant discussion in next year's Alert, please feel free to share those with
us. Any other comments that you have about the Alert would also be appreciated. You may e-mail these
comments to rdurak@aicpa.org, or write to:
Robert Durak, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881

[The next page is 9000-161.]
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Employee Stock Option Accounting:
FASB Statement No, 123(R),
SEC SAB No. 107, and Other
Recent Authoritative Developments
NOTICE TO READERS
EMPLOYEE STOCK OPTION ACCOUNTING:
FASB STATEMENT NO. 123(R),
SEC SAB NO. 107, AND OTHER
RECENT AUTHORITATIVE DEVELOPMENTS
This Financial Reporting Alert was authored by Louis P. Le Guyader, Ph.D., CPA, under a commission
from the AICPA. Some of the passages in this Alert represent the views of the author. This Financial
Reporting Alert has not been approved, disapproved, or otherwise acted upon by any senior technical
committee of the AICPA and has no official or authoritative status. Authoritative accounting guidance
in the United States is issued principally by the Financial Accounting Standards Board and the
Securities and Exchange Commission.

Written by Louis P. Le Guyader, Ph.D., CPA
Edited by Karin Glupe, CPA
Technical Manager
Accounting and Auditing Publications
Robert Durak, CPA
Director
Accounting and Auditing Publications
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Financial Accounting Standards No. 123(R), Share-Based Payment, can easily be mastered. The author thanks
particularly Whit Broome and the faculty of the University of Virginia's McIntire School and the joint finance
and accounting seminars at Marquette University for screening methods of presenting valuation method
ologies for ESOs.

Errors communicated to the author in this description of FASB Statement No. 123(R) will be corrected and
posted at www.kerlouet.org (see below). For those readers responsible for compliance with these rules, there
is no substitute for reading FASB Statement No. 123(R) and Securities and Exchange Commission (SEC) Staff
Accounting Bulletin (SAB) No. 107 and they should do so.

Internet Support for This Financial Reporting Alert
The author will support this work from time to time with an Internet depository located at www.kerlouet.org
(see the Stock Options tab). This electronic depository will contain any corrections to the work that come to
the attention of the author. It will also feature periodic updates on new SEC rules and announcements
relevant to FASB Statement No. 123(R) and additional resources as the topics of fair value estimation and
employee stock option (ESO) accounting policy progresses. This Internet site will contain downloadable
copies or links to documents cited in this work. Purchasers of this Financial Reporting Alert should obtain
their user name and password by writing to the author; readers who identify errors requiring corrections,
or who have information requests, should also write directly to the author. The Author can be reached at
lleguyad@aol.com.
The AICPA does not monitor the author's content on the Web site indicated above and is not connected in
any way with that Web site. The AICPA is not responsible for the content contained at www.kerlouet.org.

About the Author
Louis P. Le Guyader has been active in the capital markets as an accountant and banker for over 30 years.
He returned to PricewaterhouseCoopers (PWC) while completing his doctorate in accounting at Columbia
University, where he was the Coopers and Lybrand Scholar. At PWC he specialized in various aspects of
accounting and disclosure for financial instruments, hedging, risk management, and fair value methodology
as a member of the National Office and as a founder of the Financial Risk Management Group. He has
published several texts on accounting policies for derivatives, hedging, and the use of special-purpose
entities in structured finance. As a banker he has specialized in international and cross-border financings,
including the use of derivative and structured finance. At Columbia, his dissertation in financial accounting
addressed the topic of financial risk and risk modification. He has been an independent accounting consultant
since 2000 and has held faculty positions at Columbia University's Graduate School of Business and Princeton
University. He is a New York State CPA.

Executive Overview of FASB Statement No. 123(R)1
.01 The accounting for employee stock options (ESOs) and other equity and equity-linked instruments
that are exchanged by a public entity in return for services is governed by Financial Accounting Standards
Board (FASB) Statement of Financial Accounting Standards No. 123(R), Share-Based Payment. The measure
ment of the cost of the service must now be based on the grant-date fair value of the award (generally, the
ESO). The cost must be recognized over the period over which the employee renders the service, most often
understood to be the vesting period of the ESO. If the award is a liability instrument, its recognized cost
based on fair value must be remeasured at each reporting date through the instrument's settlement date; the
fair value changes will be recognized as a cost of compensation. A nonpublic entity that finds that it is not
possible to reasonably estimate the fair value of the award because the expected volatility to the fair value
cannot be estimated practicably can base the fair value of the award using an appropriate industry sector
1 The full summary of Financial Accounting Standards Board (FASB) Statement of Financial Accounting Standards No. 123(R),
Share-Based Payment, can be found on pages ii and iii of the full text of the accounting standard.
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volatility index. A nonpublic entity may elect to measure its award of liability instruments at their intrinsic
value. The grant-date fair value of the equity-linked instruments will be measured using option pricing
models with adjustments to parameters and other inputs to reflect the unique characteristics of the instru
ments. Modifications of equity awards require the recognition of additional fair value. Excess tax benefits
will be recognized as an addition to paid-in capital and cash retained as a result will be presented as a
financing cash flow in the statement of cash flows. The write-off of unrealized tax benefits, absent an offsetting
amount, will be recognized as income tax expense. The notes to the financial statements will disclose
information on the nature of share-based transactions and their effects on the financial statements as a whole.

Introduction
.02 U.S. generally accepted accounting principles (GAAP) will require companies to expense the cost of
ESOs, starting with their fiscal years that begin after June 15,2005. The effective date for FASB Statement No.
123(R) was delayed by the Securities and Exchange Commission (SEC), in a press release dated April 14,
2005. That announcement was made after the release of SEC Staff Accounting Bulletin (SAB) No. 107,
Share-Based Payment, on March 29,2005, and FASB Statement No. 123(R) on December 14,2005. The original
effective date was interim periods beginning after June 15, 2005 (that is, the quarter beginning July 1, 2005,
for calendar year companies). Voluntary expensing of the cost of ESOs has been permitted since the issuance
of FASB Statement No. 123, Accounting for Stock-Based Compensation, in October 1995. The central require
ments for this accounting principle are described in FASB Statement No. 123(R) and additional implemen
tation guidance has been provided through the issuance of SAB No. 107. This Alert explains the accounting
for ESOs by describing FASB Statement No. 123(R), summarizing SAB No. 107, and supplementing this
knowledge with additional information developed by the capital markets and the accounting field.
.03 The FASB issued FASB Statement No. 123(R) in December 2004, after nearly two years of redelibera
tion of FASB Statement No. 123, which was originally issued in 1995.2 The central provisions of FASB
Statement No. 123(R) require "[a] public entity to measure [and recognize] the cost of [ESOs] based on [their]
grant-date fair value"3 where the "grant-date fair value of [the ESOs] ... will be estimated using option-pricing
models adjusted for the unique characteristics of those instruments... . "4 The statement also contains related
guidance on certain tax issues associated with ESOs (see Appendix B of FASB Statement No. 123(R)) and
disclosures that must be provided in the notes to the financial statements.
.04 SAB No. 107 contains implementation guidance emphasizing that the "grant-date fair value" per
FASB Statement No. 123(R) should be the equivalent of an "exchange price" for ESOs, a provision that must
be evaluated by the SEC issuer in light of the fact that ESOs are neither traded nor transferred in any market.

.05 The accounting rules for ESOs in FASB Statement No. 123(R) and SAB No. 107 have three main parts:
fair value measurement of the financial instruments, recognition on the balance sheet, and recognition of the
compensation cost of ESOs in the income statement. Users will need to understand their ESO contracts
completely to apply the relevant provisions of FASB Statement No. 123(R); "Section I: What Are Employee
Stock Options?" in this Alert describes the characteristics of ESOs. A description of the economic controver
sies that surround ESOs, including the accounting issues addressed by FASB Statement No. 123(R), are
discussed in this Alert in "Section II: What Is the Controversy Behind Stock Option Expensing?" FASB
Statement No. 123(R) is summarized in the third section, and the likely effects of FASB Statement No. 123(R)
are addressed in the fourth section. A summary of SAB No. 107 is presented in Section V. The fair value
measurement of ESOs is further described in Section VI. Methods of minimizing ESO expense are summa
rized in Section VII. Section VIII provides a summary of the most recent authoritative developments from
the SEC and the FASB.
2 The controversy surrounding the question of accounting policy for employee stock options (ESOs) has been significant to the
FASB's standard-setting agenda for at least eight years.

3 FASB Statement No. 123(R), page ii.
4 FASB Statement No. 123(R), page iii.
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Section I: What Are Employee Stock Options?
.06 The scope of FASB Statement No. 123(R) and the accompanying guidance of SAB No. 107 provide
accounting rules for "share-based payments," which are compensation arrangements in which "an entity
exchanges its equity instruments for goods or services." Generally, FASB Statement No. 123(R) will apply
when (1) the employing entity issues an equity-linked derivative contract to its employee in exchange for
the employee's time and effort5 and (2) the equity derivative contract is settled by the delivery of equity
shares, instead of cash or access to some cash-producing market mechanism. The equity-based contract is
labeled an ESO for the purposes of this Alert. For an ESO, the employer's contract counterpart must be an
employee, and the contract must generally take the form of an over-the-counter derivative contract, which
is a type of executory contract.
.07 The status of the contract counterpart is a critical characteristic of ESOs. ESOs almost always combine
some element of compensation in lieu of salary with an equity-sharing between business partners. Employees
could certainly describe ESOs as rewards for their "sweat equity." There is a wide range of compensation
agreements across entities. Sometimes the ESO is the only compensation paid, but more frequently it is one
of several components of a compensation package that includes salary, incentive pay, and benefits. Under
the provisions of FASB Statement No. 123(R), ESOs must be treated as a substitute for cash salary. In SAB
No. 107, the SEC buttresses this policy decision by pointing out that in the income statement, the ESO
compensation cost should be displayed on the same line item as any other salary expense.
.08 The form of the ESO contract fits easily into the general definition of a derivative as displayed in
paragraph 6 of FASB Statement No. 133, Accounting for Derivative Instruments and Hedging Activities, as
described in the following table.

Defining an Employee Stock Option as a
Derivative Instrument Using FASB Statement No. 133 Definitions 1
FASB Statement No. 133, Paragraph 6:
Characteristics of a Derivative

Standardized Employee Stock Options Terms

At least one "underlying," and at least one
"notional amount" or payment provision or both

The employee stock option (ESO) underlying is
the issuer's equity stock. One way to express the
notional amount is the number of shares times the
market price at the grant date.

Requires "no initial investment" or an initial
investment below the exchange price for similar
instruments 2

Options are normally exchanged for an up-front
premium, which satisfies this initial investment
characterization.3

Terms require net settlement and (in the case
where it cannot be settled outside the contract) it
provides for delivery of an asset with a value that
is equivalent to net settlement.

When an ESO is exercised, the employee-holder
pays the strike value in cash to the issuing em
ployer-entity and receives equity shares. The
equity shares can be sold into the market for cash
at the current market price without restriction.

1 Copyright © 2005, Louis P. Le Guyader. Used by permission.

2 Please refer to the article "Feltham-Ohlson Parameterization of ESOs," by Louis P. Le Guyader, 2005, which is available
at www.kerlouet.org.
3 In ESOs, the premium exchanged is not cash, but the employee's labor. The fair value of the ESO estimated at the grant
date is both the best estimate of the exchange price for the ESO and the initial investment that satisfies this definition.
An employee may receive an equity award in the form of an equity derivative (generally, an ESO) or shares with some restrictions
(generally, restricted stock). It is easiest to consider option-pricing models as suiting the valuation of ESOs and similar derivative
instruments.
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.09 Immediately after a series of derivative losses in the period 1993-1994, the SEC Chief Accountant staff
explained that there could be a high risk of unexpected potential loss for derivative financial instruments
that were not adequately presented in the entity's SEC reports. Within the category of derivatives, options
and all short positions in general were considered the riskiest form of contracts for the purpose of achieving
transparent reporting. The FASB's response to this concern in the case of most financial derivatives was the
issuance of FASB Statement No. 133, which imposes the central requirement that derivatives should be
recognized on the balance sheet and measured at the carrying amount, which should equal the fair value of
that instrument. FASB Statement No. 123(R) was the FASB's specialized response to the case of ESOs. (The
FASB chose not to include ESOs under the scope of FASB Statement No. 133 because of the special
considerations that apply to ESOs as compared with other financial derivative instruments. See paragraph
11(b) of FASB Statement No. 133.)
.10 The ESO contract is normally more complex than exchange-traded options or shorter maturity
over-the-counter options. The contract terms that differentiate ESOs from other options include:6
•

A long time to maturity, usually more than three years and normally five years or longer.

•

An initial period before the contract is "vested" and during which (1) the employee is sometimes
considered to be delivering the services for which the contract is exchanged and (2) exercise is not
permitted.

•

An exercise period7 during which the holder can exercise at any time.

•

A fixed expiration date.8

•

Forfeiture in the case of termination of employment.

•

No transferability.

•

No secondary market trading possibility.

•

Relative ease in altering the contract terms after the initial grant date.

. 11 The last contract term deserves some elaboration. Each ESO is a contract that can stand "on its own"
with respect to the context in which it is issued and the prospect that it can be altered. Alteration normally
occurs in a voluntary renegotiation between the employer and the employee. Two instances have occurred
frequently as examples of the ability to alter the terms of the ESO after the initial grant date:
6 This list is not meant to be exhaustive. The contract form of ESOs remains very diverse and relatively uncatalogued. A separate
issue is the frequency with which ESOs are awarded in a form that they should be considered equity or liability items for purposes of
financial statement presentations. The author and the AICPA reviewers of this text know of no study that has yet been completed on
this question. ESO arrangements designed to be settled with cash or a cash-producing market mechanism should be reviewed for
potential classification as a liability; ESOs designed to be settled through the transfer of shares should be reviewed for potential
classification as equity. The accountant's and auditor's examination of whether a financial instrument is designed to or actually does
result in cash settlement has proven a systematically difficult topic, including similar questions of classification under FASB Statement
No. 133, Accounting for Derivative Instruments and Hedging Activities. Users of FASB Statement No. 123(R) should conduct complete
reviews of the ESO contract, their settlement provisions, and the issuer's experience with settlement practice before accepting a
suggested balance sheet classification as liability or equity.

' The exercise period within an ESO contract term can be clearly documented within the ESO contract but is affected by other
contracts or policies of the issuer to which the ESO holder-employee is subject. For example, senior executives may hold exercisable
ESOs but may be prohibited from exercising during "blackout" periods around, for example, earnings releases, other key develop
ments, or the normal operations of the Securities and Exchange Commission (SEC) Regulation FD.
8 ESOs are contracts and, as such, when documented normally carry a fixed expiration date. This is akin to the "maturity date" of a
debt instrument issued as a liability or purchased as an "investment in a marketable security." The ESO contract can end before the
contractual maturity date if it is "accelerated." Acceleration is sometimes triggered by an event that the accountant and auditor can
verify, such as the termination of the holder's employment. Fixed expiration dates that are subject to acceleration and the restrictions
identified in FASB Statement No. 123(R) give rise to the need to carefully estimate the expected term of the ESO or in some cases
derecognize it from the financial statements.
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1. When the market for the entity's equity drops without chances of near-term recovery, the expiration
date is extended, or the strike price is lowered as a means of preserving the use of the contract as an
incentive tool.

2. Due to the transition provisions included in FASB Statement No. 123(R), the entity asks to accelerate
the vesting date, thereby carving out the altered ESO from the provisions of FASB Statement No.
123(R).9
.12 In a typical ESO option contract, the entity issues the option to the employee and assumes the
prospective risk that it will have to deliver its equity shares to the holder at the strike price when the market
price is above that level. The entity is an "option writer" and the ESO represents a "written" or "short" option
position. A written option means that the entity is placed in the position of prospectively delivering shares
to the employee. The standard ESO contract never provides for the delivery of shares from the employee to
the entity.1011
The entity must obtain shares for delivery in the market or, if permitted, use shares already in
its possession.11
.13 The "option" form of the contract represents a one-sided bargain for the employee. The employee is
permitted but not required to exercise the ESOs; if the market price equals or is less than the strike price, the
ESO is presumably not exercised. However, if the employee decides to exercise the ESO when the market
price is greater than the strike price, the entity is required to honor the exercise of the option and deliver the
shares; therefore, the entity can only suffer an economic loss, and never a gain, as a result of the exercise of
the ESO contracts.12 That loss equals the option's intrinsic value, which the employee perceives as the bargain
element of the ESO. In financial economics, the intrinsic value13 of an option is always:
Number of shares X (Market price - Strike price) subject to exercise
.14 Employees are normally very favorable to an ESO grant due to the "limited liability" conditions that
are standard to every option: The employee can never lose money; the minimum outcome is never less than
a "zero" payout; the exercise of the option normally is only accompanied by an economic gain; and it is
normally easy to "cash out" on the date of exercise by selling the shares in the market.14

.15 From the entity's point of view, the ESO represents a prospective loss at least equal to the intrinsic
value that is reserved for the employee. In this respect, the ESO is a cost that represents a discount to the?
market value of the shares issued to the ESO holder.
.16 For example, if an ESO is issued with a strike price of $10 per share for 100 shares and exercise is
permitted, the employee may choose to exercise the shares when the shares are trading in the market for $15
9 For a recent research report on this phenomenon see the Bear-Stearns Equity Research, Accounting and Tax Policy, "Spring-Clean
ing: Companies Accelerate Vesting of Stock Options," April 7,2005.
10 If the employee would be able to deliver shares to the entity, the contract would take the form of a written put option from the
entity's point of view.

11 In some state jurisdictions and in many ESO issuers, there are some combinations of legal and governance limitations placed on
the way the entity obtains shares to service its ESO obligations.
12 This ignores the potential economic benefit and creation of wealth the entity receives from the employee's labor.

13 FASB Statement No. 123(R)'s definition of intrinsic value is consistent with the financial economics definition of the term. The
glossary of FASB Statement No. 123(R) states in part that intrinsic value is "the amount by which the fair value of the underlying stock
exceeds the exercise price of the option." In the case of a public entity, the market price of its stock is generally understood to be the best
estimate for the fair value of its stock. For a nonpublic entity, volatility of the entity's stock cannot be determined from observable
changes in its stock price, as the stock is not traded. In these cases FASB Statement No. 123(R) defines a calculated value as a measure
based on a substituted historical volatility. See the FASB Statement No. 123(R) Glossary, which is Appendix E to the accounting
standard.
14 The employee's retail broker sometimes can advise on whether exercise of the options is appropriate, or whether retaining the
shares is preferable to selling them for cash. The broker could be called on to execute the trades of the equity securities.
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(assuming exercise is permitted). If exercise occurs, the entity receives $10 per share and issues all the shares.
Before FASB Statement No. 123(R), the entity would only record the option exercise on the exercise date. On
the exercise date the entity would record:

Debit cash (at $10 per share)
Credit common stock (net of discount of $5 per share)

$1,000

$1,000

.17 The reader of the financial statements could ascertain the realized dilution effect on the exercise date
by observing the number of shares issued below market price as reported in the equity section of the balance
sheet. If the company had to enter the market to obtain the 100 shares to cover the written ESOs, the company
would have paid $15 per share for shares that it would distribute under the ESOs for only $10. The $5 per
share loss would be a true cash outflow, but by convention, before FASB Statement No. 123(R), that loss
would not have been reported as an earnings loss. However, it is rare that an entity places itself in this
position. Most entities cover their ESO exposure by either reissuing shares held in treasury (to the extent this
is both legal and permitted) or issuing new shares (to the extent this has been properly authorized).15
.18 Thus, the employee is paid whatever intrinsic value the market will permit; the amount and the timing
presumably depend on external market factors outside of the entity's control. The intrinsic value cash flows
are derived not from the entity but between the market and the employee. On the other hand, the equity
financing cash flows (cash flows upon exercise) do flow between the employee and the entity at the strike
price within the ESO contract.
.19 The complexity of ESO contracts is self-evident. The fact that ESOs are derivatives in the entity's own
equity and that they create a legal and economic obligation to deliver shares at an unfavorable price has
created some unique accounting policy issues and matters of debate. Since the issuance of FASB Statement
No. 123(R) in December 2004 it has also become apparent that management of the issuer's ESO profile adds
to this complexity. Employees may perceive some benefit from renegotiation of ESO contract terms after the
initial grant date, especially if these contract alterations increase the chance of a profitable ESO exercise. In
some cases contractual changes may not represent appropriate managerial conduct (for example, back dating
ESO awards to reflect favorable current market conditions or to address the financial needs of an employee).
The transition provisions for FASB Statement No. 123(R) also permitted some relief from the provisions of
the accounting standard for ESOs whose terms were modified before the standard took effect. (The issuer's
incentive to modify the ESOs in this case was to achieve a grandfathering of the contract and so exempt it
from the recognition provisions of FASB Statement No. 123(R).) The financial statement preparer and the
issuer's auditor should be particularly attentive to all contract alteration activity.

Section II: What Is the Controversy Behind Stock Option Expensing?
.20 ESO compensation that appeared to be excessive triggered the perceived need for FASB Statement
No. 123(R) and "stock option expensing." Two other factors contributed to this need: earnings manipulation
and the element of surprise investors felt when ESO pay was reported. Detractors of FASB Statement No.
123(R) suggest that the standard should not take effect because they believe it cannot be implemented
efficiently and because it damages ESO use as one of the most powerful incentive formulas available to the
labor market. The tension between these opposing camps has led to the controversy that continues to this
day.

ESO Compensation and Earnings Manipulation
.21 Potential ESO pay rises with an entity's stock price. If that stock price has been conditioned to
respond to earnings, and if managers are unscrupulous and manipulate earnings upward, the stock price
H The use of the law and the emergence of best practices in corporate governance could be used to temper some of the excesses in
the use of ESOs.
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can be improperly inflated. Two overriding themes in recent accounting scandals have been the improper
accounting treatment of off-balance-sheet transactions, and earnings manipulation.16 The complaint that
ESO compensation is excessive seems appropriate in cases where the executive responsible for earnings
manipulation also benefits from an artificially high stock price.17

ESO Compensation as Undisclosed Compensation
.22 That ESO compensation exists at all sometimes comes as a surprise to many investors. Some investors
see ESO compensation as "secret pay," especially when they learn of it not from the audited financial
statements but from press releases that are sometimes tied to SEC enforcement actions. In the last 10-year
period before the introduction of FASB Statement No. 123(R), the accounting for ESOs was governed by
FASB Statement No. 123, Accounting for Stock-Based Compensation, and FASB Statement No. 148, Accounting
for Stock-Based Compensation—Transition and Disclosure—an amendment of FASB Statement No. 123. These
standards encouraged but did not require the recognition of stock compensation expense related to ESOs;
they only required audited disclosures about ESOs in the notes to the financial statements. The persistent
anecdotal reports of investors' surprise regarding the uses of ESO compensation suggest that these disclo
sures were not informative, or worse, never read.
.23 At the same time, there is an intuitive rejection of the notion that a paper contract can yield high
compensation and a common misunderstanding about where the cash paid to the employee comes from.
The cash comes from the market when the employee sells the shares he or she has purchased at a bargain. It
does not come from the SEC issuer—it is not a cash outflow of the entity, but it is the entity's opportunity
cost.18 The leverage that is inherent to every derivative sometimes works against the ability to communicate
the prospective cash flow attributes of the ESO transparently.

The FASB's Solution—Fair Value Accounting
.24 Financial instruments that are derivatives, options, and written or short positions, and that are
significantly leveraged, have concerned the SEC for some time, because of their accounting complexity. ESOs
possess all four of the aforementioned characteristics. When faced with a similar concern about unwanted
surprises from other financial derivatives, the FASB sought to make the use of financial instruments
understandable,19 by issuing FASB Statement No. 133 in 1998.
.25 The FASB's philosophy to improve accounting for all financial instruments has been to recognize
them on the balance sheet, using the fair value of the instrument as the carrying amount. Fair value accounting
had been introduced by certain FASB accounting standards, including FASB Statement No. 133, in an attempt
to change the traditional historical-cost-based accounting model. Appendix A of this Alert provides a
summary of other key standards that have been issued as part of the FASB's project on financial instruments.

.26 The current accounting model requires the measurement of fair value of certain items, while
other values are required to be determined by their historic costs. Most financial statements prepared under
1(1 For a summary of the concern that the Securities and Exchange Commission (SEC) has shown about earnings manipulation, see
the 1998 speech, "Numbers Games," given by former SEC Chairman Arthur Levitt at New York University's Law School. The speech
can be found in the SEC Chairman archives on www.sec.gov.

17 See, for example, the details of compensation arrangements and earnings manipulation tactics within evidentiary deposits used to
gain guilty pleas from or convict former WorldCom executives.
18 In his economics textbook, N. Gregory Mankiw explains the difference between economic profit and accounting profit. Not all
opportunity costs, especially implicit opportunity costs, are captured by the accounting model. FASB Statement No. 123(R) creates a
method for recording the opportunity costs associated with ESOs in a manner that hastens the convergence of economic and accounting
profit.

19 This paraphrases one of 10 points, or policy imperatives, designed to clean up the capital markets discussed by President George
W. Bush immediately after the fall of Enron.
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1994-2005 era GAAP therefore represent a "mixed attributes" accounting model, combining some historic
cost measures with fair value measures.20 A complete fair value accounting model requires that:

•

An item that is recognized in the financial statements must be carried on the balance sheet using a
carrying value equal to its fair value.

•

This carrying value should be updated to the item's current fair value at each reporting date, with
the changes in fair value from the previous reporting date recorded in income (earnings or other
comprehensive income).

.27 The FASB considers fair value to be the best measure for reporting financial instruments. The FASB
has documented its preference to display unrealized gains and losses related to fair value fluctuations from
financial instruments in income generally because, among other things, the opportunity costs of these values
are considered to be relevant—they should be provided to the investor. FASB Statement No. 123(R) is the
newest effort to apply that concept to yet another class of financial instruments.21 FASB Statement No. 123(R)
uses elements of both fair value and historic cost approaches to account for ESOs, starting from the estimation
of the grant-date fair value of the ESOs. (See "Section VI: What Is the Value of a Stock Option?" in this Alert
for an explanation of the logic underlying this approach.)
.28 FASB Statement No. 123(R) therefore requires that ESOs be recognized on the balance sheet at fair
value, and that the cost represented by the grant date fair value be recorded or charged to earnings as an
expense. The resulting increase in expenses would potentially reduce the combined ill effects of earnings
manipulation and "secret pay" sentiment felt by investors as a result of the use of ESOs. The threefold
accounting improvements (balance sheet recognition, fair value measurement, and expensing through
earnings) are expected to help mitigate inappropriate forms of ESO compensation and the lack of accounting
transparency that accompanied such ESO transactions.

Arguments Against the Implementation of FASB Statement No. 123(R), and the
FASB's Response
.29 FASB Statement No. 123(R) detractors have assembled a powerful arsenal of arguments against the
fair value accounting approach. Due to the forcefulness of their arguments, they have successfully delayed
the effective date of FASB Statement No. 123(R) from 2005 to an effective date starting with fiscal 2006.
.30 Public policy makers who are involved in the "capital markets cleanup" are concerned that FASB
Statement No. 123(R) will not add to an understanding of how these financial instruments are used. They
point out that until earnings are made more transparent, the inclusion of ESO expenses on the income
statement provides new manipulation opportunities, thereby causing the income statement to be even less
transparent. Financial engineers and financial economists also suggest that FASB Statement No. 123(R)
should be further postponed or rescinded because it cannot be implemented. They claim there is no reliable
way to estimate an ESO fair value: the ESO contract is too complex to fit into models that were not intended
for valuing ESOs, and the value derived in a mark-to-model valuation methodology will never be akin to an
exchange price. However, accounting regulators have recently reminded the market, that, in effect, a
potentially flawed statistic can still be sufficient for purposes of achieving the policy objectives of FASB
Statement No. 123(R). The SEC has also stated that it would accept future improvements in any SEC issuer's
valuation methodology if the issuer made a retrospective criticism of values lodged in previous financial
statements; this level of reasonableness is almost a safe harbor that enables FASB Statement No. 123(R) to
move forward with an acceptable level of measurement risk.
20 For an explanation of the mixed attributes accounting model, see the FASB Financial Accounting Series Special Report, "Major
Issues Related to Hedge Accounting," Jane B. Adams and Corliss J. Montesi, October 1995.
21 FASB and SEC rules generally split all financial instruments into two categories: derivatives and other financial instruments, which
include debt and equity.
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.31 Computer scientists and systems experts point out that FASB Statement No. 123(R) requires substan
tial computer support, which may not be available. If systems have not been configured to support FASB
Statement No. 123(R) and enable fair value measurement, or the available systems cannot be integrated into
a general ledger package, according to systems experts, either FASB Statement No. 123(R) may not be feasible
or more time should be given before it becomes effective. Similar arguments won postponements of the
effective dates of FASB Statement No. 125, Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities, and FASB Statement No. 133. The SEC considered these comments when it
delayed the effective date for FASB Statement No. 123(R) to fiscal 2006.

.32 The labor market reaction to the FASB Statement No. 123(R) ESO controversy has been mixed. In
larger manufacturing organizations, labor unions have supported ESO expensing. They believe that union
members have effectively been impoverished to the extent that the employer's resources are allocated to
executives through ESOs.22 On the other hand, high tech industry workers in particular have taken the
position that the decreased use of ESOs, which has been the secondary effect of the accounting deliberations,
has hurt the high tech industry as a whole. In the high tech industry, ESOs are seen as the most efficient
incentive for workers to perform at a time when the employing entity has an insufficient cash flow to pay
salaries at the entity level. A repeated defense of ESO compensation is that the cash payment received by the
employee is paid by the market, not by the entity. Such compensation strategy uses a sweat equity
philosophy: the market value of the entity increases only if workers perform; otherwise the entity becomes
bankrupt. ESOs are merely a means to give workers their share of the market wealth that has been created
by their own efforts.
.33 That argument then provokes an expected reaction from outside existing shareholders, who decry
the dilution risk that accompanies the exercise of ESOs. However, certain segments of investors remain
convinced that ESOs will not lead to dilution if there is a compensating increase in the market value of the
entity. The dominant reason the entity becomes more valuable is that wealth is created by the properly
induced worker. These FASB Statement No. 123(R) detractors, including the high tech industry, see ESOs as
equity transactions, not as earnings events. Recall the siren call of the Enron whistleblower who reminded
Congress that a basic accounting concept is that earnings are not derived from changes in equity. However,
FASB Statement No. 123(R)'s response to this argument is that basic accounting exclusions may not apply
because of the way the ESO equity derivative contract is structured or because of the way the ESO derivative
is settled in practice.

.34 Accounting theoreticians at major universities, after accepting the inevitability of expensing, have
joined the arguments by asking for improvements to FASB Statement No. 123(R). This has been incorrectly
perceived by the "antiexpensing crowd" as further evidence that FASB Statement No. 123(R) should be
terminated. To the contrary, the FASB has a successful record of updating standards after their issue date to
reflect new information from the market that justifies renewed deliberations. For example, FASB Statement
No. 133 has been amended by three subsequent accounting standards (FASB Statement No. 137, Accounting
for Derivative Instruments and Hedging Activities—Deferral of the Effective Date of FASB Statement No. 133—an
amendment of FASB Statement No. 133; FASB Statement No. 138, Accounting for Certain Derivative Instruments
and Certain Hedging Activities—an amendment of FASB Statement No. 133; and FASB Statement No. 149,
Amendment of Statement 133 on Derivative Instruments and Hedging Activities), and there are ongoing delibera
tions in various FASB venues (the Emerging Issues Task Force (EITF), the Derivative Implementation Group
(DIG), and the full FASB itself).
.35 Proposals to amend FASB Statement No. 123(R) have mostly focused on aligning its accounting
policies to a full fair value accounting model, including:
22 In the case of accounting irregularities such as those uncovered at WorldCom and Tyco, the claim that executives have impover
ished workers and investors alike seems valid. One would wonder how union members would argue their cause if they were granted
ESOs and those grants were terminated by the company as a reaction to FASB Statement No. 123(R).
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•

Marking-to-market the ESOs on every reporting date, as with any other derivative.

•

Recognizing and developing a link to one form of the underlying item, on which ESOs may be
matched to treasury shares.

•

Eliminating some inefficiencies in the way ESO fair values are recorded (see Section V).

•

Removing, or reversing, the expense from the financial statements on the ESO expiration date if they
expire and are worthless.

•

Finding ways to account for the equity financing attribute of the ESO transaction more transparently.

•

Opening the possibility that other comprehensive income (see FASB Statement No. 130) should be
used to charge ESO expenses and subsequent fair value changes, rather than earnings.

•

Urging that the balance sheet location for the "ESO derivative account" be either in equity or
liabilities, but not both (see FASB Statement No. 150, Accounting for Certain Financial Instruments with
Characteristics of both Liabilities and Equity).

. 36 These proposals signify the heated nature of the ESO controversy over the past 10 years. By far, the
stock option expensing debate outside of the FASB has focused on "no expensing through earnings" and
informing the market that "no valid valuation methodology exists." For many years, these two critical policy
controversies dwarfed other stock-compensation-related issues before the FASB; with the release of FASB
Statement No. 123(R), related accounting topics are now being debated in depth.23

Section III: Summary of FASB Statement No. 123(R)
.3 7 FASB Statement No. 123(R) requires expensing the cost of ESOs and also provides accounting policies
for other types of share-based payments.
Scope24

.3 8 FASB Statement No. 123(R) applies to any transaction in which the entity makes payment through a
share-based contract or other arrangement:
1.

A share-based payment is one where the entity issues or offers to issue share instruments or incurs
a certain type of liability.

a.

The share instruments may be the entity's shares, options on its shares, or certain other equity
instruments.

b.

The liability must be based on, or indexed to, the share price or the price of some other equity
instrument, or the liability requires or may require settlement by issuing the entity's shares or
other equity instrument.

2.

The payment (that is, share issuances) may be made in return for goods or services.

3.

The payee may be an employee or other supplier.

ESOs are share-based payments to employees exchanged for services and settled with the issue of shares.
23 ESO accounting is enabled by the migration to fair value accounting for all financial instruments. Some of the more recent
suggestions for improvements of FASB Statement No. 123(R) did not appear within the FASB discussions since the fair value principles
had only recently been applied in FASB Statement No. 115, Accounting for Certain Investments in Debt and Equity Securities, and FASB
Statement No. 133. The FASB's approach is to provide for extensive deliberations and due process when considering all accounting
policy suggestions.
24 FASB Statement No. 123(R), paragraph 4.
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The Central Accounting Policies
.39 The central accounting policies of this statement pertain to recognition and measurement.
1. Recognition. The entity must recognize the cost of share-based payments (including ESOs) in the
financial statements when the goods or services are received. The entity may need to recognize an
asset when the share-based payment contract is created in advance of the receipt of the goods or
services.25 The compensation represented by the share-based contract may represent an expense
(compensation expense) in current earnings or may be capitalized as part of the cost to acquire an
asset (compensation cost).26
2. Measurement. The value of the payment shall be measured at fair value as follows:

a.

If the payment is to a nonemployee. The value is that of the goods or services received if that value
is more reliably measurable than the fair value of the equity instruments in question.

b.

In all other cases. The value is the fair value of the equity instruments issued, except in certain cases
when the payment is to an employee, the calculated value or intrinsic value may be used in place of
the fair value.27

.40 FASB Statement No. 123(R) addresses transactions with employees and nonemployees as well as
various forms of share-based payment contracts. For nonemployee transactions or transactions in which the
payee is not clearly an employee, the reader should consult FASB Statement No. 123(R) or other governing
GAAP.28 The remainder of this summary is focused on employee share-based payments in the form of an
equity-based option contract (an ESO transaction).
.41 In addition, the full text of FASB Statement No. 123(R) must be consulted for the treatment of certain
transactions with related parties and certain other exceptions. Some employee purchase plans are not
governed by FASB Statement No. 123(R) because they are not ESOs (see paragraphs 12 and 13 and Appendix
A of FASB Statement No. 123(R)); these plans are "noncompensatory." However, the introduction of option
features to a noncompensatory plan may cause that plan to be considered an ESO and so require the
application of FASB Statement No. 123(R). Examples of such features include the right to purchase shares at
a discount to the market price (akin to an option strike price), or the right to withdraw from the plan without
financial penalty (akin to the right but not the obligation to exercise an option). If the services are paid for
by incurring a liability to the employee, the fair value of that liability must be remeasured29 at the end of each
reporting period through settlement. (For other remeasurement provisions, see the following section.)

Specific Accounting Rules for ESOs
.42 Paragraph 10 of FASB Statement No. 123(R) states: "[The] cost of services received from employees
in exchange for [employee stock options] . . . shall be measured based on the grant-date fair value of the . . .
[ESOs issued]."
25 FASB Statement No. 123(R), paragraph 5 and footnote 4.

26 FASB Statement No. 123(R), paragraph 5 and footnote 5.
27 For the definitions of fair value, calculated value and intrinsic value as used in FASB Statement No. 123(R), see paragraph 7 and
the Glossary of FASB Statement No. 123(R). See Section V for a discussion of fair values for use in FASB Statement No. 123(R). The
reader is urged to consult expected FASB standard Fair Value Measurement, when that guidance is released, as it may apply to FASB
Statement No. 123(R).

28 The term employee is defined in FASB Statement No. 123(R)'s Appendix E, the Glossary.

29 The FASB Statement No. 123(R) notion of "remeasurement" is the same as the financial economics notion of "marking a financial
instrument to market," also expressed colloquially sometimes as truing-up the value of an instrument.
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The Fair Value Accounting Principles Within FASB Statement No. 123(R)
.43 FASB Statement No. 123(R) recognizes that exchange prices for ESOs or similar instruments are not
available to use as the fair value. In such a case, a valuation methodology must be used to estimate the fair
value. The fair value of an ESO is expected to have a value different from its intrinsic value, that is, it has
time value. The underlying equity share itself does not have time value.30

.44 The Fair-Value-Based Method. Under the fair-value-based method, the grant-date fair value is
"[estimated] . . . based on the share price and other pertinent factors ... at the grant date." The fair value is
"not re-measured in subsequent periods"31 unless the compensation award qualifies for treatment as a
liability. "Liabilities . .. are . . . remeasured . .. [subsequent to the grant-date] . . . [on] each reporting date
until the liability is settled."32
.45 The fair value estimate must reflect the terms of the ESO contract that are considered relevant to the
value of that contract. The effects of nontransferability and nonhedgeability, as well as any postvesting
restrictions on selling shares, are thought to be factors that could be represented in the entity's estimate of
the "expected term" of the ESO.33 However, certain ESO terms, including some forfeiture provisions, would
not affect the fair value.34 Other contingent events such as a "clawback" are excluded from the fair value
calculation until they actually occur.35

.46 The Calculated Value Method. The calculated value method estimates the ESOs' fair value by
substituting "the historical volatility of an appropriate industry sector index for the expected volatility . . .
in an option-pricing model."36 This method is used by a nonpublic entity when it is impracticable to
estimate the expected volatility of its equity security price. In other words, attempts to arrive at estimates of
expected volatility, including comparison with another public entity's historical, expected, or implied
volatility, have not yielded a suitable estimate. Only in the case of nonpublic entities may a "calculated value"
be substituted for the fair value.37

.47 The Intrinsic Value Method. In certain limited cases it is not "possible to reasonably estimate the fair
value of an [ESO] because of the complexity of its terms."3839
In this case the accounting for the instrument
is "based on its intrinsic value, re-measured each reporting date through the date of exercise or settle-

Rules for Estimating the Fair Value of ESOs and Valuation Techniques
.48 Paragraph A7 of FASB Statement No. 123(R) relies on the Glossary from FASB Concepts Statement
No. 7, Using Cash Flow Information and Present Value in Accounting Measurements, for a definition of fair
value:
311 FASB Statement No. 123(R), paragraph 22 and footnote 12. See Section V of this Alert for a summary of Staff Accounting Bulletin
(SAB) No. 107, Share-Based Payment, and Section VI of this Alert regarding the fair value of an option.
31 FASB Statement No. 123(R), paragraph A2.

32 FASB Statement No. 123(R), paragraph A6.

33 FASB Statement No. 123(R), paragraph A3.
34 FASB Statement No. 123(R), paragraph A4.

35 FASB Statement No. 123(R), paragraph A6.

36 FASB Statement No. 123(R), Appendix E.
37 See FASB Statement No. 123(R), paragraph 23, and Section VI of this Alert.

38 FASB Statement No. 123(R), paragraph 24.
39 FASB Statement No. 123(R), paragraph 25.
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"[Fair value is the] .. . amount at which that asset (or liability) could be bought (or incurred) or sold
(or settled) in a current transaction between willing parties, that is, other than in a forced or liquidation
sale."40

.49 FASB Statement No. 123(R) uses the concept of value in a current exchange41 and applies it to ESOs that
are classified as either liabilities or equity instruments. The FASB Statement No. 123(R) rules summarized
below generally apply to the estimation of fair value for ESO-type contracts, focusing on the "fair-value-based
method" described above.
.50 The valuation technique applied should satisfy certain conditions. The resulting fair value, while
representing an "exchange price," must also have certain substantive characteristics. FASB Statement No.
123(R) lists "the minimum set of substantive characteristics"42 that should be considered in valuing any
option-like instrument, assuming that "the market price is not available":
a.

The exercise price of the option.

b. The expected term of the option.. ..
c.

The current price of the underlying share.

d. The expected volatility of the price or the underlying share for the expected term of the option.
e.

The expected dividends on the underlying share .. . ([subject to certain exceptions]).

f.

The risk-free interest rate(s) for the expected term of the option."43

.51 Acceptable valuation techniques for ESOs "estimate the fair value ... at a single point in time (for
example, at the grant date). . . [which] is not a forecast of what the estimated fair value of those instruments
may be in the future."44 Potentially appropriate valuation methodologies include the use of "an option-pric
ing model." "A lattice model (for example, a binomial model) and a closed-form model (for example, the
Black-Scholes-Merton formula)" are examples of option-pricing models "based on established principles of
financial economic theory" that "meet the requirements of FASB Statement No. 123(R)" and can be modified
to incorporate the critical characteristics of ESOs.45 Having identified these models, the FASB has not stated
a "preference for a particular valuation technique"46 and the work of the FASB Options Valuation Group has
not been used to establish such a preference. The entity is responsible for establishing reasonable and
consistent assumptions and estimates47 in the course of using a valuation technique and is expected to change
techniques on a prospective basis if the new choice is likely to result in a "better estimate of fair value."48
.52 Estimation of fair value in the case of ESOs is considered difficult in part because of the lack of a
traded market in the instruments and the restrictions that the terms of the instruments represent, which some
40 Readers of this Alert and FASB Statement No. 123(R) implementers in general are encouraged to stay abreast of regulatory
evolution of the term fair value. After the issuance of FASB Statement No. 123(R) in December 2004, the SEC issued a number of
documents summarizing their view of valuation methodologies and addressed some specific attempts at market innovation for
purposes of FASB Statement No. 123(R) implementation. More broadly, at the date this Alert was written, the FASB was in the final
stages of completing and issuing its new accounting standard on fair value, Fair Value Measurements. That standard, in particular,
should be considered in one's ongoing implementation of FASB Statement No. 123(R), pursuant to the spirit expressed by the SEC staff
in SAB No. 107 that improvements in valuation methodologies over the course of time would be expected.
41 FASB Statement No. 123(R), paragraph A7.

42 FASB Statement No. 123(R), paragraph All.
43 FASB Statement No. 123(R), paragraph A18.

44 FASB Statement No. 123(R), paragraph A12.
45 See FASB Statement No. 123(R), paragraph A13.

46 FASB Statement No. 123(R), paragraph A14.

47 FASB Statement No. 123(R), paragraphs A23 and A24.
48 FASB Statement No. 123(R), paragraphs Al7 and A23.
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financial economists believe should affect the fair value estimate. FASB Statement No. 123(R) provides for
this difficult setting when noting that "restrictions and conditions inherent in equity instruments awarded to
employees are treated differently depending on whether they continue in effect after the requisite service
period" (that is, the vesting period). For example, the "inability to transfer vested equity share options to third
parties or the inability to sell vested shares ... is considered in estimating the fair value [of the ESOs and the]
effect of nontransferability and nonhedgeability ... is taken into account. . . [in] an option's expected
term."49 By contrast, the notion that ESOs may be forfeited before the ESO rights have been earned
(presumably some time before the end of the vesting period or in certain cases, loss of employment) is
addressed by FASB Statement No. 123(R) by "recognizing compensation cost only for awards for which
employees render the requisite service."50
.53 SAB No. 107 provides further implementation guidance on ESO valuation using fair value models
(see the following section). FASB Statement No. 123(R) also includes several examples to demonstrate its
accounting policies with special attention paid to valuation considerations. In addition, Appendix A of FASB
Statement No. 123(R) and SAB No. 107 address certain limitations to valuation techniques and manners in
which to address such limitations within the measurement goals of FASB Statement No. 123(R).

Balance Sheet Classification of ESO instruments
.54 The expense or cost of the ESO instrument is recorded in the income statement, according to the
provisions of FASB Statement No. 123(R). The offset to the recognition of cost is a balance sheet account that
recognizes the existence of the derivative contract (much as FASB Statement No. 133 requires balance sheet
recognition of all derivative instruments within its scope). ESO transactions may be classified as a liability
or as a component of equity, depending on the circumstances surrounding the transaction.
.55 The reader must examine the details of the ESO contract arrangement and follow the detailed rules
within FASB Statement No. 123(R) to arrive at the proper classification (see paragraphs 29 through 35 of
FASB Statement No. 123(R) and, where applicable, references to other FASB guidance, including FASB
Statement No. 150). These classification provisions provide specific guidance on the following types of ESO
arrangements:

1. A call option on another instrument classified as equity.
2. Puttable or callable shares requiring the employer to repurchase them.
3. Options that are indexed to shares that are classified as liabilities.
4. Certain option settlement provisions that will require that the ESO instruments are settled in cash.
5. Options with certain indexing to market factors other than an underlying equity instrument.

6. Certain conditions or the occurrence of contingent events, under which the substantive arrangement
of the ESO contract calls into question the issuing entity's ability to deliver the equity shares when
the ESO is exercised or requires cash settlement.
7. Certain provisions requiring the employer to withhold part or all of an award.

8. A broker arrangement permitting the employee to execute a "broker-assisted cashless exercise."51

Timing for the Recognition of Compensation Cost
.56 Generally FASB Statement No. 123(R) treats the requisite service period (RSP) as the vesting period
in the ESO contract. If the RSP extends over more than one reporting period, the accounting should reflect
49 FASB Statement No. 123(R), paragraph 17. For the terms that are in italics please refer to the Glossary in FASB Statement No. 123(R).

FASB Statement No. 123(R), paragraph 18.
FASB Statement No. 123(R), paragraph 35.
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not only the recognition of the ESO cost but also the RSP; the cost of the ESO should be matched to the RSP.
FASB Statement No. 123(R) also contains detailed guidance on how to estimate the RSP.

.57 If the ESO Is Accounted for as an Equity Instrument. If the ESO is classified as equity, the compen
sation cost is "recognized over the [RSP], with a corresponding credit to equity (paid-in capital)."52 In
addition, "previously recognized compensation cost... is not reversed ... if the [RSP has ended and the
instrument] expires unexercised (or unconverted)."53
.58 Paragraphs 51 through 57 of FASB Statement No. 123(R) also provide guidance on how to account
for modification of ESOs that are treated as equity instruments. Modifications are "treated as an exchange
of the original award for a new award."54* Examples of some of the modifications covered include induce
ments, equity restructurings, repurchases or cancellations of awards, and cancellation and replacement of
awards.
.59 If an ESO Is Accounted for as a Liability Instrument. Changes in fair value (or the value used for
FASB Statement No. 123(R) recognition purposes) after the grant date and during the RSP for an ESO
accounted for as a liability should be recognized as compensation cost over that RSP. Changes in fair value
(or the value used for FASB Statement No. 123(R) recognition purposes) after the RSP for an ESO accounted
for as a liability should be recognized as compensation cost in the period in which the changes occur.

FASB Statement No. 123(R) Share-Based Payments and Taxation
.60 Paragraph 58 of FASB Statement No. 123(R) summarizes the tax issues and related accounting that
are relevant to the ESO issuer.
Income tax regulations specify allowable tax deductions for [ESO] instruments. [As of December 2004
. .. IRS regulations allowed] tax deductions . .. [for the] intrinsic value of [the ESO] on a specified
date.

.61 The treatment for timing differences that arise due to differences in tax law as compared with GAAP
require application of FASB Statement No. 109, Accounting for Income Taxes. There are other potential GAAP
reporting issues that may arise due to differences between the GAAP and tax treatment of ESOs, over the
period ranging from the grant date to the expiration date, which are described in paragraphs 59 through 63
of FASB Statement No. 123(R), and illustrated in that Statement's Appendix A.

Required Disclosures
.62 Reporting entities must disclose for each share-based arrangement. According to paragraph 64 of
FASB Statement 123(R):

a. The nature and terms of [the arrangement] . . . and the potential effects on shareholders
b. The effect of compensation cost [of the arrangement] on the income statement
c.

The method of estimating the fair value of the goods or services received, or the fair value of the
equity instruments granted [under the arrangements] during the period

d. The cash flow effects [from the arrangements].55

Additional guidance is contained in paragraphs 64, 65, A240, and A241 of FASB Statement No. 123(R).
52 FASB Statement No. 123(R), paragraph 39.
53 FASB Statement No. 123(R), paragraph 45.

54 FASB Statement No. 123(R), paragraph 51.
55 FASB Statement No. 123(R), paragraph 64.
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EPS Implications
.63 Under FASB Statement No. 128, Earnings per Share, share-based arrangements covered by FASB
Statement No. 123(R) must be treated as "potential common shares in computing diluted earnings per
share"56 with some conditions and exceptions. See paragraphs 30 to 35 of FASB Statement No. 128 for
additional guidance on "contingently issuable shares" and paragraphs 21 through 23 for guidance on "the
treasury stock method for equity instruments."57
.64 Appendix B to this Alert contains a listing that can be used as an index to the examples and
illustrations contained in FASB Statement No. 123(R).

Section IV: What Are the Likely Effects of FASB Statement No. 123(R)?
.65 The issuance of FASB Statement No. 123(R) has resulted in significant alteration in compensation
behavior. The FASB Statement No. 123(R) requirement to expense ESO compensation will most likely lead
to a substantial reduction in the use of the ESO contracts, a trend to less favorable contract terms, and the
evolution of financial engineering and accounting measurement technology to facilitate the measurements
required by FASB Statement No. 123(R).
.66 ESO contracts are being replaced by restricted stock, issued with less favorable terms, or deleted from
entity compensation plans entirely. There is now a decreased likelihood that ESOs will be a pervasive
uncontrolled form of enrichment. At the same time, younger high tech companies may now be more reluctant
to use ESOs as a means of retaining high quality talent.

.67 It should come as no surprise that the pace of innovation in financial engineering for ESO valuations
has quickened since FASB Statement No. 123(R) was issued. Now that fair value calculations are mandatory
for ESOs, improved valuation models are being announced. Most important, the responsibility for creating
a suitable valuation methodology has migrated from financial economists to accountants and auditors.58 The
SEC has facilitated this valuable improvement in knowledge through some of the valuation guidance
contained in SAB No. 107.59
.68 The end of the antiexpensing debate and the new period of financial engineering have also seen a
renewed consideration of improvements to accounting policy for ESOs, including some proposed amend
ments to FASB Statement No. 123(R) that have been presented to the SEC and the FASB.60

Section V: Summary of SEC SAB No. 107
.69 On March 29,2005, the SEC Staff, acting through the Office of the Chief Accountant and the Division
of Corporation Finance, issued SAB No. 107 to provide "guidance regarding the application of. . . FASB
Statement No. 123(R)." The SEC staff issued SAB No. 107 as an effort to explain and simplify the detailed
technical provisions of FASB Statement No. 123(R), especially the guidance on fair value measurement, which
incorporates the current GAAP measurement guidance of FASB Statement No. 107, Disclosures about Fair
Value of Financial Instruments, and the implementation experience of other standards on financial instruments.
56 FASB Statement No. 123(R), paragraph 66.
57 FASB Statement No. 123(R), paragraphs 66 and 67, respectively.

58 See the recent financial engineering work on ESOs by Louis P. Le Guyader (www.kerlouet.org).
59 See the recent work by Mark Rubinstein (www.in-the-money.com) and that of Shoven and Bulow (www.stanford.edu).
60 See the recent accounting work on ESOs by Louis P. Le Guyader (www.kerlouet.org) and the Columbia University CEASA Policy
Papers by James A. Ohlson and Stephen Penman.
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Below is a summary of the key provisions of SAB No. 107, with emphasis on the guidance that should be
applied to the fair value measurement process for stock options. A full copy of the text is available for
download on the SEC Web site at www.sec.gov.

A Summary of Stock Option Accounting Under FASB Statement No. 123(R)Z as
Interpreted by SAB No. 107
.70 Stock option expensing covers three major topics:
1. The determination of what constitutes compensation for accounting purposes.
2. The accounting policy for the recognition of compensation costs.

3. The measurement principles that should be used to arrive at that cost.

.71 SAB No. 107 interprets FASB Statement No. 123(R) to require that any compensation for services
provided by employees be recognized as a cost in the financial statements, and to eliminate past accounting
practices to defer compensation on the balance sheet before services are provided.
.72 The effect of FASB Statement No. 123(R) and SAB No. 107 is that if an SEC issuer uses any form of
stock options in lieu of cash payments to employees for services rendered, the cost of the stock options is
measured on the grant date at their fair value, and charged to earnings over the period of time that the
compensated services are provided. In releasing SAB No. 107, the SEC staff's goal was to assist SEC issuers
in their implementation of FASB Statement No. 123(R), thereby improving the quality of the accounting
information given to investors and other users of accounting information. The following table summarizes
the topics addressed by SAB No. 107.

Principal Topics Covered by SAB No. 107
1. Use of FASB Statement No. 123(R) for nonemployee transactions.
2. Nonpublic entities that become public.

3. Valuation methods.
4. Assumptions used in valuation methods.
5. FASB Statement No. 123(R) and certain redeemable financial
instruments.
6. Classification of compensation expense.
7. Non-GAAP financial measures.

8. First-time adoption of FASB Statement No. 123(R) in an interim
period.

9. Capitalization of compensation cost.

10. Accounting for income taxes.
11. Modification of stock option contracts before the adoption of
FASB Statement No. 123(R).
12. Foreign private issuers.

13. Management's discussion and analysis disclosures after the
adoption of FASB Statement No. 123(R).
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.73 The SEC staff has been well versed in the complexities of other implementation periods for accounting
standards on financial instruments or those standards requiring software to enable implementation.61 SAB
No. 107 therefore uses the notion of a "reasonable" range of actions to comply with the valuation require
ments of FASB Statement No. 123(R). Indeed, the opposite would be cause for concern: It is unlikely that any
singular valuation method to determine the fair value of stock options would be so preferable as to cause
the SEC to dispose of alternative methods as "incorrect" or "wrong." Nonetheless, the flexibility of imple
mentation that the SEC staff has extended is meant to apply to the initial implementation period of FASB
Statement No. 123(R). The SEC expects that, as with any other business process, over time the range of choices
and reasonable actions will narrow and "best practices" will emerge.

Summary of Key SAB No. 107 Guidance

Use of FASB Statement No. 123(R) for Nonemployee Transactions
.74 FASB Statement No. 123(R) is not meant to supersede existing GAAP for nonemployee transactions.
In general, if a particular nonemployee share-based payment transaction does not appear to be specifically
governed by GAAP, selected FASB Statement No. 123(R) provisions can be used as analogies to account for
such transactions.

Nonpublic Entities That Become Public
.75 A private company (a nonpublic entity) may measure its liabilities under stock options at their
intrinsic value under FASB Statement No. 123(R) as described in paragraph 38 or select the alternative
"calculated value," as described in footnote 23 to FASB Statement No. 123(R) and paragraphs A43 through
A48. The choice of intrinsic value given to nonpublic entities "is an exception from what the [FASB] considers
to be" a preferable measurement method, (see paragraph B142). However, nonpublic entities retain the choice
to use "fair value [that] is the conceptually preferable measurement attribute" (see paragraph Bl43). The
SEC's SAB No. 107 highlights the special case of "nonpublic entities" that are transitioning to "public entity"
status (see the Glossary of FASB Statement No. 123(R) for definitions of those terms). For share options that
are granted prior to the date it becomes a public entity, and for which the nonpublic entity had selected the
calculated value method, the SEC staff believes the entity should continue to use that approach. If the share
options are subsequently modified, repurchased, or canceled by the public entity, the form of the change
should be evaluated under FASB Statement No. 123(R). Under the appropriate circumstances, any incre
mental compensation cost would be measured under fair value. If on the other hand the nonpublic entity
had issued stock options that are liability awards accounted for using intrinsic value (which is not preferable
to fair value), then upon the date the entity becomes a public entity, it should measure the liability awards
at their fair value. The public entity, however, may not retrospectively apply the "fair-value-based" approach
to awards granted prior to the date it becomes public (see SEC SAB No. 107, Section B). The entity must also
disclose in public filings any change in measurement policy and the basis for value estimation in manage
ment's discussion and analysis (MD&A). Such disclosure should also conform to other SEC policies.

Valuation Methods
.76 The objective of FASB Statement No. 123(R) is to measure stock options at the grant date, which is
the earliest possible date, using the fair value, which is the most reliable measure for financial instruments
61 The provisions of FASB Statement No. 125, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities,
were postponed to allow time to complete software development. A similar need for systems support led the FASB to postpone the
effective date for FASB Statement No. 133, Accounting for Derivative Instruments and Hedging Activities, which became the primary reason
for FASB Statement No. 137, Accounting for Derivative Instruments and Hedging Activities—Deferral of the Effective Date of FASB Statement
No. 133—an amendment of FASB Statement No. 133. FASB Statement No. 133 then was amended a total of four times in the hope of
perfecting the accounting implementation. The issuance of FASB Statement No. 123(R) resulted in further modifications to FASB
Statement No. 133.
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accepted by GAAP. Since observable market prices for stock options, or similar financial instruments, are
not available as the best evidence of fair value, SEC issuers must rely on a "second best" fair value. SEC
issuers are therefore expected to estimate the fair value using a valuation technique also known as the
mark-to-model approach.

.77 The value of an ESO can reasonably be expected to change from the grant date to the expiration date
(or exercise date) as market factors including the underlying stock price and expectations about the future
changes in the stock price of the issuer change over time. The fair values used for reporting should be proxies
for the actual price that would be paid for the stock options. It is possible that good faith estimates may
significantly differ from the settlement value of the stock options.
.78 FASB Statement No. 123(R) does not specify any one valuation method as preferable. Any valuation
technique used must satisfy three characteristics to meet the fair value measurement objective:
1. The method used must be applied consistently in conformity with FASB Statement No. 123(R).

2. The method must be based upon established principles of financial economics theory as generally
applied in that field.
3. The method must reflect all substantive characteristics of the stock option instrument.62

.7 9 The SEC staff has indicated that SEC issuers will be granted flexibility in selecting models as long as
each of these three characteristics has been met. Therefore, an SEC issuer does not necessarily have to select
the most complex valuation model because the SEC would not object to the use of other models that meet
the aforementioned characteristics. Third-party or expert valuation is neither required nor expected. How
ever, the entity should acquire the requisite expertise to value the stock options.
.8 0 Future changes in valuation methods (techniques or models) are permitted within the reporting goals
of FASB Statement No. 123(R). This type of change would not be considered a change in accounting principle
and would not require a preferability letter from its independent accountants; disclosure of the change
would, however, be appropriate. The SEC staff warns that frequent changes would not be expected.

Assumptions Used in Valuation Methods
.8 1 FASB Statement No. 123(R) discusses two specific technical terms used in the accounting rules for
stock options: expected volatility and expected term.

.8 2 Expected Volatility. Some option models, such as the Black-Scholes-Merton model, use a parameter
known as volatility, which is a measure of how much an entity's stock price changes (equity prices are the
option's "underlying market factor").63 Volatility can be estimated, depending on the circumstances, in forms
known as implied volatility and historical volatility. Expected volatility is the estimated future volatility of
equity prices for use in valuation models.

.8 3 FASB Statement No. 123(R) does not specify how to measure expected volatility. The estimate used
by the SEC issuer should be a "likely" match to the estimate that a marketplace participant would use. The
SEC staff believes that SEC issuers should use best faith estimates to identify and use sufficient information,
including implied volatility, historical volatility, or both measures, to estimate expected volatility.
62 In general, the reader can think of "substantive characteristics" to include any term of the financial contract that would affect its
valuation in efficient markets under normal circumstances.

63 Market factor is a term used by the SEC in FR-48, "The Market Risk Rule." Market factors include interest rates, foreign exchange
rates, commodity prices, and equity prices.
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.8 4 Implied volatility. This is the volatility assumption inherent in the market prices of an entity's traded
options or financial instruments with characteristics similar to options. SEC issuers are reminded that implied
volatility is likely to be a suitable measure if the SEC issuer has other equity instruments traded in the market,
including options and embedded options. The estimation process should be applied consistently; however,
if new or different information becomes available that is relevant to estimating the expected volatility, this
information should be incorporated into the model.
.85 If traded options are used to estimate expected volatility, the following should be considered in
evaluating the market data:
1. The volume of market activity in the underlying shares and traded options.

2. The ability to "synchronize" variables used to derive implied volatility by selecting prices from
markets trading at similar times and by measuring volatility as close as possible to the grant date of
each series of options.
3. The similarity of the exercise price and term length of the traded options to the exercise price and
term length of the employee stock options.

.86 Historical volatility. SEC issuers who estimate expected volatility by computing historical volatility
should consider the period of time over which volatility is calculated—either the estimated or contractual
term of the options—and should also note the following:

1. Weighing more recent periods more heavily than earlier periods in contracts with long terms may
not be appropriate.
2. Use of other periods of time, other than the expected or contractual term of the option, to derive the
estimate of volatility is admissible if it results in improving the estimate.
3. The intervals over which data is taken to form the estimate must be "appropriate and regular."

4. The selection of the frequency in data points must be sufficient to provide enough data points.
5. A consistent point in time within each interval should be selected.
6. The selection and use of data should be sensitized and adjusted to consider future events that would
alter the volatility estimate.

In rare cases, a certain period of time may be excluded from the data; if any such exclusion exists, the SEC
issuer must be prepared to support this statistical decision.

.8 7 It is expected that SEC issuers could, in certain circumstances, reasonably conclude that exclusive
reliance on either historical or implied volatility would provide an estimate of expected volatility that meets
the measurement objectives of FASB Statement No. 123(R). FASB Statement No. 123(R) contains a list of
factors that SEC issuers should consider in this regard; SAB No. 107 contains further criteria for the SEC
issuer to consider if intending to rely on only either implied volatility or historical volatility.

.8 8 FASB Statement No. 123(R) requires the SEC issuer to disclose the expected volatility and the method
used to establish it. The SEC staff expects the disclosure to include whether implied volatility, historical
volatility, or some combination of both is used to derive expected volatility. In addition, the SEC issuer is
expected to satisfy the requirements of other SEC disclosure rules regarding critical accounting estimates,
such as SEC Release No. FR-60, "Cautionary Advice Regarding Disclosure About Critical Accounting
Policies." and SEC Release No. FR-72, "Commission Guidance Regarding Management's Discussion and
Analysis of Financial Condition and Results of Operations," by including an explanation of the method used,
and the basis for the company's conclusions.
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.8 9 Other methods of estimating expected volatility are acceptable, assuming the SEC issuer includes
appropriate adjustments as detailed in the full text of SAB No. 107. The overall goal is for each SEC issuer to
use an expected volatility estimate that as closely as possible suits the volatility that the market ascribes to
its securities, thereby achieving the measurement objectives of FASB Statement No. 123(R).
.90 Expected Term. The FASB documented its opinion that the expected term of stock options should be
the assumed basis for the fair value estimates on the ESO contracts. The contractual term is not used, since
the option holder typically exercises the option before the end of the option's contractual term. The expected
term is a valuation parameter that can capture the effects of nonhedgability, nontransferability, and
forfeitability of stock options. In such cases where the expected term captures these effects, no other
adjustments to the valuation parameters are needed. The expected term, however, may not be shorter than
the vesting period of the option contract; the end of the vesting period coincides with the first possible exercise
date and this date would represent the shortest time span that the options can exist.
.91 The complexity of valuing financial instruments can be overcome by placing similar instruments in
groups and applying the valuation techniques to the group as a whole. The SEC staff believes that this can
be accomplished for an entity that frequently grants options with as few as one or two groups. Approaches
to estimating the expected term are considered reasonable if they result in an option fair value that is an
equivalent to an "exchange price" for the option. Subsequent changes to the term estimates may be reasonable
if new evidence is found; changes would not invalidate the reasonableness of the original expected term
assumption.64 SAB No. 107 details additional comparative information that might, if used, contribute to
estimates of the expected term, when a company determines that its historical stock option exercise activity
does not provide a reasonable basis for the estimate of the expected term.

.92 The SEC staff recognizes the following terms as "plain vanilla" stock option terms:
1. Options are granted at-the-money.

2. Exercisability depends only on the employee performing the necessary services through the vesting
period.
3. Employment termination before vesting results in option forfeiture.
4. Employment termination after vesting results in a limited time to exercise the stock options.
5. The options are nontransferable and nonhedgeable.
.93 If a company has issued plain vanilla stock options and chooses not to rely on historical exercise data,
the SEC staff would accept a "simplified" method for estimating the expected term:

Expected Term = (Vesting Term + Original Contract Term)/2
Once elected, the simplified method must be applied consistently to all "plain vanilla" stock options and this
choice should be disclosed in the financial statement footnotes. The SEC staff expects that a sufficient amount
of market data on stock options exercises will become available over time, so that the simplified method
would not be used after December 31, 2007.

FASB Statement No. 123(R) and Certain Redeemable Financial Instruments
.94 SEC issuers must evaluate whether stock options should be presented as liabilities under FASB
Statement No. 123(R), or alternatively, as either equity or outside of permanent equity (also known as
"temporary equity") in accordance with SEC Accounting Series Release No. 268, Presentation in Financial
Statements of "Redeemable Preferred Stocks" (ASR 268) and related guidance. Certain redeemable financial
64 Expected term in the case of FASB Statement No. 123(R) is similar to expected maturity as it is used in FR-48, "The Market Risk Rule."
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instruments may cease to be governed by FASB Statement No. 123(R) because "the rights conveyed by the
instrument to the holder are no longer dependent on the holder being an employee of the entity." In this
instance, the financial instruments should be reviewed for application of ASR 268 or other accounting rules
under GAAP.

.95 If an instrument qualifies for recognition as temporary equity, the amount that should be presented
as temporary equity is generally equal to the fair value of the instrument multiplied by the percentage vested.

Classification of Compensation Expense
.96 The compensation expense to employees from stock options, even if a noncash amount, should be
reported in the income statement on the same line as the cash basis salary paid to those employees. There is
no guidance given as to the exact line item in the income statement that should be used to disclose these
amounts. Separate disclosure to highlight the location and amount of compensation expense related to
share-based payment transactions may be appropriate.

Non-GAAP Financial Measures
.97 SEC issuers may wish to provide a non-GAAP measure of earnings in which the cost of stock options
is excluded from net income; such disclosures must abide by the provisions of Regulation G and Item 10(e)
of Regulation S-K. If such non-GAAP measures are shown, the SEC issuer must demonstrate the usefulness
of excluding stock option expenses to the extent that they are nonrecurring items; the disclosure should not
be used as an attempt to smooth earnings. If the stock option expense is excluded from the entity's internal
accounts to evaluate performance, the SEC issuer may have a basis to conclude that the exclusion of the
expense in a non-GAAP measure disclosure satisfies the requirements of Item 10(e) of Regulation S-K. In
such cases, disclosures should include both the reason for the presentation of the non-GAAP financial
measure and, if material, the additional purposes for using that measure within the entity. SEC issuers should
also consult the June 2003 SEC document Frequently Asked Questions Regarding the Use of Non-GAAP Measures
to confirm that the disclosures are not misleading.
.98 In MD&A, SEC issuers should discuss the trends and variability of the entity's earnings and analyze
specific line items if it is relevant to understanding a company's performance. Such narratives may be
especially helpful in the case of noncash expenses from stock options that are likely to be nonrecurring. The
SEC issuer must also be aware of certain prohibitions in FASB Statement No. 123(R) and SEC rules regarding
the exclusion of stock option expense in pro forma income statements.

First Time Adoption of FASB Statement No. 123(R) in an Interim Period
.99 This section of SAB No. 107, issued on March 29, 2005, has largely been superseded by the April 14,
2005, announcement from the SEC Chief Accountant that the effective date of FASB Statement No. 123(R)
would be postponed to the start of fiscal years beginning on or after June 15, 2005.
.100 SEC issuers are not permitted to apply FASB Statement No. 123(R) retrospectively. This means that
in general, cumulative effects adjustments should be recorded on the date of adoption of FASB Statement
No. 123(R), and not any date before the adoption date (including the beginning of the fiscal year in which
adoption occurs).

.101 While the action of the SEC Chief Accountant postpones the required effective date of FASB
Statement No. 123(R), SEC issuers may still early adopt the provisions of FASB Statement No. 123(R).

Capitalization of Compensation Cost
.102 SEC issuers may accumulate inventory costs during a manufacturing process in the form of
compensation paid through stock options. SAB No. 107 states that:
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1. Deferral of FASB Statement No. 123(R) costs through inventory accounts is expected as long as the
costs are properly reflected in subsequent periods through earnings, normally through cost of sales;
this deferral process is consistent with the matching principle and relies on inventory accounting
rules outside of FASB Statement No. 123(R).
2. Inventory tracking systems that predate FASB Statement No. 123(R) may not be able to incorporate
FASB Statement No. 123(R) costs at the same level of detail as more recent stock compensation costs.
A period-end adjustment to the overall inventory balance for FASB Statement No. 123(R) costs would
be acceptable and would not in itself negate the claim that internal controls are effective, as required
by the SEC's rules implementing Section 404 of the Sarbanes-Oxley Act of 2002 (see SEC Release No.
34-47986).

Accounting for Income Taxes
.103 If the entity deducts more in compensation costs for tax purposes than for financial reporting
purposes, any resulting excess tax benefits must be reported as additional paid-in capital. If current period
tax deductions are less than the cumulative compensation cost reported for financial reporting, the entity
should write off the deferred tax asset, net of any valuation allowance, against any remaining additional
paid-in-capital from previous awards. The remaining balance of the write-off, if any, should be recognized
in the income statement. Thus, FASB Statement No. 123(R) necessitates the tracking of tax attributes relating
to share-based payment transactions. FASB Statement No. 123(R) does not specify the date that the entry to
additional paid-in capital should be calculated, though the SEC notes that the calculation would not be
required on the date FASB Statement No. 123(R) is adopted. FASB Statement No. 123(R) also does not require
disclosure of the additional paid-in capital available for offset; the SEC notes that a company only needs to
calculate the additional paid-in capital available for offset when the company's deductions per the tax return
are less than the relevant deferred tax asset, and to ensure that a sufficient amount of paid-in capital is
available for the offset of the deduction shortfall.

Modification of Stock Option Contracts Before the Adoption of FASB Statement No. 123(R)
.104 Under certain circumstances, the earnings' impact on some stock options under FASB Statement No.
123(R) can be mitigated if those contracts are modified before the adoption of FASB Statement No. 123(R) by
accelerating the vesting date. The SEC interprets FASB Statement No. 123(R) to mean that this specific
modification would result in the recognition of the remaining amount of the compensation cost in the period
in which the modification is made. The test of whether such a modification has been made is if the employee
could exercise the options after the modification, whereas before the modification he or she could not. Since
the entire amount of the compensation cost would have been recognized under rules in effect before the
adoption of FASB Statement No. 123(R), no further cost would be recognized in the income statement after
adopting FASB Statement No. 123(R). Significant modification of option terms necessitates disclosures of the
terms of the modifications and the reasons for the modifications, particularly if a company accelerates the
vesting of out-of-the-money options before adopting FASB Statement No. 123(R).

Foreign Private Issuers
.105 The SEC staff believes that application of the measurement provisions of International Financial
Reporting Standard No. 2, Share-Based Payment, would result in a fair value measurement that is consistent
with the fair value objective of FASB Statement No. I23(R). Thus, reconciling items between International
Financial Reporting Standards and U.S. GAAP should typically not occur within the guidelines of SEC Form
20-F, though certain other reconciling items may still in fact occur.

MD&A Disclosures After the Adoption of FASB Statement No. 123(R)
.106 An SEC issuer may use different accounting policies subsequent to the adoption of FASB Statement
No. 123(R) than with previous applicable rules for stock option accounting reflected in Accounting Principles
AAM §8280.103
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Board (APB) Opinion No. 25, Accounting for Stock Issued to Employees; FASB Statement No. 123, Accounting
for Stock-Based Compensation; and FASB Statement No. 148, Accounting for Stock-Based Compensation—Transition
and Disclosure—an amendment of FASB Statement No. 123 Also, changes to measurements required by FASB
Statement No. 123(R) may occur as SEC issuers refine their ability to form assumptions and estimates. Both
differences may result in material changes to the SEC issuer's financial statements over time and so affect
the comparability of financial statements.

.107 SEC issuers should consider including the following MD&A disclosures:
•

The transition method selected and the financial statement impact in current and future reporting
periods.

•

The accounting method for stock options before adoption of FASB Statement No. 123(R), and the
impact, or lack of impact, on the prior financial statements.

•

Modifications made to stock options before adoption of FASB Statement No. 123(R) and the rationale
behind such modifications.

•

Differences in valuation methodologies or assumptions used to estimate fair value upon adoption of
FASB Statement No. 123(R), as compared to the methodologies or assumptions previously used.

•

Changes in quantity or type of instruments used in share-based plans (for example, changes from
stock options to restricted shares).

•

Changes in the terms of share-based payment arrangements.

•

Discussion of any one-time effect upon the adoption of FASB Statement No. 123(R), such as any
cumulative adjustments.

•

Total compensation cost for nonvested awards that are not yet recognized and the weighted average
period over which the nonvested awards are expected to be recognized.

Special Topics
Receivables From Sale of Stock
.108 When capital stock is issued to the entity's officers in return for a receivable before cash payment is
made, the receivable is deducted from equity and is not presented as an asset, as consistent with Rule 5-02.30
of Regulation S-X; the requirement remains to separately list those receivables in the balance sheet.

Accounting for Expenses or Liabilities Paid by Principal Stockholder(s)
.109 If a company is named as a defendant in litigation, and a principal stockholder transfers a portion
of his or her shares to the plaintiff in order to settle such litigation, the value of the shares transferred should
be recorded as an expense in the company's income statement and as a credit to additional paid-in capital.
The SEC staff believes that the substance of such a transaction is the payment of a company expense through
contributions by a stockholder, and that such accounting treatment is in accordance with the provisions of
paragraph 11 of FASB Statement No. 123(R).

Section VI: What Is the Value of a Stock Option?
.110 While SAB No. 107 provided guidance on a variety of topics related to FASB Statement No. 123(R),
much of the guidance in SAB No. 107 focused on assumptions used in fair value methodologies; this section
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will further explore fair value accounting for ESOs, as required by FASB Statement No. 123(R) and SAB No.
107. An in-depth discussion of fair value accounting is necessary, as a complete implementation of FASB
Statement No. 123(R) requires the understanding of how accounting entries related to FASB Statement No.
123(R) incorporate the use of fair value estimates, what the estimates represent, and the validity of the
valuation methodology that is used to derive the estimate.

The Debits and Credits for ESO Fair Values
.111 The most basic accounting entry related to FASB Statement No. 123(R) would be to record the entire
ESO fair value estimate as an expense, or debit, and to record a balancing credit in equity (or in some cases
liabilities). Therefore, if an ESO's grant-date fair value is determined to be $200, the required entry would be
to debit compensation cost for $200 and to credit an employee stock option liability account (or, depending
on the circumstances, an equity account) for $200.
.112 A subtle aspect of FASB Statement No. 123(R) is that in cases in which the ESO is to be recorded in
the equity portion of the balance sheet, the fair value will not be remeasured.65 In these cases, the measure
ment process is greatly simplified and conducted on only one date, the ESO grant date.

.113 The use of the grant-date as the proper time to recognize the cost of the ESO in the financial
statements reflects the FASB's objective of recognizing the value of contractual compensation arrangements
in the financial statements. It also reflects the goal of applying recognition criteria for financial instruments
consistently. The use of the grant date to recognize ESOs is consistent with the requirement to recognize other
classes of derivatives on the analogous date: the start date for swaps, the purchase date for exchange traded
futures and options, and the transaction date for forwards and over-the-counter options. The use of the grant
date for recognizing compensation cost is also consistent with the policy of recognizing securities on the
trade or acquisition date, not the settlement date.

.114 The overall valuation methodology must consider all the critical terms of the ESO derivative contract
through its expiration date.66 The valuation methodology also needs to use the best estimate of each
parameter on the grant date. For example, the use of a volatility estimate that is two years old for a current
valuation would not be appropriate; also, the use of interest rate and volatility estimates from different
periods would possibly lead to an estimation error. As a result the valuation methodology must be robust
enough to capture all contract terms and yet be flexible enough to use parameters that can be retrieved
efficiently. The methodology also must be verifiable.

ESO Fair Value Within the GAAP Definition of Fair Value
.115 SAB No. 107 explains that the ESO fair value measurement should be the equivalent of an exchange
price for the ESO. Some consider this to be an unrealistically high measurement standard because ESOs are
more illiquid than most over-the-counter derivatives contracts; they are principal-to-principal contracts that
are not traded, not transferable, and not hedgeable. Because no current price exists for ESOs, the issuing
entity must rely on a mark-to-model methodology. FASB Statement No. 123 explained that the fair value of
65 In the complete form of fair value accounting for a financial instrument, the instrument is recognized at its fair value when
purchased, if exchange traded, or created, or if in the form of a principal-to-principal contract. At each subsequent reporting date, the
fair value is updated and changes from the original fair value (so-called fair value flows) are recorded in income (either earnings or
other comprehensive income). The updating of the fair value measure is generally the same as marking-to-market or remeasurement.
Various permutations of fair value accounting for financial instruments are found in FASB Statement No. 115 and FASB Statement No.
133. Fair value notions are also used throughout GAAP to record the cost of an asset or liability on the date it is acquired or to restate
carrying amounts on the balance sheet to the lower-of-cost-or-market (LCM) when a permanent impairment of the item's fair value has
occurred.
66 It is understood that a "critical term" is one that is value-relevant—the decision to include it or exclude it from the valuation
methodology alters the fair value estimate itself.
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ESOs could be extracted from option models such as the Black-Scholes-Merton Option model. More recently
binomial models have been highlighted as an effective alternative.67
.116 Neither the FASB nor the SEC has selected any one model or approach as the most suitable approach
for the measurement tasks within FASB Statement No. 123(R). Experts continue to disagree, and change their
opinions, as they consider approaches that might meet the SEC goal of estimating fair values that are, in
effect, exchange prices.

.117 The full fair value of the ESO can change over time as the entity issues new contracts. In SAB No.
107, the SEC recognizes that the market's skill in valuing ESOs will increase once FASB Statement No. 123(R)
is implemented. In some cases, the full fair value is not used if the entity's own stock (the underlying) is not
traded in an exchange market, as is the case for private companies. The absence of a public market in the
private entity's stock is an example of the setting that may cause estimating the expected volatility of the
entity's stock to be impracticable. The alternative measures for fair value permitted under FASB Statement
No. 123(R) discussed elsewhere in this Alert can then be used as a fair value for reporting purposes if the
appropriate conditions for such a substitution are met.

Valuation Methodologies: The Accounting and Auditing Approach Compared to
the Financial Engineering Approach
The Financial Engineering Approach
.118 This is a valuation methodology that relies on a mark-to-model approach using any one of a number
of models and associated estimates of parameters that the entity in its judgment believes is suitable to its
form of ESO contract and that achieves the measurement objective of FASB Statement No. 123(R) of
estimating the equivalent of an ESO exchange price. Examples of those approaches include "closed form"
solutions such as the family of models within the Black-Scholes-Merton models, the lattice models that
include the binomial model, and separate methods of estimating parameters such as expected maturity and
expected volatility that are needed to operate these models.

.119 The difficulties in applying these methods are numerous: public policy issues, limits on the use of
the financial economic theory underlying the valuation methodology, and the apparent inability to achieve
an "exchange price equivalent."
.120 Public Policy Issues. Substantial arguments were displayed to the FASB to discourage the financial
statement recognition of ESOs due to the perceived inability to value the derivatives with sufficient quality
to justify placement in the financial statements. SAB No. 107 must be consulted for guidance on how to
implement FASB Statement No. 123(R) using models that are "flawed but the best available." SAB No. 107
also gives guidance on how to migrate to improved methods over time and reconcile future values based on
those improved methods to weaker methods used at the effective date of the standard.

.121 Limitations on Available Financial Economic Theory. Existing financial economics has taken the
approach that existing models or attempts to modify those models for the purpose of ESO valuation are
producing superior valuations as compared to the simple and unadjusted use of basic option pricing
methods. A consistent observation is that the resulting values, at least at grant date, are high as compared
with the valuation experts' "economic intuition" of a preferred but as-yet unsubstantiated fair value.
However, there is also uniform agreement that the specific contract provisions of ESOs result in many
potential valuation errors, with only limited narrowing since December 2004, when FASB Statement No.
123(R) was released.
67 During the deliberations for FASB Statement No. 123(R), the FASB established the Options Valuation Group, which met with the
FASB to provide information on the choice of and operation of various methodologies. At various times in the last 15 years of ESO
deliberations that led to the issuance of FASB Statement No. 123(R), the FASB has also met with leading academic financial economists
who are experts in the use of option valuation tools.
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.122 Inability to Achieve a Verifiable "Exchange Price Equivalent." The continued dialogue within the
financial engineering community is that even a new class of improved valuation methodologies continues
to fall short of an "exchange price equivalent." Only one valuation technique has the attribute that Wall Street
traders, not valuation experts, have informally considered it a replication of the pricing methodology that is
performed on their trading desks.68

.123 While the FASB considered the advice of the Options Valuation Group to formulate the fair value
guidelines in FASB Statement No. 123(R), it declined to specify any one model as the best alternative, nor
would it list the models that may be considered suitable for the entity. FASB Statement No. 123(R) only
specifies that the methodology must rely either on current prices (which are not available for ESOs as well
as the similar assets that might be used as proxies) or a model that applies fundamental principles of
"financial economic theory . . . [that] are generally applied in that field."69

The Accounting and Auditing Approach
.124 Accountants often describe the fair value of an option as having two parts:
Fair Value FOR ANY OPTION = [Time Value + Intrinsic Value]MAX VALUE ZERO70

The accounting formula applies to any option regardless of the complexity of the option contract or the nature
of, or lack of, the "price discovery" system for the contract as a financial instrument.71 Many financial
instrument portfolios contain illiquid positions in derivatives and other financial instruments. The valuation
issues in this instance are identical to those presented by ESOs. In both cases current exchange prices do not
exist, broker confirmations are not available, and standard financial engineering approaches fail (see below).
.125 Unlike other option contracts, the intrinsic value will not be realizable until the vesting date. On the
date the ESO option holder chooses to exercise, the time value becomes irrelevant and one can think of the
option value as being its intrinsic value, even if that value is zero. The fair value of the ESO might become
much greater than the grant date fair value if the option becomes in-the-money (for instance, early during
the exercise period, when there is still substantial time value). Conversely, the fair value of the ESO may be
zero by the time the expiration date is reached, in the case when the ESO is both out-of-the-money and not
exercised, as there would be no time left to allocate to the time value estimate.
.126 The grant-date fair value will normally entirely reflect time value as ESOs are written at-the-money
or out-of-the-money. But does this fair value represent the actual compensation cost if the realizable intrinsic
value may be a different amount, even zero? The answer is yes: the grant-date fair value is a reasonable
estimate of the future expected compensation cost because it is based on option valuation methodology that
estimates the future cash flow and then discounts it to the present. The estimate of an option's fair value is
similar to the estimate of the fair value of a debt security based on the simple "net present value" calculation.
The option methodology arrives at a discounted present value by using both interest rate and probability
type factors (regardless of the model selected), whereas the net present value method applied to a fixed
income security uses only an interest rate in the discounting process.
.127 FASB Statement No. 123(R) applies the following remeasurement principles to ESOs. (See Section
III on the detailed accounting provisions of FASB Statement No. 123(R).)
1. If the ESO is recorded as a liability. Subsequent to the grant date, the ESO is treated as a derivative
classified as a liability; in a manner consistent with FASB Statement No. 133, the ESO is remeasured
on every reporting date and changes in its fair value are recorded as compensation costs using the
earnings rules that apply to the ESO contract.
68 See Le Guyader paper, "A Simple Way to Recognize Stock Options at Fair Value in Income" (2006) available at www.kerlouet.org.
69 See FASB Statement No. 123(R), paragraph A13.

70 See the Internet support site for this Alert, www.kerlouet.org, for the paper that discusses this type of notation.

71 Price discoven/ is a term of art used by financial engineers. It means that the market price for an item is readily observable. The
quality of price discovery depends on the nature of the market for the item, including volume and frequency of trading.
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2. If the ESO is classified as equity. Subsequent to the grant date, the ESO is treated as an equity instrument;
in a manner consistent with GAAP for other equity instruments, the ESO is not remeasured, thereby
preventing the recognition of earnings from an equity item.
.128 The method easily defeats the criticisms that an ESO cannot be valued for reporting purposes. It can
be used to measure the fair value of the ESO on the grant date and at any subsequent remeasurement date
required under FASB Statement No. 123(R). The audit approach locates proxies for the ESO that are traded
or efficiently valued and that, with a possible adjustment factor, can act as substitutes for the ESO. These
proxies can result in a reportable fair value that meets the SEC description of an exchange price.
.129 The auditing approach to ESO valuation is based on established principles of financial economic
theory, specifically the equivalency of a derivative to its replicating portfolio under no arbitrage conditions.
In turn the grant-date fair value is the sum of the fair value of component instruments in the replicating
portfolio. These fair values are market values of similar instruments, or mark-to-model values of similar
instruments when observable market prices are not available. When valuations are performed, the modeling
techniques are applications of the fundamental propositions of corporate finance, including the time value
of money and risk-neutral valuation.72 Finally the auditing approach to valuation is consistent with the FASB
Statement of Financial Concepts No. 7 definition of fair value, which is designed to be a "value in a current
exchange.”7^ The component values and the aggregation of an ESO fair value mirror the “amount [at which]
instruments with the same characteristics . . . would be exchanged."74

Matching Valuation Methodology to Contract Terms and Parameter Specifications
.130 The principle valuation difficulty with respect to ESOs is that they contain many contract terms that
are relevant to valuation, but such terms are either excluded from valuations or poorly specified in newer
models built for ESOs. The ESO contract terms that reappear as valuation issues include:

1. The length of the contracts.
2. The treatment of the vesting period.
3. The contract provisions for termination or alteration of the contract if employment is terminated.

.131 Even if a model perfectly reflected the ESO contract terms, there would still be difficulty in selecting
the parameter values to be used as inputs to the model to generate fair values. Since ESOs are both long dated
and permit exercise at any time during a potentially lengthy exercise period, the expiration date of the ESO
contract seems to consistently overstate the expected maturity of the contract.75 Option models and modern
financial economic theory have many ways to estimate the volatility and associated probability factors. In
the case of ESOs, the volatility estimate must suit the particular ESO issuer and must also be consistent with
the terms of the ESO contract: a three-year volatility estimate on the S&P 500 would not be a likely estimate
of volatility for a seven-year ESO contract on a small biotechnology company that has just gone public. The
summary of SAB No. 107 includes a discussion of the issues that should be considered in specifying expected
maturity and expected volatility.
72 For more detailed guidance, see the fair value guidelines of FASB Statement No. 123(R) incorporated in its Appendix A under the
title "Fair Value of Instruments Granted in a Share-based Payment Transaction."
73 See FASB Statement No. 123(R), paragraph A7.

74 See FASB Statement No. 123(R), paragraph A8.
75 In other regulations on the market risk posed by derivatives, the SEC has recognized that any financial instrument with an
imbedded put or prepayment option (with the option being held by the entity's counterpart or investor) is likely to result in an expected
maturity shorter than the stated maturity. Residential mortgages are one class of assets with this prepayment risk. See the SEC Market
Risk Rule in SEC FRR 48.
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Section VII: How Can Stock Option Expense Be Minimized?76
.132 Companies will most likely begin to seek ways of reducing their stock compensation expense, as a
large percentage of the reporting entities within the FASB constituency continue to debate the provisions of
FASB Statement No. 123(R). The battle against FASB Statement No. 123(R) was focused on two fronts:
opposition to recognizing compensation expense and claims that the value used for expensing was not
determinable for accounting purposes. Although the press has recounted that FASB Statement No. 123(R)
has generally been well received, some rough surveys show the acceptance rate to be no more than 50 percent
in various industry segments.

.133 Given this history, it is not surprising to find evidence of alternative means of compensation or
modified ESO contract terms designed to minimize the expense reported for stock options. The four general
strategies that have emerged are (1) ESO contract modification, (2) substitution of other forms of compensa
tion, (3) adjustment of the valuation parameters, and (4) the potential deferral of compensation charges.

ESO Contract Modification
.134 If an entity wishes to minimize the expense representing ESO compensation, it can alter ESO contract
terms that are captured in valuation methodologies in order to produce a favorable measurement outcome.
The form of the contract modification would need to reflect some care over whether the goal is minimizing
grant-date fair value or minimizing the cumulative fair values recorded over the life of the contract. In
addition, many of these contract modifications can act only to reduce the entity's expense by reducing the
compensation paid to the worker.
.135 Regardless of the valuation methodology, some of the following contract changes to standard option
contract provisions would reduce the contract value and the expense recognized:

1. The term of the option is shortened.
2. The vesting period of the option is lengthened.

3. The strike price is raised.
4. The exercise features are constrained in some way that makes exercise during an in-the-money period
less likely.

Substitution of Other Forms of Compensation
.136 In the early stages of the FASB Statement No. 123(R) deliberations, some proponents of stock option
expensing were discovered to be using restricted stock and eliminating the ESO as a compensation tool. Even
those who opposed stock option expensing on policy grounds (the need to define core earnings and eliminate
manipulation of earnings before adding another expense variable to the income statement) favored the
substitution of restricted stock for ESOs.

.1 37 The use of restricted stock is thought to minimize the moral hazard opportunities represented by
ESOs. As a leveraged option derivative, ESOs escaped easy detection and measurement; the accounting
standards before FASB Statement No. 123(R), which were more disclosure-based, were criticized for the poor
way in which they reported the dilution risk of ESOs. The award of restricted stock, however, attacks the
problem of dilution risk by actually issuing shares. Investors are more able to encourage control of unwanted
76 The author and the AICPA staff do not mean to suggest or support earnings management schemes or devices that would bias fair
value to a minimum or a maximum value. The reader is reminded that the goal of ESO fair value measurement is to provide a fair value
in financial statements that reflects an "exchange price" (see Section III).
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dilution when they see issuances of additional shares. Also, employees are more likely to have an incentive
attachment to the entity when they own shares that may be lost, rather than have a choice but not an obligation
to purchase shares sometime in the future, as in the case of ESOs.
.138 However, the substitution of restricted stock for ESOs comes at a price. The incentive arrangement
between the entity-employer and the stock holder-employee does not duplicate the contractual relationship
of the ESO, and the dilution risk becomes realized at an early stage of the compensation arrangement.

Adjustment of the Valuation Parameters
.139 The structure of most fair-value models used in the ESO valuation process calls for estimating
relatively sophisticated financial variables. These variables are estimated from more basic capital market
variables. Capital market estimates of volatility ranging from implied volatility to historical volatility may
appear in the form of "expected volatility." The probability that the ESO will be exercised before its expiration
date is reflected in an estimate of the "expected maturity" of the contract. Aside from the "no exercise" feature
during the vesting period, exercise features may be limited by other specific contract terms, including
forfeiture and nontransferability.

,140 The value of any option can be minimized by any one of the following means:
1. Reducing the estimate of volatility.

2. Shortening its term.

3. Interpreting the contract to contain a legal exercise limitation.

The Potential Deferral of Compensation Charges
.141 FASB Statement No. 123(R) includes guidance for amortizing the cost of the ESO over the life of the
vesting period, as described in the previous sections. In addition, SAB No. 107 states that some ESO costs
may be capitalized as inventory, as such ESO costs may be deemed to be a labor cost related to inventory.
The compensation expense related to the ESOs would subsequently be recognized as cost of sales once the
inventory is sold.

Section VIII: Regulatory Actions Affecting FASB Statement No. 123(R)
Since Issuance
.142 After the issuance of FASB Statement No. 123(R) in December 2004, the SEC and the FASB acted
promptly to issue additional guidance and clarification on topics such as the effective date of the accounting
standard, guidelines for measuring the fair value of the instruments recognized in the financial statements,
and other issues that the constituents of the accounting rulemaking process have put to these regulators. The
additional guidance began with the issuance of SEC SAB No. 107 and continues with the issuance of FASB
staff positions on specific implementation topics. The following sections summarize the key provisions of
the items that the SEC and FASB have issued since December 2004.

Statements of the SEC Chief Accountant
.143 The SEC Chief Accountant has been very active in the implementation of FASB Statement No.
123(R). On the date FASB Statement No. 123(R) was issued, the SEC Chief Accountant noted that the standard
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resulted in the principal regulatory goal of providing "more comparable information in financial state
ments."77 In this statement he encouraged financial statement preparers and their auditors to "use their best
judgment" concerning the difficult tasks of "[using] assumptions and estimates . . . and some of the inputs
to valuation models" and noted that the SEC staff was preparing to provide appropriate implementation
guidance.
.144 On March 29,2005, the Chief Accountant announced the release of SAB No. 107, which among other
things "provides the staffs views regarding the valuation of [ESOs]."78 This announcement reiterates the
general understanding that the issuance of FASB Statement No. 123(R) had been "controversial. .. [and the
result of FASB deliberations and discussions that were] extensive and far-reaching." As forecasted in FASB
Statement No. 123(R) and SAB No. 107, the hoped-for improvement in FASB Statement No. 123(R) should
be an ongoing process in which the SEC "will continue to monitor [FASB Statement No. 123(R)] implemen
tation . . . and . . . consider the need for additional guidance as necessary." That additional guidance has been
issued through subsequent announcements of the SEC and further implementation guidance and accounting
rules issued by the FASB described below. SAB No. 107 is described in Section V of this Alert.
.145 On April 14, 2005, the SEC Chief Accountant announced a postponement of the required effective
date of FASB Statement No. 123(R) to the beginning of the next fiscal year after June 15,2005, which for most
public SEC reporting companies with calendar year ends means that the statement can be implemented as
of January 1,2006. The SEC noted that the additional implementation time, among other things, would allow
companies to "change their accounting systems in a more orderly fashion and should allow auditors to
conduct more consistent audit and review procedures."79

Statement of the SEC Chairman
.146 On September 9, 2005, the SEC Chairman announced the release of informal SEC staff progress
reports on the "evaluation of proposals to value employee stock options for financial reporting pur
poses."80 When FASB Statement No. 123(R) was issued, the FASB noted that in its early implementation fair
values might need to be estimated from "mark-to-model" procedures as employee stock options and similar
instruments were not traded; the FASB also expressed the hope that eventually, traded markets in such
instruments would emerge, and that the resulting market prices would represent an improvement in fair
values used for financial reporting purposes. One SEC issuer had worked for some months to create a traded
instrument whose values could be used as a proxy or an indirect indicator of the fair value of ESOs that the
company issued to employees. As part of this innovation, the issuer sought the assurances of the SEC that
the proxy market prices would be suitable, and possibly the best estimate, of ESO fair values. It is widely
understood that SEC Chairman Cox's announcement was the strongest statement that the SEC was willing
to make on the proposed innovation; the SEC's announcement did not mention the issuer directly.

SEC Chairman Announcement
.147 The SEC Chairman encouraged continued market innovation, which he saw as "robust efforts . . .
that have the potential to accurately measure the cost of [ESOs, although the current SEC views are] subject
to ongoing assessment." He emphasized the current position of the SEC and the FASB that when available,
current market prices, for example, those derived from "the use of an appropriate market instrument. . .
[have] distinct advantages over a [mark-to-model] approach." The SEC announcement included separate
77 See SEC Chief Accountant Statement on FASB Statement No. 123(R), December 16, 2004.
78 See SEC Office of the Chief Accountant and Division of Corporation Finance Release Staff Accounting Bulletin, March 29, 2005.

79 See "Commission Amends Compliance Dates for FAS123(R) on Employee Stock Options," issued April 14, 2005.
80 See SEC Press Release 2005-129 of September 9, 2005, "Statement of Chairman Christopher Cox regarding use of Market
Instruments in Valuing Employee Stock Options," available at www.sec.gov/news/press/2005-129.htm.
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announcements by the SEC Chief Accountant and the release of reports on the topic of ESO valuation by the
SEC's Office of Economic Analysis.

Statement by the SEC Chief Accountant
.148 Simultaneously with the SEC Chairman's announcement, the SEC Chief Accountant issued a
statement concerning the SEC staff's assessment of "several different strategies being considered by issuers
in an attempt to bring market forces to bear on the valuation of employee stock options."81 He notes that
while the "measurement objective [of FASB Statement No. 123(R)] is to estimate the grant-date fair value of
the [ESOs],... the FASB did not attempt to consider the appropriate design of an instrument that might
[proxy for the ESOs in order to derive] a market-based value of [ESOs]." The SEC Chief Accountant stated
that he and the SEC staff were now "comfortable that it should be possible to design [such proxy] instruments
. . . and further .. . [the SEC had] significant doubts based on [Office of Economic Analysis]'s views, as to
whether it would be possible to design [such a proxy] . .. instrument... by relying on similar contractual
terms and conditions [of an actual ESO contract]." While this speech could not address the specific discussion
brought before the SEC Chief Accountant by an identified SEC issuer, he encouraged "continuing .. .
research on methods to obtain estimates of fair value for [ESOs]." Thus, as of November 30, 2005, absent
other regulatory findings, mark-to-model approaches to estimate the fair value of ESOs continue to appear
to be more efficient ways to meet the measurement objectives of FASB Statement No. 123(R) than market
based approaches.

Memorandum Issued by the SEC Office of Economic Analysis
.149 The SEC Chief Accountant's statement of September 9, 2005, references an August 31, 2005,
Memorandum issued by members of the SEC Office of Economic Analysis on the topic of the use of proxy
instruments to derive a FASB Statement No. 123(R) fair value for ESOs.82 The memorandum describes "[a]
market-based approach [as involving a proxy] instrument that will be traded among willing buyers and
sellers, and the use of the instrument's market price as a reasonable estimate of the grant-date fair value of
the [ESOs]." The summary of the economic analysis is that attempts at replicating the contractual terms of
the ESOs fail to produce a reasonable estimate of fair value for purposes of FASB Statement No. 123(R) but
that approaches that "track the future flows of net obligations facing the company or net receipts . . . can yield
reasonable estimates of fair value as defined in [FASB Statement No. 123(R)]." Of interest is that the SEC's
SAB No. 107 prompted many approaches with various instruments designed for market trading in the hopes
of allowing the derivative of a FASB Statement No. 123(R) fair value; thus while SAB No. 107 prompted
valuable market research and potential innovation, further work is anticipated to map those market
innovations into sound accounting policy and compliance. The memorandum then addresses two ap
proaches within the question of instrument design: the "tracking" approach, and the "terms and conditions"
approach.

.150 In the tracking approach, one attempts to create an instrument whose cash payouts "are identical to
the [net cash flows under the ESO contract]." Such traded instruments would not face the restrictions
common to ESO contracts on trading or hedging. Without these restrictions, the SEC holds out the possibility
that the resulting market price would be a "reasonable estimate of fair value."

.151 In the terms and conditions approach, the traded contract replicates all the terms and conditions of
an ESO contract, including the restrictions mentioned above. The SEC's current belief is that there are inherent
81 See "Speech by SEC Staff: Statement Regarding Use of Market Instruments in Valuing Employee Stock Options," by Donald T.
Nicolaisen, Chief Accountant, U.S. Securities and Exchange Commission, September 9, 2005, available at www.sec.gov/news/
speech/spch090905dtn.htm.
82 See the SEC Office of Economic Analysis Memorandum, "Economic Evaluation of Alternative Market Instrument Designs: Toward
a Market-based Approach to Estimating the Fair Value of Employee Stock Options," August 31, 2005, available at www.sec.gov/
news/extra/memo083105.htm.
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difficulties with such an instrument that will likely prevent its market price from being a reasonable estimate
of fair value.

.152 In a previous memorandum, the SEC Office of Economic Analysis had characterized the valuation
methods cited in FASB Statement No. 123(R), notably the Black-Scholes-Merton and Binomial option pricing
models, as “conventional and well-known."83 This memorandum, which prepared the ground for the
issuance of SAB No. 107, summarizes the rationale for the accounting policy required by FASB Statement
No. 123(R) (the expensing of ESOs), the historical reliance of the FASB and the SEC on the identified pricing
models for purposes of ESO valuation, and the SEC's economic perspective on the difficulty SEC issuers face
in obtaining "reliable parameters and inputs ... for estimating the value" of ESOs by the identified standard
methods. The body of that memorandum represents an incentive for all auditors to rely on the detailed
valuation guidance the FASB and the SEC have already issued on the estimation of ESO fair value in the
body of FASB Statement No. 123(R) and SAB No. 107 and their precursors in the regulatory literature,
notably, FASB Statement No. 123.

FASB Actions: FASB Statement No. 123(R) FSPs, FASB Statement No. 133
Revisions, and New Standards
.153 The FASB has continued to improve accounting guidance on financial instruments by issuing
specific implementation guidance for FASB Statement No. 123(R). The DIG has taken action on FASB
Statement No. 133 that may affect FASB Statement No. 123(R) implementation and the new proposed
accounting standard, "Fair Value Measurement."

New FASB Statement No. 123(R) Implementation Guidance From FASB Staff Positions
.154 The FASB has posted three relevant FASB Staff Positions (FSPs) and one proposed FSP to its Web
site since August 2005.

1. FSP FAS123(R)-1. This staff position is on the topic of balance sheet recognition and measurement of
financial instruments representing share-based payments under FASB Statement No. 123(R) whose
holder ceases to be an employee of the issue of the freestanding instrument. It was posted to the FASB
Web site on August 31,2005. If the freestanding instrument was subject to FASB Statement No. 123(R)
when issued to the holder, the issuer should continue to recognize and measure that instrument
under FASB Statement No. 123(R), unless the instrument is modified after the holder ceases employ
ment; in the case of such modification, "recognition and measurement of the instrument should be
determined [by] . . . other applicable GAAP."84 The financial statement preparer is expected to
implement this guidance effective with its adoption of FASB Statement No. 123(R) using one of two
methods described in paragraph 7 of the FSP.
2. FSP FAS123(R)-2. This staff position is on the topic of the grant-date share-based payments being
subject to FASB Statement No. 123(R) on the date they are granted, but the determination of that date
can be difficult. It was posted to the FASB Web site on October 18, 2005. The grant date is the date
when "mutual understanding of the key terms and conditions of [the share-based payment to an
employee] shall be presumed to exist. . . if. . . the award is a unilateral grant [which will not be
further negotiated] . . . and [notice of the award to the employee can be expected] within a relatively
short time period from the date [the award is approved under the issuer's relevant rules of corporate
governance]."85 The financial statement preparer is expected to implement this guidance effective
with the adoption of FASB Statement No. 123(R) or, if that date preceded the posting of the FSP on
83 See the Office of Economic Analysis Memorandum, “Economic Perspective on Employee Option Expensing: Valuation and
Implementation of FAS123(R)," March 18, 2005, available at www.sec.gov or www.kerlouet.org.

84 FSP FASB Statement No. 123(R)-1, paragraph 6.
85 FSP FASB Statement No. 123(R)-2, paragraph 5.
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the FASB Web site, the first reporting period for which financial statements are prepared after the
FASB Web site posting date.
3. FSP FAS123(R)-3. This staff position is on the topic of "accounting for the tax effects of share-based
payment awards [subject to FASB Statement No. 123(R)]."86 It was posted to the FASB Web site on
November 10,2005. The FSP details the method described in paragraphs 68 and 81 of FASB Statement
No. 123(R) for allocating amounts representing tax benefits to the additional paid-in capital account
of the financial statement preparer and provides an alternative transition method of financial
statement recognition, together with examples. The financial statement preparer is expected to
implement the transition guidance in paragraph 81 until such time as it elects to implement the
modified guidance permitted under FSP FASB Statement No. 123(R)-3; the election to use the
modified guidance is a one-time election that must be taken not later than one year from the initial
adoption of FASB Statement No. 123(R).

4. Proposed FSP FAS123(R)-d. The FASB staff is proposing a new FSP on the topic of the balance sheet
classification as liability or equity of certain ESOs. At the date of the publication of this Financial
Reporting Alert, the topic had been posted on the FASB Web site (www.fasb.org) and remained open
for comment through January 31, 2006. The proposed guidance would amend paragraphs 32 and
A229 of FASB Statement No. 123(R) concerning ESOs that "allow for cash settlement upon occurrence
of a contingent event" and addresses two issues: (1) the stipulation of "the probability of the
contingent cash settlement event occurring" and (2) an alternative "grandfathering [of] existing"
ESOs. The final form of the FSP would be applied upon initial adoption of FASB Statement No. 123(R)
with an effective date stated upon posting of the final FSP on the FASB Web site, which is expected
to occur some time after January 31, 2006. A link to the final FSP will be available to readers of this
Financial Reporting Alert on www.kerlouet.org (see Stock Options tab).87

New Implementation Guidance on FASB Statement No. 133 Derivatives
.155 There has been a significant change in guidance on how to implement the fair value provisions of
FASB Statement No. 133 with respect to certain derivative instruments. Share-based payments that take the
form of equity-linked derivatives are subject to the fair value guidance provided in FASB Statement No.
123(R). However, as the FASB proceeds to issue a standard on fair value measurement, the additional
implementation on fair value for derivatives in the case of FASB Statement No. 133 is relevant. This new
FASB Statement No. 133 guidance is consistent with the guidance on fair value provided by the SEC as
previously described, and the guidance that is expected to be part of the fair value guidance within the new
accounting standard is expected shortly.
.156 On December 17,2004, the FASB DIG posted a revision to FASB Statement No. 133 Implementation
Issue No. C3 to the FASB Web site (DIG No. C388). DIG No. C3 was originally issued on February 17,1999,
and this revision was cleared on December 15, 2004, in coordination with the FASB's issuance of FASB
Statement No. 123(R). DIG No. C3 addresses which accounting rules apply to contracts such as ESOs after
the employee ceases to be an employee of the ESO issuer. In such a circumstance, FASB Statement No. 123(R)
would cease to apply, but the equity-linked derivative would then be subject to the provisions of FASB
Statement No. 133. In addition, contracts that take the form of ESOs but are granted to nonemployees are
subject to the accounting rules of FASB Statement No. 133, not FASB Statement No. 123(R), although certain
scope exceptions within FASB Statement No. 133 may continue to apply.
86 FSP FASB Statement No. 123 (R)-3, paragraph 4.
87 The Final FSP was posted on the FASB Web site after the date this Alert was finalized. A summary of the final FSP is available at
the Internet support Web site for the Alert.

88 See FASB Statement No. 133 Implementation Issue No. C3, "Scope Exceptions: Exception related to Share-Based Payment
Arrangements," posted on the FASB Web site at www.fasb.org.
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New Fair Value Measurement Guidance Expected
.157 The FASB is planning to issue a new accounting standard tentatively titled Fair Value Measurements.
The standard is expected to "define fair value [and establish] a framework for measuring fair value." It is
understood to address the problem of "different definitions of fair value and limited guidance for applying
those definitions within GAAP."89
.158 The accounting standard is expected to define fair value as the price that would be received for an.
asset or paid to transfer a liability in a current transaction between marketplace participants in the reference
market for the asset or liability. In the absence of a transaction involving the entity, the estimate of fair value
is determined by reference to a hypothetical transaction for the asset or liability at the measurement date (the
effective valuation date).
.159 This is understood to be consistent with the guidance on fair value contained in FASB Statement No.
123(R) and the additional guidance provided by the SEC. In particular, while the estimate of fair value from
actual market prices is preferred, in the case of ESOs and under the current valuation conditions examined
in the most recent memorandum issued by the SEC Office of Economic Analysis, a mark-to-model approach
with special attention to the selection of model inputs and parameters is expected to require the continued
best judgment of financial statement preparers and their auditors.

Additional Disclosures Proposed by the SEC
.160 The Securities and Exchange Commission acted on January 17, 2006 to promulgate additional
disclosures about executive compensation that would rely upon and emphasize the need for FASB Statement
No. 123(R) information. (See SEC Press Release 2006-10, available at www.sec.gov/news/press/2006-10.
htm.) The proposed rule is intended to require new narrative disclosure to "elicit clear and more complete
disclosures on the compensation of the [entity's] principal executive officer, principal financial officer, [and]
the three other highest paid executive officers and directors." As proposed, the rule will require a new
narrative section on compensation that will include a reorganized "Summary Compensation Table." Among
other things, this table would include "[a] dollar value will be shown for all stock-based awards, including
stock and stock options, measured at grant date fair value, computed pursuant to Financial Accounting
Standards Board's Statement of Financial Accounting Standards No. 123 (revised 2004), Share-Based Payment,
to provide a more complete picture of compensation and facilitate reporting total compensation." A full copy
of the SEC press release is available at the SEC Web site (www.sec.gov) and the Web site supporting this
Financial Reporting Alert (www.kerlouet.org); the latter will be updated from time to time for new portions
of the proposed SEC disclosure rule that must interact with FASB Statement No. 123(R).

Summary
.161 Fair value accounting for ESOs has been the matter of much heated debate over the past few years.
FASB Statement No. 123(R) is the FASB's attempt to bring an end to such debate and brings consistency to
voluntary expensing and valuation practices that were permitted before its effective date. The FASB
recognizes that valuation methodology for ESOs is a relatively young branch of financial economic theory;
therefore, both FASB Statement No. 123(R) and SAB No. 107 emphasize the need to tailor generic option
pricing models to the intricate and detailed contract terms of the ESOs. Users of FASB Statement No. 123(R)
must be prepared to acquire the requisite knowledge to evaluate their ESO contracts, obtain a reliable and
verifiable fair value, and prepare the required accounting and disclosure entries.
89 See progress reports on the planned release of FASB Statement of Financial Accounting Standards No. 15X, Fair Value Measure
ments, at www.fasb.org.
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Appendix A: Summary of the FASB Project on Financial Instruments
Key Milestones in the FASB's Financial Instruments Project Leading to FASB
Statement No. 123(R), Share-Based Payment1
Statement of
Standards

AICPA Issues
Paper 86-2

Issued
(Amended)
March 1986

Title

Accounting for
Options

Key Developments Within the
FASB Financial Instruments Project
for ESO Accounting

1. Demonstrates common features of
all option and related fair value
attributes.
2. Documents for options "Fair value =
Time value + Intrinsic value."

FASB Statement
No. 105

March 1990

Disclosure of
Information about
Financial
Instruments with
Off-Balance-Sheet
Risk and Financial
Instruments with
Concentrations of
Credit Risk

1. Requires disclosure of the notional
amounts of financial instruments in
the notes to financial statements (as
part of disclosures about financial
instruments with off-balance-sheet
risk of accounting loss).

FASB Statement
No. 107

December
1991

Disclosures about
Fair Value of
Financial
Instruments

1. Requires disclosure of fair value for
financial instruments, both on- and
off-balance-sheet.

2. Extends the use of fair value as the
relevant measure.

FASB Statement
No. 115

May 1993

Accounting for
Certain
Investments in
Debt and Equity
Securities

1. Extends the use of fair value as the
measurement principle to all asset
classes for securities within the
scope except for "held-to-maturity
securities."

2. Provides income recognition rules
for fair value changes (charge to
earnings or OCI2).
FASB Statement
No. 119

FASB Statement
No. 123

October
1994

October
1995

Disclosure about
Derivative
Financial
Instruments and
Fair Value of
Financial
Instruments

Accounting for
Stock-Based
Compensation

1. Excludes ESOs from scope.

2. Extends the fair value disclosure
requirements for financial
instruments to include derivatives.

1. Defines but does not require a fair
value-based method for ESOs.

(continued)
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Key Developments Within the
FASB Financial Instruments Project
for ESO Accounting
2. Permits the use of the intrinsic value
method with required pro forma
disclosures of income using the fair
value method.

Result: ESOs remain "off balance sheet."
FASB Statement
No. 128

February
1997

Earnings per Share

1. Specifies methods for computing
EPS for both common stock and
potential common stock.
2. Relates treasury stock method to
ESOs.

FASB Statement
No. 133

June 1998
(1999, 2000,
and 2001)

Accounting for
Derivative
Instruments and
Hedging Activities

1. Excludes ESOs from scope.
2. Reaffirms fair value as the
measurement principle for
derivatives.

Result: Derivatives are recognized onbalance-sheet.
FASB Statement
No. 123R

December
2004

Share-Based
Payment

Requires mandatory ESO expensing at
grant-date fair value.

1 Copyright © 2005 Louis P. Le Guyader. All rights reserved. This exhibit is an update of an exhibit presented by the
author during his dissertation defense at Columbia University in 1998. Used by permission.

2 The FASB Concepts Statements define comprehensive income as the sum of earnings and "other comprehensive income
(OCI)." OCI rules can be found in FASB Statement No. 130, Reporting Comprehensive Income.

FASB Statement No. 123(R) represents the FASB's most recent progression to recognize all derivatives on
the balance sheet using fair value as the measure. Much of the fair value measurement, recognition, and
disclosure principles had been developed for derivatives and financial instruments other than ESOs.
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Appendix B: Summary of Examples and Illustrations Contained in
FASB Statement No. 123(R)
FASB Statement
No. 123(R) Paragraph

FASB Statement No. 123(R) Classification

A59-A74

Explicit, Implicit and Derived Requisite Service Periods

A67-A69

Share-Based Payment Award with a Performance Condition and
Multiple Service Periods

A70-A71

Share-Based Payment Award with a Service Condition and
Multiple Service Periods

A72-A74

Share-Based Payment Award with Market and Service Conditions
and Multiple Service Periods

Appendix A Illustrations
A75-A76

Illustration 1—Definition of Employee

A77-A78

Illustration 2—Determining the Grant Date

A79-A85

Illustration 3—Service Inception Date and Grant Date

A86-A104

Illustration 4—Accounting for Share Options with Service
Conditions

A86-A96

Illustration 4(a)—Share Options with Cliff Vesting

A94-A95

Illustration 4(a)—Share Options with Cliff Vesting—Income Taxes

A96

Illustration 4(a)—Share Options with Cliff Vesting—Cash Flows
from Income Taxes

A97-A104

Illustration 4(b)—Share Options with Graded Vesting

A99-A101

Illustration 4(b)—Share Options with Graded Vesting—Graded
Vesting Attribution Method

A102-A104

Illustration 4(b)—Share Options with Graded Vesting—StraightLine Attribution Method

A105-Al 10

Illustration 5—Share Option with Multiple Performance
Conditions

A105-A108

Illustration 5(a)—Share Option Award under Which the Number
of Options to Be Earned Varies

A109-A110

Illustration 5(b)—Share Option Award under Which the Exercise
Price Varies

A111-A113

Illustration 6—Other Performance Conditions

A114-A120

Illustration 7—Share Option with a Market Condition (Indexed
Exercise Price)

A121-A124

Illustration 8—Share Unit with Performance and Market
Conditions
(continued)
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FASB Statement No. 123(R) Classification

A125-A126

Illustration 9—Share Option with Exercise Price That Increases by
a Fixed Amount or a Fixed Percentage

A127-A133

Illustration 10—Share-Based Liability (Cash-Settled SARs)

A132-Al 33

Illustration 10—Share-Based Liability (Cash-Settled SARs)—
Income Taxes

A134-A148

Illustration 11—Share-Based Equity and Liability Awards Granted
by a Nonpublic Entity

A134-Al 36

Illustration 11(a)—Share Award Granted by a Nonpublic Entity

A135-A136

Illustration 11(a)—Share Award Granted by a Nonpublic Entity—
Income Taxes

A137-A142

Illustration 11(b)—Share Award Granted by a Nonpublic Entity
That Uses the Calculated Value Method

A143-A148

Illustration 11(c)—Share-Based Liability Award Granted by a
Nonpublic Entity That Elects the Intrinsic Value Method

A149-A159

Illustration 12—Modification and Settlements

A149-A150

Illustration 12(a)—Modification of Vested Share Options

A151

Illustration 12(b)—Share Settlement of Vested Share Options

A152-A154

Illustration 12(c)—Modification of Nonvested Share Options

A155

Illustration 12(d)—Cash Settlement of Nonvested Share Options

Al 56-Al 59

Illustration 12(e)—Equity Restructurings

A157

Illustration 12(e)—Equity Restructurings: Original Award
Contains Antidilution Provisions

A158-A159

Illustration 12(e)—Equity Restructurings: Original Award Does
Not Contain Antidilution Provisions

A160-A170

Illustration 13—Modification of Awards with Performance and
Service Vesting Conditions

Al 62-Al 63

Illustration 13(a)—Type I (Probable-to-Probable) Modification

Al 64-Al 65

Illustration 13(b)—Type II (Probable-to-Improbable) Modification

A166-A167

Illustration 13(c)—Type III (Improbable-to-Probable) Modification

A168-A169

Illustration 13(d)—Type IV (Improbable-to-Improbable)
Modification

Al 70

Illustration 13(e)—An Additional Illustration of a Type III
(Improbable-to-Probable) Modification

A171-A189

Illustration 14—Modifications That Change an Award's
Classification

A172-A180

Illustration 14(a)—Equity-to-Liability Modification (Share-Settled
Share Options to Cash-Settled Share Options)
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FASB Statement No. 123(R) Classification

A178-A180

Illustration 14(a)—Equity-to-Liability Modification (Share-Settled
Share Options to Cash-Settled Share Options)—Income Taxes

A181

Illustration 14(b)—Equity-to-Equity Modification (Share Options
to Shares)

A182-Al 84

Illustration 14(c)—Liability-to-Equity Modification (Cash-Settled
SARs to Share-Settled SARs)

Al 85-Al 88

Illustration 14(d)—Liability-to-Liability Modification (CashSettled SARs to Share-Settled SARs)

A189

Illustration 14(e)—Equity-to-Liability Modification (Share Options
to Fixed Cash Payment)

A190-A191

Illustration 15—Share Award with a Clawback Feature

A192-A197

Illustration 16—Certain Noncompete Agreements and Requisite
Service

A198-A201

Illustration 17—Tandem Award—Share Options or Cash-Settled
SARs

A202-A210

Illustration 18—Tandem Award—Phantom Shares or Share
Options

A211-A219

Illustration 19—Look-Back Share Options

A220-A221

Illustration 20—Employee Share Purchase Plans

A222-A224

Illustration 21—Book Value Share Purchase Plans (Nonpublic
Entities Only)

A225-A232

Illustration 22—Liability Classification and the Interaction of This
Statement with Statement 150

A225-A226

Illustration 22—Liability Classification and the Interaction of This
Statement with Statement 150—Applying the Classification
Criteria in Statement 150

A227-A229

Illustration 22—Liability Classification and the Interaction of This
Statement with Statement 150—Classification of Certain Awards
with Repurchase Features

A230-A232

Illustration 22—Liability Classification and the Interaction of This
Statement with Statement 150: Subsequent Accounting for Certain
Freestanding Financial Instruments

A230-A239

Illustration 23—Effective Dates and Transition Methods

A233

Illustration 23(a)—Effective Dates and Transition Methods

A234-A239

Illustration 23(b)—Transition Using the Modified Prospective
Method

A241

Minimum Disclosures

Pages 139-141

Share Option Plan

Pages 141-142

Performance Share Option Plan
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Appendix C: Other Resources for Readers
The accounting guidance for implementers of FASB Statement of Financial Accounting No. 123(R),
Share-Based Payment, as of January 31,2006, includes the following documents, which can be accessed through
the Web site www.kerlouet.org unless otherwise noted:

1.

2.

3.

4.

Precursors to FASB Statement No. 123(R) available at www.fasb.org:

a.

Accounting Principles Board Opinion 25, Accounting for Stock Issued to Employees

b.

FASB Statement No. 123, Accounting for Stock-Based Compensation

c.

FASB Statement No. 148, Accounting for Stock-Based Compensation—Transition and Disclosure—an
amendment of FASB Statement No. 123

Other FASB Documents available at www.fasb.org

a.

FASB Statement No. 123(R)

b.

FASB Statement No. 123(R): Questions and Answers as of December 16, 2004

c.

FASB Staff Interpretations of FASB Statement No. 123(R)

SEC Documents available at www.sec.gov

a.

SEC Staff Accounting Bulletin No. 107, Share-Based Payment

b.

Announcements, Press Releases and other documents from the SEC Commission, the SEC
Chairman, the SEC Chief Accountant and the SEC Office of Economic Analysis

Related FASB Actions (related documents are available at www.fasb.org)

a.

FASB Statement No. 133, Accounting for Derivative Instruments and Hedging Activities, guidance
on fair value measurement for certain non-ESO derivatives

b.

FASB plan to issue accounting standard, Fair Value Measurement

c.

FASB and International Accounting Standards Board Fair Value Option (or Free Choice) Project

[The next page is 9000-211.]
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AAM Section 8290

Understanding the New Auditing
Standards Related to Risk Assessment
NOTICE TO READERS
UNDERSTANDING THE NEW AUDITING STANDARDS
RELATED TO RISK ASSESSMENT
This Audit Risk Alert is intended to provide auditors with an overview of the new risk assessment
standards to be used in the planning and performance of a financial statement audit.
This publication is an Other Auditing Publication as defined in AU section 150, Generally Accepted
Auditing Standards (AICPA, Professional Standards, vol. 1). Other Auditing Publications have no
authoritative status; however, they may help the auditor understand and apply the Statements on
Auditing Standards.

If an auditor applies the auditing guidance included in an Other Auditing Publication, he or she
should be satisfied that, in his or her judgment, it is both appropriate and relevant to the circumstances
of his or her audit. The auditing guidance in this document has been reviewed by the AICPA Audit
and Attest Standards staff and published by the AICPA and is presumed to be appropriate. This
document has not been approved, disapproved, or otherwise acted on by a senior technical committee
of the AICPA.

Written by Michael J. Ramos, CPA
Edited by Lori L. Pombo, CPA
Technical Manager
Accounting and Auditing Publications
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Introduction
.01 This audit Alert provides a summary of eight Statements on Auditing Standards (SASs) that provide
extensive guidance on how you should apply the audit risk model in the planning and performance of a
financial statement audit. These SASs were issued in March 2006 and become effective for audits of financial
statements for periods beginning on or after December 15, 2006. Earlier application is permitted. While the
time period between the issuance and effective date of the standards may seem long, you should not
underestimate the standards' significance and the far-reaching effect they will have on your audits.
.02 The eight SASs1 consist of:
1 Statements on Auditing Standards issued by the Auditing Standard Board are applicable to audits of privately held entities and
other nonissuers. The term issuer means entities that are subject to the rules and regulations of the U.S. Securities and Exchange
Commission and the Sarbanes-Oxley Act of 2002.
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•

SAS No. 104, Amendment to Statement on Auditing Standards No. 1, Codification of Auditing Standards
and Procedures ("Due Professional Care in the Performance of Work")

•

SAS No. 105, Amendment to Statement on Auditing Standards No. 95, Generally Accepted Auditing
Standards

•

SAS No. 106, Audit Evidence

•

SAS No. 107, Audit Risk and Materiality in Conducting an Audit

•

SAS No. 108, Planning and Supervision

• SAS No. 109, Understanding the Entity and Its Environment and Assessing the Risks of Material Misstate
ment
•

SAS No. 110, Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit Evidence
Obtained

•

SAS No. Ill, Amendment to Statement on Auditing Standards No. 39, Audit Sampling

. 03 The Auditing Standards Board (ASB) believes that the SASs represent a significant strengthening of
auditing standards that will improve the quality and effectiveness of audits. The primary objective of the
SASs is to enhance your application of the audit risk model in practice by requiring, among other things:
•

A more in-depth understanding of your audit client and its environment, including its internal
control. This knowledge will be used to identify the risk of material misstatement in the financial
statements (whether caused by error or fraud) and what the client is doing to mitigate them.

•

A more rigorous assessment of the risk of material misstatement of the financial statements based on
that understanding.

•

Improved linkage between the assessed risks and the nature, timing, and extent of audit procedures
performed in response to those risks.

. 04 The development of these SASs was undertaken in response to recommendations to the ASB made
by the former Public Oversight Board's Panel on Audit Effectiveness. In addition, the major corporate failures
of the past several years have undermined the public's confidence in the effectiveness of audits and led to
an intense scrutiny of the work of auditors, and the development of the SASs also have been influenced by
these events.

How the Risk Assessment Standards Affect Current Practice
. 05 The SASs incorporate many of the underlying concepts and detailed performance requirements that
exist in the current standards. However, the SASs do create significant new requirements for auditors.
. 06 In most cases, implementation of the SASs will result in an overall increased work effort by the audit
team. It also is anticipated that, to implement the SASs appropriately, many firms will have to make
significant revisions to their audit methodologies and train their personnel accordingly. To ease the imple
mentation process, it is recommended that firms adopt at least some of the provisions of the standards in
advance of the required implementation date.

How This Alert Is Organized
07 This Alert is organized into three different parts.

.
•

Part One: Key Provisions of the SASs and How They Differ From Current Standards. This part provides a
summary of some of the key provisions of the SASs and how they differ, if at all, from current audit
standards.
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•

Part Two: Fundamental Concepts. This part summarizes the guidance in the SASs relating to funda
mental audit concepts such as materiality, financial statement assertions, and audit evidence.

•

Part Three: Applying the Audit Risk Model. This part of the Alert provides a summary of the application
of the audit risk model as described by the SASs.

Part One : Key Provisions of the SASs and How They Differ From
Current Standards
.08 This section discusses the key provisions of each of the SASs and provides a summary of how each
of the SASs differs, if at all, from the current AICPA generally accepted audit standards.

SAS No. 104, Amendment to Statement on Auditing Standards No. 1, Codification
of Auditing Standards and Procedures ("Due Professional Care in the Performance
of Work")
.09

Key Provisions

How the SAS Differs From Current Standards

• SAS No. 104 defines reasonable assurance as
a "high level of assurance."

• SAS No. 104 clarifies the meaning of reasonable
assurance.

SAS No. 105, Amendment to Statement on Auditing Standards No. 95, Generally
Accepted Auditing Standards
.10

Key Provisions

How the SAS Differs From Current Standards

• SAS No. 105 expands the scope of the
understanding that the auditor must
obtain in the second standard of field
work from "internal control" to "the
entity and its environment, including its
internal control."

• Previous guidance considered the
understanding of the entity to be a part of audit
planning, and emphasized that the
understanding of internal control also was
primarily part of audit planning.

• The quality and depth of the
understanding to be obtained is
emphasized by amending its purpose
from "planning the audit" to "assessing
the risk of material misstatement of the
financial statements whether due to error
or fraud and to design the nature, timing,
and extent of further audit procedures."

• By stating that the purpose of your
understanding of the entity and its internal
control is part of assessing the risk of material
misstatement, SAS No. 105 essentially
considers this understanding to provide audit
evidence that ultimately supports your opinion
on the financial statements.

• The new standard emphasizes the link between
understanding the entity, assessing risks, and
the design of further audit procedures. It is
anticipated that "generic" audit programs will
not be an appropriate response for all
engagements because risks vary between
entities.
(continued)
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How the SAS Differs From Current Standards
• The term further audit procedures, which consists
of test of controls and substantive tests,
replaces the term tests to be performed in
recognition that risk assessment procedures are
also performed.

• The term audit evidence replaces the term
evidential matter.

SAS No. 106, Audit Evidence
.11

Key Provisions

How the SAS Differs From Current Standards

• SAS No. 106 defines audit evidence as "all
the information used by the auditor in
arriving at the conclusions on which the
audit opinion is based."

• Previous guidance did not define audit
evidence.

• SAS No. 106 also describes basic concepts of
audit evidence.

• The term sufficient, appropriate audit evidence,
defined in SAS No. 106, replaces the term
sufficient, competent evidence.
• SAS No. 106 recategorizes assertions by
classes of transactions, account balances,
and presentation and disclosure; expands
the guidance related to presentation and
disclosure; and describes how the auditor
uses relevant assertions to assess risk and
design audit procedures.

• SAS No. 106 recategorizes assertions to add
clarity.

• SAS No. 106 defines relevant assertions as
those assertions that have a meaningful
bearing on whether the account is fairly
stated.

• The term relevant assertions is new, and it is
used repeatedly throughout SAS No. 106.

• SAS No. 106 provides additional
guidance on the reliability of various
kinds of audit evidence.

• The previous standard included a discussion of
the competence of evidential matter and how
different types of audit evidence may provide
more or less valid evidence. SAS No. 106
expands on this guidance.

• SAS No. 106 identifies "risk assessment
procedures" as audit procedures
performed on all audits to obtain an
understanding of the entity and its
environment, including its internal
control, to assess the risk of material
misstatement at the financial statement
and relevant assertion levels.

• SAS No. 106 introduces the concept of risk
assessment procedures, which are necessary to
provide a basis for assessing the risk of
material misstatement. The results of risk
assessment procedures, along with the results
of further audit procedures, provide audit
evidence that ultimately supports the auditor's
opinion on the financial statements.

• Assertion relating to presentation and disclosure
has been expanded and includes a new
assertion that information in disclosures should
be "expressed clearly" (understandability).

• SAS No. 106 provides that evidence
obtained by performing risk assessment
procedures, as well as that obtained by
performing tests of controls and
substantive procedures, is part of the
(continued)
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Key Provisions

How the SAS Differs From Current Standards

evidence the auditor obtains to draw
reasonable conclusions on which to base
the audit opinion, although such evidence
is not sufficient in and of itself to support
the audit opinion.

• SAS No. 106 describes the types of audit
procedures that the auditor may use
alone or in combination as risk
assessment procedures, tests of controls,
or substantive procedures, depending on
the context in which they are applied by
the auditor.

• Risk assessment procedures include:

— Inquiries of management and others within
the entity

— Analytical procedures
— Observation and inspection

• SAS No. 106 includes guidance on the
uses and limitations of inquiry as an audit
procedure.

• Inquiry alone is not sufficient to evaluate the
design of internal control and to determine
whether it has been implemented.

SAS No. 107, Audit Risk and Materiality in Conducting an Audit
.12

Key Provisions

How the SAS Differs From Current Standards

• The auditor must consider audit risk and
must determine a materiality level for the
financial statements taken as a whole for
the purpose of:

• Previous guidance said that auditors “should
consider" audit risk and materiality for certain
specified purposes. SASs state that the auditor
"must" consider.

1. Determining the extent and nature of risk
assessment procedures.

• New guidance explicitly states that audit risk
and materiality are used to identify and assess
the risk of material misstatement.

2. Identifying and assessing the risk of
material misstatement.
3. Determining the nature, timing, and extent
of further audit procedures.

4. Evaluating whether the financial
statements taken as a whole are presented
fairly, in conformity with generally
accepted accounting principles.
• Combined assessment of inherent and
control risks is termed the risk of material
misstatement.

• SAS No. 107 consistently uses the term risks of
material misstatement, which often is described
as a combined assessment of inherent and
control risk. However, auditors may make
separate assessment of inherent risk and
control risks.

• The auditor should assess the risk of
material misstatement as a basis for
further audit procedures. Although that
risk assessment is a judgment rather than
a precise measurement of risk, the auditor
should have an appropriate basis for that
assessment.

• SAS No. 107 states that the auditor should have
and document an appropriate basis for the
audit approach.
• These two provisions of the risk assessment
standards effectively eliminate the ability of the
auditor to assess control risk "at the maximum"

(continued)
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How the SAS Differs From Current Standards

• Assessed risks and the basis for those
assessments should be documented.

without having a basis for that
assessment. In other words, you can no longer
"default" to maximum control risk.

• The auditor must accumulate all known
and likely misstatements identified
during the audit, other than those that the
auditor believes are trivial, and
communicate them to the appropriate
level of management.

• SAS No. 107 provides additional guidance on
communicating misstatements to management.

• The auditor should request management
to respond appropriately when
misstatements (known or likely) are
identified during the audit.

• SAS No. 107 provides specific guidance
regarding the appropriate auditor's
responses to the types of misstatements
(known or likely) identified by the auditor.

• The concept of not accumulating misstatements
below a certain threshold is included in the
previous standards, but the SAS No. 107
provides additional specific guidance on how
to determine this threshold.

SAS No. 108, Planning and Supervision
.13

Key Provisions

How the SAS Differs From Current Standards

SAS No. 108 provides guidance on:

• Much of the guidance provided in SAS No. 108
has been consolidated from several existing
standards.

• Appointment of the independent auditor.
• Establishing an understanding with
the client.

• However, SAS No. 108 provides new guidance
on preliminary engagement activities,
including the development of an overall audit
strategy and an audit plan.

• Preliminary engagement activities.

• The overall audit strategy.
• The audit plan.
• Determining the extent of involvement of
professionals possessing specialized skills.

• Using a professional possessing
information technology (IT) skills to
understand the effect of IT on the audit.
• Additional considerations in initial audit
engagements.
• Supervision of assistants.

— The overall audit strategy is what
previously was commonly referred to as
the audit approach. It is a broad approach
to how the audit will be conducted,
considering factors such as the scope of the
engagement, deadlines for performing the
audit and issuing the report, and recent
financial reporting developments.

— The audit plan is more detailed than the
audit strategy and is commonly referred to
as the audit program. The audit plan
describes in detail the nature, timing, and
extent of risk assessment and further audit
procedures you perform in an audit.
• SAS No. 108 states that you should obtain a
written understanding with your client.
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SAS No. 109, Understanding the Entity and Its Environment and Assessing the
Risks of Material Misstatement
.14

Key Provisions

How the SAS Differs From Current Standards

• SAS No. 109 describes audit procedures
that the auditor should perform to obtain
the understanding of the entity and its
environment, including its internal
control.

• The auditor should perform "risk assessment
procedures" to gather information and gain an
understanding of the entity and its
environment. These procedures include
inquiries, observation, inspection, and
analytical procedures. Previous standards did
not describe the procedures that should be
performed to gain an understanding of the
client.

• Information about the entity may be provided
by a variety of sources, including knowledge
about the entity gathered in previous audits
(provided certain conditions are met), and the
results of client acceptance and continuance
procedures.
• SAS No. 109 also directs the auditor to perform
a variety of risk assessment procedures, and it
describes the limitations of inquiry.
• The audit team should discuss the
susceptibility of the entity's financial
statements to material misstatement.

• Previous standards did not require a
"brainstorming" session to discuss the risk of
material misstatements. SAS No. 109 requires
such a brainstorming session, which is similar
(and may be performed together with) the
brainstorming session to discuss fraud.

• The purpose of obtaining an
understanding of the entity and its
environment, including its internal
control, is to identify and assess "the risk
of material misstatement" and design and
perform further audit procedures
responsive to the assessed risk.

• SAS No. 109 directly links the understanding of
the entity and its internal control with the
assessment of risk and design of further audit
procedures. Thus, the understanding of the
entity and its environment, including its
internal control, provides the audit evidence
necessary to support the auditor's assessment
of risk.

• SAS No. 109 states the auditor should
assess the risk of material misstatement at
both the financial statement and relevant
assertion levels.

• The previous standard included the concept of
assessing risk at the financial statement level,
but SAS No. 109 provides expanded and more
explicit guidance.
• SAS No. 109 also directs the auditor to
determine how risks at the financial statement
level may result in risks at the assertion level.

• SAS No. 109 provides directions on how
to evaluate the design of the entity's
controls and determine whether the
controls are adequate and have been
implemented.

• Under the previous standard, the primary
purpose of gaining an understanding of
internal control was to plan the audit. Under
SAS No. 109, your understanding of internal
control is used to assess risks. Thus, the

(continued)
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understanding of internal control provides
audit evidence that ultimately supports the
auditor's opinion on the financial statements.
• The previous standard directs the auditor to
obtain an understanding of internal control as
part of obtaining an understanding of the
entity and its environment. SAS No. 109
requires auditors to evaluate the design of
controls and determine whether they been
implemented. Evaluating the design of a
control involves considering whether the
control, individually or in combination with
other controls, is capable of effectively
preventing or detecting and correcting material
misstatements. It is anticipated that this phase
of the audit will require more work than
simply gaining understanding of internal
control.

• SAS No. 109 directs the auditor to
consider whether any of the assessed risks
are significant risks that require special
audit consideration or risks for which
substantive procedures alone do not
provide sufficient appropriate audit
evidence.

• Previous standard did not include the concept
of "significant risks."

• SAS No. 109 provides extensive guidance
on the matters that should be
documented.

• The guidance provided by SAS No. 109 relating
to documentation is significantly greater than
that provided by previous standards.

• Significant risks exist on most engagements.
• The auditor should gain an understanding of
internal control and also perform substantive
procedures for all identified significant risks.
Substantive analytical procedures alone are not
sufficient to test significant risks.

• Part three of this Alert lists the documentation
requirements of the SASs.

SAS No. 110, Performing Audit Procedures in Response to Assessed Risks and
Evaluating the Audit Evidence Obtained
.15

Key Provisions

How the SAS Differs From Current Standards

• SAS No. 110 provides guidance on
determining overall responses to address
the risk of material misstatement at the
financial statement level and the nature of
those responses.

• The concept of addressing the risk of material
misstatement at the financial statement level
and developing an appropriate overall
response is similar to the requirement in
previous standards relating to the
consideration of audit risk at the financial
statement level. However, that guidance was
placed in the context of audit planning. SAS
No. 110 "repositions" your consideration of
risk at the financial statement level so you
make this assessment as a result of and in

(continued)
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How the SAS Differs From Current Standards
conjunction with your performance of risk
assessment procedures. In some cases, this
assessment may not be able to be made during
audit planning.
• SAS No. 110 requires you to consider how your
assessment of risks at the financial statement
level affect individual financial statement
assertions, so that you may design and perform
tailored further audit procedures (substantive
tests or tests of controls).

• The list of possible overall responses to the risk
of material misstatement at the financial
statement level also has been expanded.
• Further audit procedures, which may
include tests of controls, or substantive
procedures should be responsive to the
assessed risk of material misstatement at
the relevant assertion level.

• Although the previous standards included the
concept that audit procedures should be
responsive to assessed risks, this idea was
embedded in the discussion of the audit risk
model. The SASs repeatedly emphasize the
need to provide a clear linkage between your
understanding of the entity, your risk
assessments, and the design of further audit
procedures.
• SAS No. 110 requires you to document the
linkage between assessed risks and further
audit procedures, which was not a requirement
under the previous standards.

• SAS No. 110 provides guidance on
matters the auditor should consider in
determining the nature, timing, and
extent of such audit procedures.

• The new guidance on determining the nature,
timing, and extent of tests of controls and
substantive tests has been expanded greatly
and addresses issues that previously were not
included in the authoritative literature.

• SAS No. 110 states that the nature of further
audit procedures is of most importance in
responding to your assessed risk of material
misstatement. That is, increasing the extent of
your audit procedures will not compensate for
procedures that do not address the specifically
identified risks of misstatement.
• SAS No. 110 states that you should perform
certain substantive procedures on all
engagements. These procedures include:

— Performing substantive tests for all relevant
assertion related to each material class of
transactions, account balance, and
disclosure regardless of the assessment of
the risk of material misstatements.
(continued)
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— Agreeing the financial statements, including
their accompanying notes, to the
underlying accounting records

— Examining material journal entries and
other adjustments made during the course
of preparing the financial statements

SAS No. Ill, Amendment to Statement on Auditing Standards No. 39,
Audit Sampling
.16
Key Provisions

How the SAS Differs from Current Standards

• SAS No. 11l provides guidance relating
to the auditor's judgment about
establishing tolerable misstatement for a
specific audit procedure and on the
application of sampling to tests of
controls.

• SAS No. 111 provides enhanced guidance on
tolerable misstatement. In general, tolerable
misstatement in an account should be less than
materiality to allow for aggregation in final
assessment.

Part Two : Fundamental Concepts
.17 The SASs describe a process for applying the audit risk model to gather audit evidence and form an
opinion about your client's financial statements. To apply this process appropriately, you will need to have
a working knowledge of the key concepts upon which it is built. Those concepts include the following.
•

The meaning of reasonable assurance

•

Audit risk and the risk of material misstatement

•

Materiality and tolerable misstatement

•

Financial statement assertions

•

Internal control

•

Information technology

•

Audit evidence

.18 This part of the Alert provides a summary of these key concepts and a description of how they are
used.

Reasonable Assurance
.19 The auditing standards make numerous references to your responsibility for obtaining "reasonable
assurance." For example, your audit opinion states that generally accepted auditing standards require you
to "obtain reasonable assurance about whether the financial statements are free of material misstatement."
"Reasonable assurance" is the fundamental threshold you use to design and perform your audit procedures.
For this reason, it is important that you have a working knowledge of the term.
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.20 SAS No. 104 clarifies that reasonable assurance is a high, but not absolute, level of assurance. Put
another way, you must plan and perform your audit in such a way to obtain sufficient appropriate audit
evidence to reduce audit risk to a low level. Although "reasonable assurance" is a high level of assurance, it
is not absolute assurance. Absolute level of assurance is not attainable because an auditor does not examine
100 percent of the entity's transactions or events and because of the limitations of the entity's internal control.

Audit Risk and the Risk of Material Misstatement
.21 Audit risk (AR) is the risk that the financial statements are materially misstated and you fail to detect
such a misstatement or appropriately modify your opinion. You should perform your audit to reduce audit
risk to a low level. You need to consider audit risk at all stages of your audit.
.22 Audit risk is a function of two components:
1. Risk of material misstatement (RMM), which is the risk that an account or disclosure item contains a
material misstatement. The risk of material misstatement is a combination of inherent and control
risk.

2. Detection risk, which is the risk that you will not detect such misstatements in an account or disclosure
item.
.23 Reducing audit risk to a low level requires you to:

1. Assess the risk of material misstatement.
2. Based on that assessment, design and perform further audit procedures to reduce audit risk to an
appropriate low level.

Assessing the Risk of Material Misstatement
.2 4 The risk of material misstatement exists independently of detection risk. Many factors affect the risk
of material misstatement, including the following.

•

The client's industry, its regulatory environment, and other external factors

•

The nature of the entity, for example, its operations, ownership, and financing

•

The client's objectives, strategies, and related business risks

•

How client management measures and reviews the company's financial performance

•

The client's internal control, which includes the selection and application of accounting policies

Thus, the first step in assessing the risk of material misstatement is to gather information and gain an
understanding of these and other items that create risks. Part Three of this Alert describes an audit process
that begins with your gaining an understanding of these matters.

.25 The risk of material misstatement may reside at either the financial statement level or the assertion
level.

•

Financial statement-level risks potentially affect many different assertions. For example, a lack of
qualified personnel in financial reporting roles (an element of the client's control environment) may
affect many different accounts and several assertions.

•

Assertion-level risks are limited to a single assertion, for example, the valuation of inventory or the
occurrence of sales.
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. 26 Your response to assessed risks will differ depending on whether they reside at the financial statement
or assertion level.
•

Financial statement-level risks typically require an overall response, such as providing more super
vision to the engagement team or incorporating additional elements of unpredictability in the
selection of your audit procedures.

•

Assertion-level risks are addressed by the nature, timing, and extent of further audit procedures.

For this reason, you should assess the risk of material misstatement at both the financial statement and the
assertion level.
. 27 Your assessment of the risk of material misstatement (at both the financial statement and the assertion
level) should be directly linked to the design and performance of further audit procedures. For example, if
your understanding of the client, its environment, and its internal control lead you to assess that there is a
high inherent risk that inventory quantities could be misstated, you would design tailored further audit
procedures to specifically respond to that risk.
. 28 To perform audit procedures that are appropriately responsive to your assessed risks, you should
define these risks in a way that incorporates the unique circumstances at the client. Generic checklists and
standard audit programs may serve as a starting point for helping you to understand and assess risk, but to
be truly effective, these generic audit tools need to be tailored to the specific circumstances of your client.

. 29 The process for applying the audit risk model, which is summarized in Part Three of this Alert,
describes in more detail how you should link your assessment of risk to the design and performance of further
audit procedures.
. 30 Risks of Material Misstatement at the Assertion Level. At the assertion level, the risk of material
misstatement consists of two components:
•

Inherent risk (IR), which is the susceptibility of an assertion to a material misstatement, assuming that
there are no related controls. Inherent risk is greater for some assertions and related account balances,
classes of transactions, and disclosures than for others.

•

Control risk (CR), which is the risk that a material misstatement that could occur in an assertion will
not be prevented or detected on a timely basis by the client's internal control. Control risk is a function
of the effectiveness of the design and operation of the client's internal control.

Detection Risk
. 31 Detection risk is the risk that you will not detect a material misstatement that exists in an assertion.
It is a function of the nature, timing, and effectiveness of audit procedures and how you apply them.
. 32 Detection risk relates to your substantive audit procedures and is managed by how you respond to
the risk of material misstatement at both the financial statement and the assertion level.

•

Financial statement-level risks. Your responses to financial statement-level risks may include assign
ment of more experienced personnel to the engagement team, emphasizing of the application of
professional skepticism, and providing more supervision and review of the audit work performed.
Appropriate choices related to these matters will help you mitigate the risks that you might select an
inappropriate audit procedure, misapply audit procedures, or misinterpret the results.

•

Assertion-level risks. In response to assertion-level risks you will determine the nature, timing, and
extent of your further audit procedures that are appropriate to respond to the assessed risk.

Thus, the effectiveness of further audit procedures depends on whether you have:
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1. Acquired a sufficient depth and breadth of understanding of your client to make an informed
assessment of the risk of material misstatements.

2. Used your assessment of the risks of material misstatement to drive the nature, timing, and extent of
your further audit procedures.
.33 An Inverse Relationship Between the Risk of Material Misstatement and Detection Risk. At the
assertion level, detection risk has an inverse relationship to the risk of material misstatement. The greater the
risk of material misstatement, the less the detection risk that you should be willing to accept. Put another
way, the greater the risk of material misstatement, the more reliable your substantive tests should be.

.34 Conversely, when the risk of material misstatement is low, you can accept a greater level of detection
risk. However, you are always required to perform substantive tests on all relevant assertions related to each
material account balance, class of transactions, and disclosure, regardless of your assessment of the risk of
material misstatement.
.35 The model AR = RMM x DR expresses the general relationship of audit risk and its components. You
may find this model useful when planning appropriate risk levels for your audit procedures, keeping in
mind your overall desire to reduce audit risk to an appropriate low level.

Materiality and Tolerable Misstatement
The Concept of Materiality
.36 The concept of materiality recognizes that some matters are more important for the fair presentation
of the financial statements than are others. In performing your audit, you are concerned with matters that
could be material to the financial statements. Your responsibility is to plan and perform the audit to obtain
reasonable assurance that material misstatements, whether caused by error or fraud, are detected.
.37 Financial Accounting Standards Board Statement of Financial Accounting Concepts No. 2, Qualitative
Characteristics of Accounting Information, defines materiality as "the magnitude of an omission or misstatement
of accounting information that, in the light of surrounding circumstances, makes it probable that the
judgment of a reasonable person relying on the information would have been changed by the omission or
misstatement." Thus, materiality is influenced by your perception of the needs of financial statement users
who will rely on the financial statements to make judgments about your client's financial position and results
of operations.

How Materiality Is Used in Your Audit
.38 Though defined by the accounting literature, materiality also is an audit concept of critical impor
tance. Audit materiality represents the maximum amount that you believe the financial statements could be
misstated and still fairly present the client's financial position and results of operations. Audit materiality
affects:

1.

The nature, timing, and extent of audit procedures. During audit planning, you should determine a
materiality level for the financial statements taken as a whole. This initial determination of materiality
will help you:

— Make judgments when identifying and assessing the risk of material misstatement
— Determine the nature, timing, and extent of your further audit procedures
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2. The evaluation of audit findings. To form an opinion about the financial statements, you must evaluate
audit findings and determine whether the misstatements that are not corrected by the client,
individually or in the aggregate, are material to the financial statements.

Quantitative and Qualitative Considerations
.39 Although materiality commonly is expressed in quantitative terms, your determination of materiality
is a matter of professional judgment that includes both quantitative and qualitative considerations. During
the course of your audit, you should be alert for misstatements that could be qualitatively material. However,
it ordinarily is not practical to design audit procedures to detect misstatements that qualitatively are material,
and for that reason, materiality used for planning purposes considers primarily quantitative matters.

Tolerable Misstatement
.40 During audit planning you must determine an initial level of materiality for the purposes of designing
and performing your audit procedures. This initial determination of materiality is determined for the
financial statements taken as a whole. However, in designing your audit procedures, you should take into
account the possibility that several misstatements of amounts less than financial statement materiality
could—in the aggregate—result in a material misstatement of the financial statements. That is, errors in an
account or disclosure may still exist and your audit procedures may fail to detect them. For that reason, you
need to allow for these undetected misstatements that may exist. You build this allowance into the overall
audit strategy process by setting tolerable misstatement.
.41 Tolerable misstatement (also referred to as tolerable error) is defined as the maximum error in a
population (for example, the class of transactions or account balance) that you are willing to accept. Tolerable
misstatement normally is lower than materiality for the financial statements as a whole. For each class of
transactions, account balance, and disclosure, you should determine at least one level of tolerable misstate
ment.
.42 For example, if for planning purposes you determined materiality to be $100,000, you could set
tolerable misstatement at $60,000. Then, you would use this tolerable misstatement level to determine the
nature, timing, and extent of your further audit procedures. You could use different levels of tolerable
misstatement for other account balances, classes of transactions, or assertions. See AU section 350, Audit
Sampling, of volume 1 of the AICPA Professional Standards for more guidance about tolerable misstatement.

Financial Statement Assertions
Why Financial Statement Assertions Are Important
.43 Your audit results in an opinion of the financial statements taken as a whole. However, to reach this
opinion of the financial statements, most of your audit procedures should be directed at a much more detailed
level, the assertion level.

.44 Assertions are management's implicit or explicit representations regarding the recognition, measure
ment, presentation, and disclosure of information in the financial statements and related disclosures.
Assertions fall into three categories: (1) classes of transactions, (2) account balances, and (3) presentation and
disclosure.

.45 For example, by presenting the information "Cash . .. .$XXX" in the financial statements, manage
ment implies that:
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•

The cash truly exists and company has the right to use it.

•

The amount presented represents all the company's cash.

•

The amount presented is accurate.

.46 Many of your audit procedures are performed not on the financial statements taken as a whole nor
even at the account or disclosure level, but rather, they are directed at individual assertions.
.47 Relating identified risks of material misstatement to misstatements that might occur at the assertion
level is necessary for you to properly link assessed risks to further audit procedures.
.48 The table titled "Categories of Assertions" provides a summary of how assertions might be grouped
into various categories. You may express these assertions differently, as long as your descriptions encompass
all the aspects described in the table.
Categories of Assertions

Description of Assertions
Classes of Transactions and
Events During the Period

Occurrence/ Existence

Transactions and events
that have been recorded
have occurred and pertain
to the entity.

Rights and Obligations

Account Balances at the
End of the Period
Assets, liabilities, and
equity interests exist.

Presentation and Disclosure
Disclosed events and
transactions have
occurred and pertain to
the entity.

The entity holds or
controls the rights to
assets, and liabilities are
the obligations of the
entity.

Completeness

All transactions and
events that should have
been recorded have been
recorded.

All assets, liabilities, and
equity interests that
should have been
recorded have been
recorded.

All disclosures that should
have been included in the
financial statements have
been included.

Accuracy/Valuation and
Allocation

Amounts and other data
relating to recorded
transactions and events
have been recorded
appropriately.

Financial and other
information is disclosed
fairly and at appropriate
amounts.

Cut-off

Transactions and events
have been recorded in the
correct accounting period.

Assets, liabilities, and
equity interests are
included in the financial
statements at appropriate
amounts and any
resulting valuation or
allocation adjustments are
recorded appropriately.
—

Classification and
Understandability

Transactions and events
have been recorded in the
proper accounts.

—

Financial information is
appropriately presented
and described and
information in disclosures
is expressed clearly.

How You Use Assertions in Your Audit
.49 Most of your tests of controls and substantive audit procedures are directed at specific assertions. For
example, confirmation of receivables provides strong, direct evidence about the existence of those receivables
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and it may provide some evidence about accuracy of the gross balance. However, confirmations alone are
not sufficient appropriate audit evidence to test the valuation of receivables, and the auditor should perform
other appropriate procedures, such as looking at subsequent cash receipts and applying analytical proce
dures in testing the allowance for doubtful accounts. For this reason, to establish a clear link between your
assessment of the risk of material misstatement and further audit procedures, your risk assessment proce
dures should be performed at the assertion level as well.
Internal Control

Definition and Description of Internal Control
.50 Internal control is a process—effected by those charged with governance, management, and other
personnel—designed to provide reasonable assurance about the achievement of the entity's objectives. These
objectives fall into three categories: financial reporting, operations, and compliance with laws and regula
tions. In general, when performing a financial statement audit, you are most concerned with the client's
financial reporting objectives, which relate to the preparation of audited financial statements.

.51 In trying to achieve its objectives, your client faces certain risks. Internal control helps the entity
achieve its objectives by mitigating the risk of "what can go wrong" in the pursuit of its objectives. Thus,
there is a direct link between the entity's objectives, the risks to achieving those objectives, and internal
control. Your assessment of internal control is a consideration of whether the controls mitigate financial
reporting risks.
.52 Internal control consists of five interrelated components:

1. Control environment sets the tone of an organization, influencing the control-consciousness of its
people. It is the foundation for all other components of internal control, providing discipline and
structure.
2. Entity's risk assessment is the entity's identification and analysis of relevant risks to achievement of
its objectives, forming a basis for determining how the risks should be managed.
3. Information and communication systems support the identification, capture, and exchange of informa
tion in a form and time frame that enable people to carry out their responsibilities.
4. Control activities are the policies and procedures that help ensure that management directives are
carried out.

5. Monitoring is a process that assesses the quality of internal control performance over time.

.5 3 This division of internal control into five components provides a useful framework for you to consider
how different aspects of your client's internal control may affect your audit. You are not required to classify
controls into a particular component. Rather, your understanding of internal control involves determining
whether and how a specific control may prevent or detect and correct material misstatements.

Controls May Be Pervasive to the Entity or Restricted to an Account or Assertion
.5

4 Your client's financial reporting risks (and therefore its controls) may relate to one of the following:

1. To specific classes of transactions, account balances, and disclosures
2. More pervasively to the financial statements taken as a whole (And potentially the risks may affect
many assertions.)
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.55 For example, a weak control environment potentially affects many assertions and therefore is
considered to operate at the financial statement level. In contrast, a control to ensure that all valid purchases
are captured and recorded is restricted to specific accounts and classes of transactions and thus operates at
the assertion level.

.56 Understanding whether a control is restricted to specific classes of transactions, account balances, or
disclosures or pertains pervasively to the financial statements will help you:
1. Design appropriate audit procedures to obtain information about the design of the control and
whether it has been placed in operation

2. Assess the risk of material misstatement in the financial statements
3. Design substantive audit procedures

4. Assess the results of the tests of operating effectiveness of controls, if any

Control Design
.5 7 The evaluation of internal control design involves considering whether the control, individually or
in combination with other controls, is capable of effectively preventing or detecting and correcting material
misstatements.
.5 8 On every audit you should evaluate the design of internal control and determine whether controls
have been implemented over all relevant assertions related to each material account balance, class of
transactions, or disclosures.

Control Operations
.5 9 The concept of the effective operation of controls is different from their design and implementation.
The operating effectiveness of controls involves the consideration of:
— How controls were applied during the audit period

— The consistency with which they were applied
— By whom they were applied
.60 To assess the operating effectiveness of controls, you should perform tests of controls. Unlike the
evaluation of control design, tests of controls are not required on every audit, only on those audits where the
auditor's risk assessment procedures includes an expectation that the controls will be effective or when
substantive procedures alone do not provide sufficient audit evidence at the assertion level.

Information Technology
.61 Your understanding of the client and its environment, including its internal control, includes an
understanding of how it uses information technology (IT). A client's use of IT may affect any of the five
components of internal control relevant to the achievement of the entity's financial reporting, operations,
compliance objectives, and its operating units or business functions. Examples in which IT affects the entity
and its environment are as follows.
•

External factors. For example, technological innovations may have lowered the barriers to entry into
the client's industry, which in turn increases competition not only for customers, but perhaps also
for raw materials or qualified personnel.
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•

Client operations. For example, your client's manufacturing process may rely more on manual
processes and less on technology than its competitors. Consequently, your client's financial and
nonfinancial ratios will differ from others in the industry.

•

Objectives, strategies, and business risks. For example, your not-for-profit client's innovative use of
technology may allow it to raise contributions from groups of supporters who otherwise would not
contribute to the organization.

•

Measurement and review of the client's financial performance. For example, management frequently relies
on information produced by the company's IT processing system to measure and review the
company's financial performance. Management's ability to make decisions appropriately may rely
on the accuracy, availability, and timeliness of the information processed by the IT system.

. 62 The way in which IT is deployed may vary among entities. For example, your client may use IT as
part of discrete systems that support only particular business units, functions, or activities, such as a unique
accounts receivable system for a particular business unit or a system that controls the operation of factory
equipment. Alternatively, other entities in the same industry may have complex, highly integrated systems
that share data and that are used to support all aspects of the company.

Implications of IT on Your Understanding of Internal Control
. 63 The nature and characteristics of your client's use of IT in its financial information system affect its
internal control. For example:
•

Multiple users may access a common database of information. In such circumstances, a lack of control
at a single user entry point might compromise the security of the entire database, potentially resulting
in improper changes to or destruction of data.

•

When IT personnel or users are given, or can gain, access privileges beyond those necessary to
perform their assigned duties, a breakdown in segregation of duties can occur. This breakdown could
result in unauthorized transactions or changes to programs or data that affect the financial statements.

.64 General vs. IT Application Controls. IT general computer controls are polices and procedures that
relate to many applications and support the effective functioning and continued proper operation of
information systems. For example, your client's administration of passwords can potentially affect many
applications. If passwords for a given user can be stored on that person's computer, the effectiveness of
internal control may be compromised because anyone who gained access to the computer could inappropri
ately gain access to the application, the related data, or both.
.65 Other IT controls are applied only to specific applications, for example accounts payable, payroll, or
the general accounting application. Application controls apply to the processing of individual applications.
These controls help ensure that transactions occurred, are authorized, and are completely and accurately
recorded and processed. Examples of application controls include checking the arithmetical accuracy of
records, maintaining and reviewing accounts and trial balances, automated controls such as edit checks of
input data and numerical sequence checks, and performing manual follow-ups of exception reports.

How the Client's Use of IT Affects Audit Planning
.66 The use of professionals possessing IT skills is a significant aspect of many audit engagements. An
IT professional may help:
•

Determine the effect of IT on the audit

•

Identify and assess IT risks
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•

Understand IT controls

•

Design and perform tests of IT controls or substantive procedures

. 67 In determining whether an IT professional is needed on the audit team, you should consider factors
such as the following:
• The complexity of the entity's systems and IT controls and the manner in which they are used in
conducting the entity's business
•

The significance of changes made to existing systems, or the implementation of new systems

•

The extent to which data is shared among systems

•

The extent of the entity's participation in electronic commerce

•

The entity's use of emerging technologies

•

The significance of audit evidence that is available only in electronic form
68 Audit procedures that you may assign to a professional possessing IT skills include:

.

• Inquiring of the client's IT personnel how data and transactions are initiated, authorized, recorded,
processed, and reported and how IT controls are designed

•

Inspecting systems documentation

•

Observing the operation of IT controls

•

Planning and performing tests of IT controls

. 69 If the use of an IT professional is planned, you should determine whether that professional is
effectively functioning as a member of the audit team. If such a professional is part of your audit team, your
responsibilities with respect to that professional are equivalent to those for other assistants. In such
circumstances, you should have sufficient knowledge of IT matters to:
1. Communicate the objectives of the IT professional's work

2. Evaluate whether the specified audit procedures will meet your objectives

3. Evaluate the results of the audit procedures applied as they relate to the nature, timing, and extent
of further planned audit procedures

Audit Evidence

The Nature of Audit Evidence
.7 0 Audit evidence is all the information you use to arrive at the conclusions that support your audit
opinion. Audit evidence is cumulative in nature. For example, your evidence regarding payables begins with
you performing risk assessment procedures relating to the client and its environment, including its internal
control. These risk assessment procedures provide audit evidence to support your conclusion about the risk
of material misstatement for payables. Based on this risk assessment, you then perform further audit
procedures, which include substantive tests and may include tests of controls. The results of these further
audit procedures provide audit evidence that, when considered in conjunction with the evidence from risk
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assessment procedures, allow you to form a supportable conclusion about payables. You then repeat this
process for other accounts, classes of transactions, and disclosures, and the aggregation of your conclusions
provides a basis for your opinion on the financial statements taken as a whole.

.7 1 The procedures that you perform on your audit provide audit evidence, but they are not the only
source of audit evidence. For example, previous audits and your firm's client acceptance and continuance
procedures also may be sources of audit evidence.
.7

2 To determine whether you have obtained persuasive audit evidence, you should consider:

•

The consistency of that evidence

•

Whether the evidence was obtained from different sources or the performance of procedures that
were of a different nature

.73 A lack of consistency among individual items of audit evidence may indicate that one of the items is
not reliable. For example, in a not-for-profit entity, the board of trustees' minutes reported that all of the
contributions received during the year were unrestricted, but some of the donor agreements examined by
you stated that the contributions are temporarily restricted. When audit evidence obtained from one source
is inconsistent with that obtained from another, you should determine what additional audit procedures are
necessary to resolve the inconsistency.

.74 Ordinarily, you obtain more assurance from consistent audit evidence obtained from different
sources or of a different nature than from items of evidence considered individually. For example, reading
minutes of the board and other documentation and making inquiries of several individuals about matters
included in disclosures usually provide more reliable evidence than does making inquiries of one individual.

The Sufficiency and Appropriateness of Audit Evidence
.75 Sufficiency of Audit Evidence. The sufficiency of audit evidence relates to its quantity. For example,
the auditor who tests eight of the twelve monthly reconciliations between a general ledger control account
and the related subsidiary ledger will obtain more evidence about the operating effectiveness of the control
than the auditor who tests only two of the twelve reconciliations.
.76 The sufficiency of audit evidence you need to support your conclusion is affected by:
• The risk of misstatement. The greater the risk, the more audit evidence likely to be required to support
a conclusion
• The quality of the audit evidence obtained. The higher the quality of the evidence, the less that will be
required.

. 77 Appropriateness of Audit Evidence. The appropriateness of audit evidence relates to its quality. The
quality of audit evidence is a function of its relevance and its reliability in providing support, or detecting
misstatements, in the accounts, classes of transactions, or assertions.
• Relevance of audit evidence. The results of your audit procedures may provide audit evidence that is
relevant to certain assertions but not others. For example, tests of controls related to the proper
authorization of a transaction will provide evidence about the occurrence assertion but not about the
completeness assertion. Obtaining audit evidence relating to a particular assertion, in this example,
the occurrence of a transaction, is not a substitute for obtaining audit evidence regarding another
assertion, in this example, completeness.
• Reliability of audit evidence. The reliability of audit evidence is influenced by its source and by its nature.
Reliability also depends on the individual circumstances under which it is obtained, including its
timing.
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.78 Generalizations about the reliability of various kinds of audit evidence can be made; however, when
considering such generalizations keep in mind that they are subject to important exceptions. Even when
audit evidence is obtained from sources external to the client, circumstances may exist that could affect the
reliability of the information obtained. For example, audit evidence obtained from an independent external
source may not be reliable if the source is not knowledgeable. While recognizing that exceptions may exist,
the following generalizations about the reliability of audit evidence may be useful.
•

Audit evidence obtained directly by the auditor (for example, observation of the application of a
control) is more reliable than audit evidence obtained indirectly or by inference (for example, inquiry
about the application of a control).

•

Audit evidence is more reliable when it exists in documentary form (whether paper, electronic, or
other medium). For example, minutes of an audit committee meeting are more reliable than a
subsequent oral representation of the matters discussed at the meeting.

•

Audit evidence provided by original documents is more reliable than audit evidence provided by
photocopies or facsimiles.

. 79 Typically, you obtain more assurance from consistent audit evidence obtained from different sources
or of a different nature than from items of audit evidence considered individually. For example, if the
company lacks documentation to support its intent with regard to equity securities (which affect how those
securities are classified and presented in the financial statements), you may have no choice but to rely on
management's representations regarding their intent. Management's representations may be less reliable
than a written record, but if you obtain representations from several sources (for example, from different
members of management) and these representations are consistent with the client's past history of selling
equity investments, then you may find the consistency of the evidence from different sources to be
persuasive.
. 80 An increased quantity of audit evidence may compensate for less reliable audit evidence, it cannot
compensate for audit evidence that lacks relevancy. For example, a confirmation of an accounts receivable
balance is not relevant to the valuation of the allowance account. Increasing the number of receivables
confirmations will not provide you with any additional evidence relating to the allowance for doubtful
accounts.
. 81 Determining Whether You Have Obtained Sufficient, Appropriate Audit Evidence. You may find it
necessary to rely on audit evidence that is persuasive rather than conclusive. However, to obtain the
reasonable assurance required to support an opinion about the financial statements, you must not be satisfied
with audit evidence that is less than persuasive.

Part Three: Applying the Audit Risk Model
. 82 This part of the Alert provides a summary of the audit process. Even though some requirements and
guidance are presented in a way that suggests a sequential process, audit fieldwork involves a continuous
process of gathering, updating, and analyzing information throughout the audit.
83 The following is an overview of how an auditor should apply the audit risk model in practice.

.
•

Gather information about the entity and its environment, including internal control. Your first step in the
process is to gather information about those aspects of the client and its environment that will allow
you to identify and assess risks. Evaluating the design of the client's controls and determining
whether they have been implemented are an integral part of this process.
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•

Understand the entity and its environment, including its internal control. Based on the information
gathered, you should be able to identify what could go wrong in specific relevant assertions related
to each account balance, class of transactions, or disclosures.

•

Assess the risk of material misstatement. Next, you will use your understanding of the client and its
environment, including its internal control, to assess the risk of material misstatement that relate to
both financial statement level and specific assertions. To assess risks you will need to:

— Identify the risk of material misstatement
— Describe the identified risks in terms of what can go wrong in specific assertions
— Consider the significance and likelihood of material misstatement for each identified risk
•

Design overall responses and further audit procedures. You should address the risk of material misstate
ment at both the financial statement and the relevant assertion level.
— The risk of material misstatement at the financial statement level has a more pervasive effect on
the financial statements and affects many assertions. In addition to developing assertion-specific
responses, financial statement-level risks may require you to develop an overall, audit-wide
response, such as assigning more experienced audit team members.

— Assertion-level risks pertain to a single assertion and should be considered when you design and
subsequently perform further audit procedures. Depending on the results of your risk assessment
procedures, further audit procedures may encompass a combined approach using both tests of
controls and substantive procedures or a substantive audit approach. Either approach is directed
at relevant assertions related to each material account balance, class of transactions, and disclo
sures. However, regardless of your assessment of risks, you need to perform substantive audit
procedures on all relevant assertions related to each material account balance, class of transaction,
or disclosure.
Information Gathering

Information Needed About the Client and Its Environment to Identify and Assess the Risk
of Material Misstatement
. 84 Obtaining an understanding of your client and its environment is an essential part of every audit.
Not only does this understanding allow you to identify and assess the risk of material misstatement, it also
allows you to exercise informed judgment about other audit matters such as:
•

Materiality

•

Whether the client's selection and application of accounting policies are appropriate and financial
statement disclosures are adequate

•

Areas where special audit consideration may be necessary, for example, related party transactions

•

The expectation of recorded amounts that you develop for performing analytical procedures

•

The design and performance of further audit procedures

•

The evaluation of audit evidence

.85 Not all information about a client or its environment is relevant for your audit. In general, the
information you should gather about your client is that which allows you to assess the risk that specific
assertions could be materially misstated. The following table summarizes the various categories of informa
tion you should obtain about your client.
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Understanding the Client and Its Environment

On every audit you are required to gather information and obtain an understanding of the
client and its environment. This understanding consists of the following aspects.
• External factors, including

— Industry factors such as the competitive environment, supplier and customer
relationships, and technological developments.
— The regulatory environment, which includes relevant accounting
pronouncements, the legal and political environment, and environmental
requirements that affect the industry.

— Other matters such as general economic conditions.

• Nature of the client, which includes its operations, its ownership, governance, the types
of investments it makes and plans to make, how it isfinanced, and how it is structured.

• Objectives and strategies and related business risks, which may result in material
misstatement of the financial statements taken as a whole or individual assertions.
• Measurement and review of the client's financial performance, which tells you which aspects
of the client's performance that management considers to be important.
• Internal control, which consists of five components: the control environment, risk
assessment, information and communication, control activities, and monitoring. These
components may operate at the entity level or the individual transaction level. To
obtain an appropriate understanding of internal control will require you to understand
and evaluate the design of all five components of internal control and to determine
whether the controls are in use by the client.

Risk Assessment Procedures
.86 The audit procedures you perform to obtain an understanding of the entity and its internal control
are referred to as risk assessment procedures. Some of the information you obtain by performing risk assessment
procedures you will use to support your assessments of the risks of material misstatement. Risk assessment
procedures include:
1. Inquiries of management and others at the client
2. Analytical procedures
3. Observation and inspection

.87 You need to gather audit evidence to support your assessment of the risk of material misstatement.
It is not acceptable to simply deem control risk to be "at the maximum" without support. Your risk
assessment procedures provide the audit evidence necessary to support your risk assessments, which in turn,
support your determination of the nature, timing, and extent of further audit procedures. Thus, the results
of your risk assessment procedures are an integral part of the audit evidence you obtain to support your
opinion on the financial statements.
.88 A Mix of Procedures. Except for internal control, you are not required to perform all the procedures
for each of the five aspects of the client and its environment discussed previously. However, in the course of
gathering information about the client, you should perform all the risk assessment procedures.

.89 With regard to obtaining an understanding about the design of internal control and determining
whether they have been implemented, inquiry alone is not sufficient. Thus, for these purposes, you should
supplement your inquiries with other risk assessment procedures.
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.90 Other Procedures That Provide Relevant Information About the Client. Following include some
procedures you might consider.
•

Assessing the Risk of Material Misstatement Due to Fraud. AU section 316, Consideration of Fraud in a
Financial Statement Audit (AICPA, Professional Standards, vol. 1), directs you to perform certain audit
procedures to assess the risk of material misstatement due to fraud. Some of these procedures also
may help gather information about the entity and its environment, particularly its internal control.
For this reason, you should:
— Coordinate the procedures you perform to assess the risk of material misstatement due to fraud
with your other risk assessment procedures
— Consider the results of your assessment of fraud risk when identifying the risk of material
misstatement

•

Other Information. When relevant to the audit, you also should consider other knowledge you have
of the client that can help you assess risk. This other information may include:
— Information obtained from your client acceptance or continuance process

— Experience gained on other engagements performed for the entity
.91 Updating Information From Prior Periods. If certain conditions are met, you may use information
about the client you obtained in prior periods as audit evidence in the current period audit. However, when
you intend to use information from prior periods in the current period audit, you should determine whether
changes have occurred that may affect the relevance of the information for the current audit. To make this
determination, you should make inquiries and perform other appropriate audit procedures, such as walk
throughs of systems.

Gaining an Understanding of the Client and Its Environment
.92 The gathering of information, by itself, does not provide you with the understanding of the client that
is necessary for you to assess risk. For you to assess the risk of material misstatement and perform further
audit procedures, you need to synthesize the information gathered to determine how it might affect the
financial statements. For example:
•

Information about the client's industry may allow you to identify characteristics of the industry that
could give rise to specific misstatements. For example, if your client is a construction contractor that
uses long-term contract accounting, your understanding of the client should be sufficient to allow
you to recognize that the significant estimates of revenues and costs create a risk of material
misstatement.

•

Information about the ownership of your client, how it is structured, and other elements of its nature
will help you identify related party transactions that, if not properly accounted for and adequately
disclosed, could lead to a material misstatement.

•

Your identification and understanding of the business risks facing your client increase the chance
that you will identify financial reporting risks. For example, your client may face a risk that a new
company may enter its market, and that new entrant could have certain business advantages (for
example, economies of scale or greater brand recognition). The potential risk of material misstatement
of the financial statements related to this business risk might be obsolescence or overproduction of
inventory that could only be sold at a discount.

•

Information about the performance measures used by client management may lead you to identify
pressures or incentives that could motivate client personnel to misstate the financial statements.

•

Information about the design and implementation of internal control may lead you to identify
deficiencies in control design, which increase the risk of material misstatement.
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Evaluating the Design of Internal Control
.93 A sufficient understanding of internal control is one that allows you to evaluate the design of internal
control and to determine whether controls have been placed in operation. This threshold describes a
substantial understanding of internal control.

Requirements for Evaluating Control Design
.94 On every audit, you should obtain an understanding of internal control that is of sufficient depth to
enable you to:

1. Assess the risks of material misstatement of the financial statements, whether due to error or fraud
2. Design the nature, timing, and extent of further audit procedures

.9 5 To meet this threshold of sufficiency, at both the entity and relevant assertion level, you should:
1. Evaluate the design of controls that are relevant to the audit and determine whether the control—
either individually or in combination—is capable of effectively preventing or detecting and correct
ing material misstatements.

2. Determine that the control has been implemented, that is, that the control exists and that the entity
is using it.

.96 Your evaluation of internal control design and the determination of whether controls have been
implemented are critical to your assessment of the risks of material misstatement. It is not possible to develop
a reliable assessment of the risk of material misstatement absent a sufficient understanding of internal control.
For this reason, you are required to perform risk assessment procedures to gather information and form an
understanding of internal control on every audit. Even if your initial audit strategy contemplates performing
only substantive procedures for all relevant assertions related to material transactions, account balances, and
disclosures, you still need to evaluate the design of your client's internal control.

.97 How to Evaluate Control Design. In evaluating control design, it is helpful to consider:
•

Whether control objectives that are specific to the unique circumstances of the client have been
considered for all relevant assertions for all significant accounts and disclosures

•

Whether the control or combination of controls would—if operated as designed—meet the control
objective

•

Whether all controls necessary to meet the control objective are in place

Determining If the Control Has Been Implemented
.98 It may be possible that the way in which a control is applied by an entity differs from the description
of the control in a policy manual or from one individual's understanding of how the control is applied. For
example, your client's accounting policy manual may state that physical inventory accounts are performed
annually. However, because of increases in the volume of transactions, the client deviates from this stated
policy and counts some inventory items twice a year. This practice is not reflected in the policy manual and
is not known by all individuals in the company. Determining whether a control has been implemented is
important because it confirms your understanding of control design.

.99 The determination of whether a control has been put in place and is in use involves obtaining evidence
about whether those individuals responsible for performing the prescribed procedures have:
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. 100 Determining whether the control has been implemented does not require you to determine whether
the control was performed properly throughout the audit period.
. 101 Distinguishing Between Evaluation of Design and Tests of Controls. Obtaining an understanding
of the design and implementation of internal control is different from testing its operating effectiveness.
•

Understanding design and implementation is required on every audit as part of the process of assessing
the risks of material misstatement.

•

Testing the operating effectiveness builds on your understanding of internal control design and imple
mentation and is necessary only where the auditor's risk assessment procedures include an expecta
tion that the controls will be effective or when substantive procedures alone do not provide you with
sufficient audit evidence at the assertion level.

.102 The procedures necessary to understand the design and implementation of controls do provide some
limited evidence regarding the operation of the control.2
.103 However, the procedures necessary to understand the design and implementation of controls
generally are not sufficient to serve as a test of their operating effectiveness for the purpose of placing
significant reliance on their operation. For example, obtaining audit evidence about the implementation of
a manually operated control at a point in time does not provide audit evidence about the operating
effectiveness of control at other times during the period under audit.
.104 Examples of situations where the procedures you perform to understand the design and implemen
tation of controls may provide sufficient audit evidence about their operating effectiveness include:
•

Controls that are automated to the degree that they can be performed consistently provided that IT
general controls over those automated controls operated effectively during the period.

•

Controls that operate only at a point in time rather than continuously throughout the period. For
example, if the client performs an annual physical inventory count, your observation of that count
and other procedures to evaluate its design and implementation provide you with evidence that you
consider in the design of your substantive procedures.

.105 Evaluating Design and Implementation in the Absence of Control Documentation. For smaller
companies, the company's evidence supporting the design and implementation of some elements of internal
control may not be available in documentary form. For example, the entity may lack:
•

A written code of conduct that describes management's commitment to ethical values

•

A formal risk assessment process

.106 Without adequate documentation of controls, the risk assessment procedures available to you to
understand control design are limited to inquiry and observation. As risk assessment procedures, both
inquiry and observation have limitations, and accordingly, absent adequate documentation, you should
consider whether the information you have gathered about internal control is sufficient to evaluate its design.
2 For example, a walkthrough that traces a transaction from its inception through its recording is considered a test of one transaction.
Examination of several documents evidencing the operation of a control at a key control point may also be considered as a test.
Generally, the evidence required to rely on the operation of the control will be greater than that required to simply assess whether it has
been placed in operation.
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.107 Inadequate documentation of the components of internal control also may be a control deficiency.
For example, the lack of appropriate documentation may impair management's ability to communicate
control procedures to those responsible for their performance or to monitor control performance effectively.

Discussion Among the Audit Team
.108 The members of the audit team should discuss the susceptibility of the client's financial statements
to material misstatement. This discussion will allow team members to exchange information and create a
shared understanding of the client and its environment, which in turn will enable each team member to:
•

Gain a better understanding of the potential for material misstatement resulting from fraud or error
in the assertions that are relevant to the areas assigned to them

•

Understand how the results of the audit procedures that they perform may affect other aspects of the
audit.

This discussion among the audit team could be held at the same time as the discussion among the team
related to fraud, which is required by AU section 316.

Assessing the Risk of Material Misstatement
Considerations at the Financial Statement Level
.109 You should use your understanding of the client and its environment—which includes your
evaluation of the design and implementation of internal control—to assess the risk of material misstatement.
To make this assessment, you should:
1. Identify risks throughout the process of obtaining an understanding of the entity, its internal control,
and its environment.

2. Relate the identified risks to what can go wrong at the relevant assertion level.
3. Consider whether the risks could result in a material misstatement to the financial statements.
4. Consider the likelihood that the risks could result in a material misstatement of the financial
statements.

.1 10 Financial Statement-Level and Assertion-Level Risks. You should identify and assess the risks of
material misstatement at both the financial statement level and the relevant assertion level.

1. Financial statement-level risks. Some risks of material misstatement relate pervasively to the financial
statements taken as a whole and potentially affect many relevant assertions. These risks at the
financial statement level may be identifiable with specific assertions at the class of transaction,
account balance, or disclosure level.
2. Relevant assertion-level risks. Other risks of material misstatement relate to specific classes of transac
tions, account balances, and disclosures at the assertion level. Your assessment of risks at the assertion
level provides a basis for considering the appropriate audit approach for designing and performing
further audit procedures.

.111 Risks that exist at the financial statement level, for example, those that pertain to a weak control
environment or to management's process for making significant accounting estimates, should be related to
specific assertions. For example, risks related to the client's process for making accounting estimates would
affect those assertions where an accounting estimate was necessary (for example, the valuation of assets).
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.112 In other instances, it may not be possible for you to relate your financial statement-level risks to a
particular assertion or group of assertions. For example, it may not be possible for you to determine which
assertions will or will not be affected by a weak control environment. Financial statement-level assertions
that can not be related to specific assertions will require you to make an overall response, such as the way
in which the audit is staffed or supervised.
.113 How to Consider Internal Control When Assessing Risks. Your evaluation of internal control design
and the determination of whether controls have been implemented are integral components of the risk
assessment process. When making risk assessments, you should identify the controls that are likely to either
prevent or detect and correct material misstatements in specific assertions. For example, procedures relating
to the client's physical inventory count may relate specifically to the existence or completeness of inventory.
.114 Individual controls often do not address a risk completely in themselves. Often, only multiple control
activities, together with other components of internal control (for example, the control environment, risk
assessment, information and communication, or monitoring), will be sufficient to address a risk. For this
reason, when determining whether identified controls are likely to prevent or detect and correct material
misstatements, you generally organize your risk assessment procedures according to significant transactions
and accounting processes (for example, sales, cash receipts, or payroll), rather than general ledger accounts.

.115 Identification of Significant Risks. As part of your risk assessment, you should identify significant
risks, which are defined as those risks that require special audit consideration. For example, if your client is
named as a defendant in a patent infringement lawsuit that may threaten the viability of its principal product,
you could consider as significant risks, the risks that the lawsuit (1) would not be appropriately recorded or
disclosed in accordance with generally accepted accounting principles or (2) may affect the entity's ability
to continue as a going concern.
.116 Significant risks arise on most audits. When you determine that a risk is a significant risk, your audit
procedures should include (but not be limited to):
•

Obtaining an understanding of internal control, including relevant control activities, related specifi
cally to those significant risks.

•

If you plan to rely on the operating effectiveness of controls related to significant risks, testing the
operating effectiveness of those controls in the current period. That is, using evidence about operating
effectiveness that you obtained in prior periods is not appropriate.

•

Substantive procedures specifically designed to address the significant risk.

.117 Significant risks should be distinguished from transactions or events that have a high inherent risk,
which could be mitigated by the client's internal controls. For example, because of the nature of your client
and the industry in which it operates, you might assess a high inherent risk on revenue recognition. However,
the client may have controls over revenue recognition; you would then obtain an understanding of such
controls and determine whether they are implemented and, if appropriate, test their operating effectiveness.
This circumstance may not warrant special audit consideration and thus may not be a significant risk.

.118 The determination of whether a transaction or event is a significant risk is a matter for your
professional judgment.

Considerations at the Assertion Level
.119 Part Two of this Alert provides a definition of audit risk (AR) in which:

AR = RMM x DR
where RMM is the risk of material misstatement and DR is detection risk
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The risk of material misstatement is described as "the entity's risk," which means that it is independent of
your audit. You can control detection risk by changing the nature, timing, and extent of your audit
procedures. For example, to decrease the planned level of detection risk, you could perform more extensive
substantive tests.
.120 You cannot control the risk of material misstatement as you can detection risk because RMM exists
independently from your audit procedures. However, to properly gauge the detection risk you are willing
to accept, you need to assess the risks of material misstatement. The risk assessment process described in the
SASs is designed to allow you to gather information and assess the risks of material misstatement so you can
design further audit procedures that reduce audit risk to an acceptably low level.

Determining Materiality and Tolerable Misstatement
.121 You should determine a materiality level for the financial statements taken as a whole when
establishing the overall audit strategy for the audit. The determination of materiality will assist you in (1)
making judgments when identifying and assessing the risk of material misstatement and (2) determining the
nature, timing, and extent of your further audit procedures. In determining financial statement materiality,
you will often apply percentages to benchmarks. The determination of materiality, including the selection
of the appropriate benchmark and percentages, is a matter of your professional judgment and depends on
the nature and circumstances of your audit.
.122 In addition to the quantitative considerations, you should be alert for misstatements that could be
qualitatively material, for example, misstatements that may change a loss into income or vice versa, may
potentially affect loan covenants, or may increase management's compensation.

.123 After you determine the financial statement materiality, you should set a tolerable misstatement,
which is the adjustment of the financial statement materiality to the assertion level. Tolerable misstatement
will assist you in assessing the risk of material misstatement and in designing and performing further audit
procedures.
.124 Because the entity's circumstances may change as the audit progresses, you should reassess the
financial statement materiality and tolerable misstatement levels initially determined. Failure to do so may
result in you failing to obtain sufficient audit evidence to support your opinion.

Responding to Assessed Risks

Linking Assessed Risks to Further Audit Procedures
.125 The risk assessment process culminates with your articulation of the account balances, classes of
transactions, or disclosures where material misstatements are most likely to occur. This assessment of risk
relates identified risks to what can go wrong at the assertion level and the way in which misstatements are
likely to occur. Your risk assessment provides the basis for designing and performing further audit
procedures.
.126 You can think of your assessment of risks as having two dimensions: direction and amplitude.
Direction relates to where misstatements can occur, that is, the specific assertions related to an account, class
of transactions, or disclosure. Amplitude relates to the possible magnitude of the misstatement that could
occur. Magnitude is a function of two variables: the potential significance of the misstatement (for example,
whether it is material) and the likelihood of a misstatement occurring (for example, remote, likely). Your
evaluation of the design and implementation of internal control affects all elements of your risk assessment
process.
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Further Audit Procedures
.127 You perform further audit procedures to obtain the audit evidence necessary to support your audit
opinion. Further audit procedures consist of either tests of controls or substantive tests. Often, a combined
approach using both tests of controls and substantive procedures is an effective approach. You are not
precluded from adapting a substantive audit approach provided that you have and document an appropriate
basis for this approach.

.128 In determining the nature, timing, and extent of further audit procedures, you should design and
perform further procedures whose nature, timing, and extent are responsive to the assessed risk of material
misstatement at the relevant assertion level. You should provide and document a clear linkage between your
assessment of the risk of material misstatement and the nature, timing, and extent of the further auditprocedures.
.129 Audit procedures performed in previous audits and example procedures provided by illustrative
audit programs may help you understand the types of further audit procedures that are possible for you to
perform. However, prior year procedures and example audit programs do not provide a sufficient basis for
determining the nature, timing, and extent of audit procedures to perform in the current audit. Your
assessment of the risk of material misstatement in the current period is the primary basis for designing further
audit procedures in the current period.

Evaluating Audit Findings
.130 In evaluating whether the financial statements are presented fairly, you must consider the effects,
both individually and in the aggregate, of misstatements (known and likely) identified by you that are not
corrected by the client.

.131 Your consideration and aggregation of misstatements should include both of the following:
•

Known misstatements, which are the amount of misstatements specifically identified

•

Likely misstatements, which include (1) projected misstatements in the account balances or classes
of transactions that you have examined and (2) differences between management's and the auditor's
judgments concerning accounting estimates that the auditor considers unreasonable or inappropri
ate.

.132 Misstatements should be aggregated in a way that enables the auditor to consider whether, in
relation to individual amounts, subtotals, or totals in the financial statements, they materially misstate the
financial statements taken as a whole.
.133 Before considering the aggregate effect of identified uncorrected misstatements, the auditor should
consider each misstatement separately to evaluate:

1. Its effect in relation to the relevant individual classes of transactions, account balances, or disclosures,
including qualitative considerations.
2. Whether, in considering the effect of the individual misstatement on the financial statements taken
as a whole, it is appropriate to offset misstatements. For example, it may be appropriate to offset
misstatements of items within the same account balance in the financial statements.
3. The effect of misstatements related to prior periods. In prior periods, misstatements may not have
been corrected by the entity because they did not cause the financial statements for those periods to
be materially misstated. Those misstatements might also affect the current period's financial state
ments.
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.134 In aggregating misstatements, you should include the effect on the current period's financial
statements of those prior period misstatements. When evaluating the aggregate uncorrected misstatements,
you should consider the effects of these uncorrected misstatements in determining whether the financial
statements are free of material misstatement.
.135 There are quantitative and qualitative materiality considerations, and you should consider both
when evaluating audit results. Because of qualitative considerations, misstatements of relatively small
amounts could have a material effect on the financial statements. For example, an illegal payment of an
otherwise immaterial amount could be material if there is a reasonable possibility that it could lead to a
material contingent liability or a material loss of revenue.

Evaluating Whether the Einancial Statements Taken as a Whole Are Free of
Material Misstatement
.136 You must evaluate whether the financial statements taken as a whole are free of material misstate
ment. In making this evaluation, you should consider the evaluation of the uncorrected (known and likely)
misstatements you identified during the audit. When concluding about whether the effect of misstatements,
individually or in the aggregate, is material, you should consider the nature and amount of the misstatements
in relation to the nature and amount of items in the financial statements under audit. For example, an amount
that is material to the financial statements of one entity may not be material to the financial statements of
another entity of a different size or nature. Also, what is material to the financial statements of a particular
entity might change from one period to another.
.137 If you believe that the financial statements taken as a whole are materially misstated, you should
request management to make the necessary corrections. If management refuses to make the corrections, you
must determine the implications for the auditor's report.

.138 If you conclude that the effects of uncorrected misstatements are not material, you should consider
that the financial statements themselves could still be materially misstated because of additional misstate
ments that you did not detect. As the aggregate misstatements approach materiality, the risk that the financial
statements may be materially misstated also increases. Accordingly, you should consider the effect of
undetected misstatements in concluding whether the financial statements are fairly stated.

The Iterative Nature of Auditing
.139 An audit of financial statements is a cumulative and iterative process. As you perform planned audit
procedures—whether they be risk assessment procedures, substantive tests, or tests of controls—the audit
evidence you obtain may cause you to modify the nature, timing, or extent of other planned audit procedures.
Information may come to your attention that differs significantly from the information on which the risk
assessments were based.
.140 For example, the extent of misstatements that you detect by performing substantive procedures may
alter your judgment about the risk assessments and may indicate a material weakness in internal control.
Or, analytical procedures performed at the overall review stage of the audit may indicate a previously
unrecognized risk of material misstatement. In such circumstances, you should reevaluate the planned audit
procedures based on the revised consideration of assessed risks.

Audit Documentation

General Documentation Requirements
.141 In general, you should document certain matters pertaining to each step in the risk assessment
process. This audit documentation should provide a clear understanding of the work performed, the source
of the information, and the conclusions reached.
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.142 The form and content of audit documentation are for you to determine using professional judgment.
AU section 339, Audit Documentation (AICPA, Professional Standards, vol. 1), provides general guidance
regarding the purpose, content, ownership, and confidentiality of audit documentation. Examples of
common documentation techniques include narrative descriptions, questionnaires, checklists, and flow
charts. These techniques may be used alone or in combination.
.143 The form and extent of your documentation are influenced by the following:
•

The nature, size, and complexity of the entity and its environment

•

The availability of information from the entity

•

The specific audit methodology and technology used in the course of the audit

.144 For example, documentation of the understanding of a complex information system in which a large
volume of transactions are electronically initiated, authorized, recorded, processed, or reported may include
flowcharts, questionnaires, or decision tables. For an information system making limited or no use of IT or
for which few transactions are processed, documentation in the form of a memorandum may be sufficient.
Generally, the more complex the entity and its environment, and the more extensive the audit procedures
performed by the auditor, the more extensive your documentation should be. The specific audit methodology
and technology used in the course of the audit will also affect the form and extent of documentation.

Specific Documentation Requirements
.145 The SASs require you to document the following matters.
•

The levels of materiality and tolerable misstatement, including any changes thereto, used in the audit
and the basis on which those levels were determined.

•

The discussion among the audit team regarding the susceptibility of the entity's financial statements
to material misstatement due to error or fraud, including how and when the discussion occurred, the
subject matter discussed, the audit team members who participated, and significant decisions reached
concerning planned responses at the financial statement and relevant assertion levels.

•

Key elements of the understanding obtained regarding each of the aspects of the entity and its
environment, including each of the components of internal control, to assess the risks of material
misstatement of the financial statements, the sources of information from which the understanding
was obtained, and the risk assessment procedures.

•

The assessment of the risks of material misstatement both at the financial statement level and at the
relevant assertion level and the basis for the assessment.

•

The significant risks identified and related controls evaluated.

•

The overall responses to address the assessed risks of misstatement at the financial statement level.

•

The nature, timing, and extent of the further audit procedures.

•

The linkage of those procedures with the assessed risks at the relevant assertion level.

•

The results of the audit procedures.

•

The conclusions reached with regard to the use in the current audit of audit evidence about the
operating effectiveness of controls that was obtained in a prior audit.

•

A summary of uncorrected misstatements, other than those that are trivial, related to known and
likely misstatements.

•

Your conclusion about whether uncorrected misstatements, individually or in aggregate, do or do
not cause the financial statements to be materially misstated, and the basis for that conclusion.
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.146 Uncorrected misstatements should be documented in a manner that allows the auditor to:
•

Separately consider the effects of known and likely misstatements, including uncorrected misstate
ments identified in prior periods.

•

Consider the aggregate effect of misstatements on the financial statements.

•

Consider the qualitative factors that are relevant to the auditor's consideration of whether misstate
ments are material.

Resource Central
.147 The AICPA will offer continuing professional education courses, including a self-study course as
well as a group study course. In addition, the new risk assessment standards will be a topic of discussion in
various AICPA conferences in which AICPA presenters will further explain the standards.

On the Bookshelf
Future AICPA Audit Guide on Risk Assessment and Internal Control
.148 The AICPA is currently developing an Audit Guide to aid in implementing the new risk assessment
standards. In addition, the AICPA is revamping its existing Audit Guide titled Consideration of Internal Control
in a Financial Statement Audit. The current development plan envisions combining these two guides into one
audit guide. This audit guide should be available by mid-2006 and can be purchased by contacting the
AICPA/CPA2Biz Service Center at (888) 777-7077 or online at www.cpa2biz.com.

AICPA's reSOURCE Online Accounting and Auditing Literature
.149 Get access—anytime, anywhere—to the AICPA's latest Professional Standards, Technical Practice Aids,
Audit and Accounting Guides, Audit Risk Alerts, and Accounting Trends & Techniques. To subscribe to this
essential service, go to www.cpa2biz.com.

reSOURCE CD-ROM
.150 The AICPA is currently offering a CD-ROM product entitled reSOURCE: AICPA's Accounting and
Auditing Literature. This CD-ROM enables subscription access to AICPA Professional Literature products in
a Windows format, namely, Professional Standards, Technical Practice Aids, and Audit and Accounting Guides
(available for purchase as a set or as individual publications). This dynamic product allows you to purchase
the specific titles you need and includes hypertext links to references within and between all products.

AICPA/CPA2Biz Service Center
.151 To order AICPA products, receive information about AICPA activities, and find help on your
membership questions, call the AICPA/CPA2Biz Service Center at (888) 777-7077. The best times to call are
8:30 A.M. to 11:30 A.M. and 2:00 P.M. to 7:30 P.M., Eastern Standard Time. You can also order AICPA
products from the Service Center by fax at (800) 362-5066 or visit www.cpa2biz.com to obtain product
information and place online orders.

Hotlines
Accounting and Auditing Technical Hotline
.152 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call (888) 777-7077.
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Ethics Hotline
.153 Members of the AICPA's Professional Ethics Team answer inquiries concerning independence and
other behavioral issues related to the application of the AICPA Code of Professional Conduct. Call (888)
777-7077.

Web Sites
AICPA Online and CPA2Biz
.154 AICPA Online (www.aicpa.org) offers CPAs the unique opportunity to stay abreast of matters
relevant to the CPA profession. AICPA Online informs you of developments in the accounting and auditing
world as well as developments in congressional and political affairs affecting CPAs. In addition,
www.cpa2biz.com offers all the latest AICPA products, including the Audit and Accounting Guides, Profes
sional Standards, CPE courses, Practice Aids, and Audit Risk Alerts.

.155 Any comments that you have about this Alert may be e-mailed to lpombo@aicpa.org or mailed to:
Lori Pombo, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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AAM Section 9100
Supervision and Review Procedures
Introduction
.01 Supervision is an important phase of all engagements. A supervisor trains staff members, determines
that there is an understanding of the work to be performed and ascertains that all procedures were
appropriately performed.

.02 Review procedures are necessary to determine whether the objectives of the engagement and the
results of the procedures performed were consistent with the conclusions presented in the accountant's or
auditor's report.

Authoritative Literature
.03 The necessity for supervision is emphasized in the AICPA Code of Professional Conduct, which applies
to all major areas of accounting practice, Rule 201, General Standards (ET section 201.01) states, "A member
shall adequately plan and supervise an engagement."
.04 The first standard of fieldwork of generally accepted auditing standards states: "The work is to be
adequately planned and assistants, if any, are to be properly supervised."
.05 For compilation and review engagements, SSARS No. 1, Compilation and Review of Financial Statements
(AR section 100), provides the guidance necessary to enable the accountant to comply with the general
standards of the profession as explained in AAM section 9100.03 above.
.06 For audit engagements, the following Statements on Auditing Standards (SAS) provide specific
guidance on supervising and reviewing audit engagements:
a. SAS No. 22, Planning and Supervision, and SAS No. 77, Amendments to Statements on Auditing Standards
No. 22, Planning and Supervision, No. 59, The Auditor's Consideration of an Entity's Ability to
Continue as a Going Concern, and No. 62, Special Reports (AU section 311), establishes broad
requirements for the review of the work of assistants.
b.

SAS No. 39, Audit Sampling (AU section 350), states that nonsampling risk can be reduced to a
negligible level through such factors as adequate planning and supervision and proper conduct of a
firm's audit practice.

c.

SAS No. 96, Audit Documentation (AU section 339), establishes requirements for documenting the
supervision of work performed.

d. SAS No. 56, Analytical Procedures (AU section 329), provides guidance on the use of analytical
procedures and requires their use in both the planning and review of audits.

.0 7 In addition, the AICPA's Statement on Quality Control Standards (SQCS) No. 2/ System of Quality
Control for a CPA Firm's Accounting and Auditing Practice (QC section 20), provides that a CPA firm shall have
SQCS No. 2 (QC section 20.03), as amended by SQCS No. 6, Amendment to Statement on Quality Control Standards No. 2, System of
Quality Control for a CPA Firm's Accounting and Auditing Practice (QC section 20), to clarify that deficiencies in individual audit,
attest, compilation, and review engagements do not, in and of themselves, indicate that the firm's system of quality control is
insufficient to provide it with reasonable assurance that its personnel comply with applicable professional standards. By the addition
of a footnote, this amendment clarifies the relationship of deficiencies in individual engagements and a firm's system of quality control.
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a system of quality control for its accounting and auditing practice. One of the elements of a quality control
system discussed in this standard is supervision. Supervision as an element of quality control is defined as
policies and procedures for the conduct and supervision of work to provide that the firm's work meets its
standard of quality.

Phases of Supervision and Review
.0

8

Supervision and review are conducted in several phases:

a.

Instructing and training assistants.

b.

Providing the staff with an efficient and effective approach to the performance of the engagement.

c.

Keeping informed of significant problems encountered.

d.

Reviewing the work performed.

e.

Comparing the time spent on performing the procedures required with the budget prepared for those
procedures.

f.

Dealing with technical differences of opinion among firm personnel.

Review Organization
.0 9 A firm's practice for reviewing engagements will vary depending on the size of the firm and on the
complexity of the engagement.
.1 0 Some firms can justify a separate review department, while others cannot afford this functional
division of duties. Firms cannot afford to omit any of the review procedures or processes. There should
always be some form of reading of the reports for both professional and accounting matters as well as
typographical errors after they are typed.

Firm Policy and Procedures Regarding Supervision and Review
.1 1 The foundation of good supervision is adequate firm policies and procedures on conducting and
supervising work performed. Some examples of such policies are:
a.

Procedures for planning engagements (AAM section 3000).

b.

Procedures for maintaining the quality of work performed (AAM section 11,000).

c.

Procedures for reviewing engagement audit documentation and reports.

.12 The procedures for reviewing engagement audit documentation and reports is broken into two separate
components. The two components consist of (1) detailed review of the audit documentation by the audit
senior and (2) the higher-level supervisory review performed by the manager and partner on the engagement.

Review of Audit Documentation
.13

The purpose of the detailed review of the audit documentation on an engagement is to determine that:

a.

All procedures in the program, albeit audit, review or compilation, were performed and documented.

b.

The results and conclusions reached are appropriate for the work performed.

c.

The results are properly summarized and in agreement with the report to be issued.
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Supervisory Review
.14 The purpose of the supervisory review is to determine that:

a.

Professional and firm standards have been complied with.

b.

Accounting and auditing concerns for the client's industry were evaluated properly.

c.

The overall results of the procedures performed are appropriate.

Purpose of Form
.15 The In-Charge's and Partner's Engagement Review Programs are tools used for determining whether
all engagement steps were properly considered, completed, and resolved. The In-Charge should complete
the respective form by checking off "yes," "no," or "n/a" in the appropriate column. All "no" answers should
be explained with a separate memorandum. The Partner should sign off on the In-Charge's Engagement
Review Program and then complete the Partner's Engagement Review Program in the same manner.

[The next page is 9201.]
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AAM Section 9200

In-Charge’s Engagement Review Program
The Partner's Engagement Review Program should be used for all engagements. The supplemental programs
for Not-for-Profit Organizations, Local Governmental Units, and Banks should be completed in conjunction
with the Partner's Engagement Review Program.

Yes

I.

No

N/A

General Procedures
A. .010
1.

2.

General

In planning the audit engagement, were the following matters prop
erly considered?

a.

Matters affecting the environment in which the entity operates,
such as accounting practices, economic conditions, government
regulations, contractual obligations and technological changes.
(SAS No. 22, as amended by SAS No. 77 [AU section 311])

b.

Matters affecting the entity's operations, such as legal organiza
tion and types of services. (SAS No. 22, as amended by SAS No.
77 [AU section 311])

c.

Preliminary judgment about materiality levels for audit purposes.
(SAS No. 47 [AU section 312])

d.

Consideration of internal control. (SAS No. 55, as amended by SAS
No. 78 and SAS No. 94 [AU section 319])

e.

Conditions that may require extension or modification of audit
tests, such as the possibility of material errors or fraud and man
agement's ability to override controls. (SAS Nos. 47 and 99 [AU
sections 312 and 316])

f.

Other audit risks.

If the firm succeeded a predecessor accountant, did the firm:

a.

Communicate with the predecessor accountant to ascertain
whether there were disagreements between the predecessor ac
countant and the entity's management on accounting or auditing
matters and consider the implications of such matters in accepting
the client?

b.

Make other inquiries of the predecessor accountant on significant
matters?

c.

Satisfy itself on the fair presentation of opening balances, such as
reviewing the predecessor accountant's working papers?
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3.

No

9-03

N/A

Did the auditor obtain an understanding of internal control sufficient
to plan the audit by performing procedures to understand the design
of controls relevant to an audit of financial statements, and determine
whether they have been placed in operation? (SAS No. 55, as amended
[AU section 319])

a.

Did the auditor then assess control risk for the assertions embod
ied in the account balance, transaction class, and disclosure com
ponents of the financial statements? (SAS No. 55, as amended [AU
section 319])

b.

If control risk is assessed below the maximum for an assertion, was
evidential matter obtained supporting that lower assessed level?
(SAS Nos. 55 and 78 [AU section 319])

c.

If the client used computer processing in significant accounting
applications, did the assessment of risk in internal control include
an evaluation of the extent, as well as the complexity, of that
processing, including those, if any, of an outside service center?
(SAS Nos. 48, 55, as amended, and 70, as amended [AU sections
311,319, and 324])

d.

If the firm relied on the internal control at a service organization,
was a service auditor's report obtained and appropriately consid
ered? (SAS No. 70, as amended [AU section 324])

4.

If consideration was given to the work of internal auditors in deter
mining the scope of the audit, was it done in accordance with SAS No.
65 (AU section 322)?

5.

Was audit planning appropriately documented?

6.

Were procedures performed to obtain information that was used to
identify the risks of material misstatement due to fraud, including a
discussion among the audit team members about the potential for
material misstatement due to fraud?

7.

Was a presumption made that there is a risk of material misstatement
due to fraud related to revenue recognition in accordance with para
graph 41 of SAS No. 99 (AU section 316.41), and was a proper response
to that risk performed? (Ordinarily, there should be a presumption
that there is a risk of material misstatement due to related to revenue
recognition.)

8.

Was a written audit program prepared? (SAS No. 22, as amended by
SAS No. 77 [AU section 311])

a.

Was it responsive to the needs of the engagement identified during
the planning process and was it developed in light of internal
control? (SAS No. 55, as amended [AU section 319])

b.

Was consideration given to applicable assertions in developing
audit objectives and in designing substantive tests? (SAS No. 31
[AU section 326])

c.

Were tests considered regarding related party transactions? (SAS
No. 45 [AU section 334])
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Yes

9.

d.

If conditions changed during the course of the audit, was the audit
program modified as appropriate in the circumstances?

e.

Was guidance in the applicable AICPA Audit and Accounting
Guide considered?

No

N/A

If statistical or nonstatistical sampling was used in test of controls (SAS
No. 39 [AU section 350]):

a.

Was appropriate consideration given, in planning the sampling
application, to the relationship of the sample to the objective of the
test, maximum rate of deviation, allowable risk of assessing con
trol risk too low and characteristics of the population?

b.

Was the sample selected in such a way that it could be expected to
be representative of the population?

c.

Were the results of the sample evaluated as to their effect on the
nature, timing, and extent of planned substantive procedures?

d.

Was appropriate consideration given, in evaluating the sample, to
items for which the planned test or appropriate alternative proce
dure could not be performed, for example, because the documen
tation was missing?

e.

Was documentation of the foregoing considerations in accordance
with firm policy?

10. If statistical or nonstatistical sampling was used for substantive tests
of details (SAS No. 39 [AU section 3501):

a.

Was appropriate consideration given, in planning the sampling ap
plication, to the relationship of the sample to the audit objective,
preliminary judgments about materiality levels, auditor's allowable
risk of incorrect acceptance, and characteristics of the population?

b.

Was the sample selected in such a way that it could be expected to
be representative of the population?

c.

Were the misstatement results of the sample projected to the items
from which the sample was selected?

d.

Was appropriate consideration given, in evaluating the sample, to
items for which the planned substantive tests or appropriate alter
nate procedures could not be performed?

e.

Was appropriate consideration given in the aggregate to projected
misstatement results from all audit sampling applications and to
all known misstatements from nonsampling applications in evalu
ating material misstatements in the financial statements?

f.

Was documentation of the foregoing considerations in accordance
with firm policy?

11. Were the guidelines of SAS No. 56 (AU section 329), followed in the
performance of analytical procedures for:
a.

Audit planning?

b.

Use as a substantive test?

c.

Overall review of the audit?
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12. Was a consideration made whether analytical procedures performed
in planning the audit resulted in identifying any unusual or unex
pected relationships that should be considered in assessing the risks
of material misstatement due to fraud?
13. Was an evaluation made whether analytical procedures that were
performed as substantive tests or in the overall review stage of the
audit indicate a previously unrecognized risk of material misstate
ment due to fraud?
14. Did the firm obtain timely and appropriate responses from the
auditee's attorney concerning litigation, claims, and assessments?
(SAS No. 12 [AU section 3371)

15. Have all required engagement forms and documents been completed,
signed, and dated?

16. Have all questions, exceptions, or notes, if any, posed during the audit
been followed up and resolved, including consideration of the views
obtained from responsible officials of the organization, program, ac
tivity, or function audited concerning the auditor's findings, conclu
sions, and recommendations?
17. Did the firm obtain a timely appropriate letter of representation from
management? (SAS No. 85, as amended [AU section 333])
18. Does it appear that appropriate consideration was given to all past
adjustments and to the risk that the current period's financial state
ments are materially misstated? (SAS No. 47 [AU section 312])

19. At or near the completion of fieldwork, was an evaluation made
whether the accumulated results of auditing procedures and other
observations affect the assessment of the risks of material misstate
ment due to fraud made earlier in the audit?
20. Were errors, fraud, or illegal acts, if any, followed up in accordance
with SAS Nos. 99 and 54 (AU sections 316 and 317)?
21. Have reportable conditions, if any, in the internal control been com
municated to the audit committee or to individuals with a level of
authority and responsibility equivalent to an audit committee in or
ganizations that do not have one? (SAS No. 60 [AU section 325])
22. If required by firm policy, was an appropriate engagement letter issued?
23. Were communications of internal control related matters issued in
accordance with SAS No. 60 (AU section 325)?
24. If specialized skills were used (e.g., computer auditing, statistical
sampling, etc.), were they properly evaluated by persons with training
in these areas? (SAS No. 39 [AU section 350])
25. Did the planning and execution of the engagement include an assess
ment of the risk of errors and fraud and management's ability to
override control procedures? (SAS No. 99 [AU section 316])

26. Was the risk of management override of controls addressed?
AAM §9200.010
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27. Did the audit strategy and expected conduct and scope of the audit
reflect the following assessments:
a.

The risk of material misstatement in the financial statements?

b.

The risk of management misrepresentation?

28. Was the audit designed to provide reasonable assurance of detecting
material misstatements; and when audit test results identified mis
statements in the financial statements, was a consideration made
whether such misstatements may be indicative of fraud?
29. If it has been determined that an audit adjustment is, or may be, an act
of fraud but it has also been determined that the effect on the financial
statements would not be material, has the following been performed:
a.

Referral of the matter to an appropriate level of management that
is at least one level above those involved?

b.

Obtain satisfaction that, in view of the organizational position of
the likely perpetrator, the fraud has no implications for other
aspects of the audit or that those implications have been ade
quately considered?

30. If it has been determined that an audit adjustment is, or may be, an act
of fraud and the auditor has either determined that the effect could be
material or has been unable to evaluate the potential materiality, has
the following been performed?

a.

Consideration of the implications for other aspects of the audit.

b.

Discussions of the matter and the approach to further investigate
the fraud with an appropriate level of management that is at least
one level above those involved and with senior management and
the audit committee.

c.

An attempt to obtain additional evidential matter to determine
whether material fraud has occurred or is likely to have occurred,
and if so, its effect on the financial statements and the auditor's
report thereon.

d.

If appropriate, suggestions that the client consult with legal coun
sel on matters concerning questions.

31. When it has been concluded that an illegal act has or is likely to have
occurred, have the following been considered?

a.

The effect on the financial statements.

b.

The implications for other aspects of the audit.

c.

Communication with the audit committee.

d.

The effect on the auditor's report.

32. If the engagement included the use of the work (domestic or interna
tional) of another office, correspondent, or affiliate:

a.

Do the instructions to the other office or firm appear adequate?
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b.

Does it appear that control exercised over the work of others
through supervision and review was adequate?

c.

Was there appropriate follow-up of open matters?

d.

Were appropriate inquiries made as to its professional reputation?

No

9-03

N/A

33. Does the firm's disclosure checklist document that the audit report is
properly prepared and that the financial statements are fairly stated?

34. Were matters related to the conduct of the audit communicated to
those who have responsibility for oversight of the financial reporting
process? (SAS No. 61 [AU section 380])?
35. Was the applicable disclosure checklist completed?

IL

Audit Documentation Areas

A. .020

Cash

1.

Was due consideration give to cash transactions shortly before and
shortly after the balance sheet date to determine that transactions were
recorded in the proper period?

2.

Were bank accounts confirmed at the audit date and were reconciling
items existing at the balance sheet date cleared by reference to sub
sequent statements obtained directly from the bank?

3.

Does the audit documentation indicate that the following were con
sidered?

4.

a.

Restrictions on cash balances.

b.

Confirmation of bank credit arrangements such as compensating
balances.

c.

Review of confirmation responses for indication of related party
transactions.

Based on the assessed level of control risk, do the substantive tests of
cash appear adequate?

B. .030

Receivables

1.

Was a summary prepared (or obtained) properly classifying receiv
ables (i.e., notes and accounts receivable; trade; officers, directors, and
employees; parent and subsidiary companies; other related party
transactions; etc.)?

2.

If accounts receivable are not confirmed, has the reason been docu
mented? One of the following is acceptable:

a.

Accounts receivable are immaterial to the financial statements.

b.

Use of confirmations would be ineffective.

c.

Combined assessed level of inherent and control risk is low (as
addressed in the internal control section), and the assessed level,
in conjunction with other evidence (analytical procedures or other
substantive tests) reduced audit risk to an acceptably low level for
applicable financial statement assertions.
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3.

Were accounts receivable confirmations sent out and appropriate
follow-up steps taken?

4.

If confirmation work was performed prior to year-end, is there evi
dence that an adequate review was made of transactions from the
confirmation date to the balance sheet date?

5.

If a significant number and amount of accounts receivable confirma
tions were not sent out, is there evidence that other auditing proce
dures were performed?

6.

Were significant notes receivable confirmed as of the audit date?

7.

Were the results of confirmation procedures summarized in the work
ing papers?

8.

Was collateral (if any) for receivables examined with respect to exist
ence, ownership, and value?

9.

Were adequate tests made of discounts and allowances?

No

N/A

10. Was the reasonableness of allowances for doubtful accounts covered
in the audit documentation and collectibility of receivables adequately
considered?

11. Is there evidence in the audit documentation that inquiry was made
and consideration given to whether receivables are pledged or fac
tored?

12. Was receivables work coordinated with test of sales including inven
tory cut-off tests?
13. Are notes receivable accounted for to reasonably represent the present
value of the consideration exchanged and at an appropriate interest
rate? (APB Opinion No. 21 [AC I69])

14. Based on the assessed level of control risk, do the substantive tests of
receivables appear adequate?

C. .040

Inventories

1.

Was an inventory summary prepared (or obtained) showing basis
(e.g., "cost," "market," "LIFO," "FIFO," etc.) with respect to the vari
ous classifications of inventory (e.g., finished goods, work-in-process,
raw materials, etc.)?

2.

Where the physical inventory is taken at a date other than the balancesheet date (or where rotating procedures are used), do the working
papers indicate that consideration was given to inventory transactions
between the inventory date(s) and the balance-sheet date?

3.

Does the audit documentation contain evidence that counts were
correctly made and recorded (i.e., was control maintained over inven
tory tags or count sheets) and were test count quantities reconciled
with counts reflected in final inventory?
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Yes

4.

No

9-03

N/A

Does the audit documentation indicate that adequate tests were made
of:

a.

The clerical accuracy of inventory footings?

b.

Costing methods and substantiation of costs used in pricing all
elements (raw materials, work-in-process, finished goods) of the
inventory?

5.

Does the audit documentation indicate that a lower of cost or market
test was performed (including obsolescence)?

6.

If perpetual inventory records are maintained, does the audit docu
mentation indicate that differences disclosed by the client's physical
inventory (or cycle counts) are properly reflected in the accounts?

7.

Was an examination of purchase and sales commitments made, in
cluding consideration as to any possible adverse effects?

8.

Were appropriate inventory cut-off tests performed?

9.

Where applicable, were gross profit percentage tests employed to
check overall valuation of inventories?

10. Where the physical inventory in the hands of others was not observed,
were inventory confirmations received (i.e., inventory in public ware
houses, on consignment, etc.)?
11. Does the audit documentation indicate that steps were performed to
determine if any inventory is pledged?
12. Based on the assessed level of control risk, do the substantive tests of
inventory appear adequate?

D. .050

Investments

1.

Was a summary schedule prepared (or obtained) and details examined
with respect to description, purchase price and data, changes during
period, classification of investment income market value, etc., of
investments?

2.

Were all securities (including stock certificates of subsidiary compa
nies) examined or confirmed?

3.

Was investigation made of carrying value and possible cost impair
ment of investments?

4.

Does the audit documentation indicate that consideration was given
to indications that investments were pledged?

5.

Were financial statements and other information reviewed to support
the amounts presented for investments accounted for using the equity
method?

6.

Does the audit documentation indicate that adequate evidential matter
has been accumulated for investments?

7.

Based on the assessed level of control risks, do the substantive tests of
investments appear adequate?
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N/A

Prepaid Expenses, Intangible Assets, Deferred Charges, Etc.

E.

.060

1.

Were adequate tests made and/or confirmations received for all
material:

a.

Prepaid expenses?

b.

Intangible assets?

c.

Deferred charges?

d.

Other?

2.

For prepayments, intangibles, and deferred charges, is there adequate
support for deferral and amortization (or lack thereof)?

3.

If insurance policies were pledged as collateral or subjected to pre
mium financing, were the related loans properly accounted for?

4.

Based on the assessed level of control risk, do the substantive tests of
prepaid expenses, intangible assets, deferred charges, etc., appear
adequate?

F.

.070

1.

Was a summary schedule prepared (or obtained) to show beginning
balances, changes during the period, and ending balances for:

2.

No

Property, Plant, and Equipment

a.

Property, plant, and equipment?

b.

Accumulated depreciation?

Do tests appear adequate with respect to:
Additions:

a.

(1)

Examination of supporting documents?

(2)

Physical inspection?

b.

Retirement, etc. (including examination of miscellaneous income,
scrap sales, etc.)?

c.

The adequacy of current and accumulated provisions for depre
ciation and depletion?

d.

Compliance with control procedures?

e.

Status of idle facilities?

3.

Do the working papers indicate the presence of liens on property?

4.

Were differences between book and tax depreciation reconciled?

5.

Was investigation made of possible impairment?

6.

Based on the assessed level of control risk, do the substantive tests of
property, plant, and equipment appear adequate?

G.

.080

1.

Were accounts payable adequately tested for propriety?

2.

Was an adequate test made of subsequent transactions (i.e., cash
disbursements, voucher register entries, vouchers, unpaid invoices,
etc.) to determine if any material unrecorded liabilities existed?

Current Liabilities
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Yes
3.

No
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N/A

Wasthepayable work correlated with the purchase cutoff examination?

4. Was consideration given to costs and expenses that might require
accrual (e.g., compensated absences), and to whether accrued ex
penses were reasonably stated?
5. Based on the assessed level of control risk, do the substantive tests of
liabilities appear adequate?
H. .090

Long-Term Debt

1. Were confirmations received for significant debt obligations, together
with verification of interest rates, repayment period, etc.?
2. Is there evidence that covenants to long-term debt obligations are
being complied with?
3. Have leases been examined to determine that capital leases have been
properly accounted for?
4.

Does the audit documentation include evidence as to compliance with
any loan restrictions?

5. Based on the assessed level of control risk, do the substantive tests of
long-term debt appear adequate?

Deferred Credits

I.

.100

1.

Does the audit documentation indicate that:

a.

The basis of deferring income is reasonable and is on a consistent
basis from year to year?

b.

Deferrals have been established on a reasonable basis?

2. Based on the assessed level of control risk, do the substantive tests of
deferred credits appear adequate?

J.

.110

Income Taxes

1. Were current and deferred tax accrual accounts and related provisions
analyzed and reviewed as to adequacy?
2. Does the audit documentation document the determination of the
adequacy of the income tax accruals and provisions in accordance with
federal, state, local regulations and GAAP and any possible adjust
ments required for:
a.

Tax positions taken by the client that might be challenged by the
taxing authorities?

b.

Possible assessments, penalties or interest indicated by tax return
examinations completed during the year or in progress, including
similar adjustments applicable to years not yet examined?

3. Based on the review of the financial statements and working papers
and, if necessary, discussions with engagement personnel, does it
appear tax matters were adequately considered?
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4.

Commitments and Contingencies

Does the audit documentation include indication of the following?

a.

Inspection of minutes of meetings of the stockholders, board of
directors, and executive and other committees of the board.

b.

Inspection of contracts, loan agreements, leases, and correspon
dence from taxing and other governmental agencies, and similar
documents.

c.

Accumulation and analysis of confirmation responses from banks
and lawyers.

d.

Inquiry and discussion with management (including manage
ment's written representations concerning liabilities, and litiga
tion, claims, and assessments).

e.

Inspection of other documents for possible guarantees by the
client.

2.

Is there indication that procedures were performed to uncover the
need for recording or disclosure of events subsequent to the date of
the financial statements?

3.

Based on the assessed level of control risk, do the substantive tests of
commitments and contingencies appear adequate?

L. .130

Capital Accounts

1.

Were changes in capitalization checked to authorizations?

2.

Do the working papers indicate that adequate inquiries were made as
to:

3.

N/A

Based on the assessed level of control risk, do the substantive tests of
income taxes appear adequate?

K. .120

1.

No

a.

Stock options?

b.

Warrants?

c.

Rights?

d.

Redemptions?

e.

Conversion privileges?

Based on the assessed level of control risk, do the substantive tests of
capital accounts appear adequate?

M. .140

Income and Expenses

1.

Were tests made of payrolls, including account distribution?

2.

With regard to pension and profit sharing plans (including impact of
ERISA), do tests of expenses and liabilities appear adequate?

3.

Were revenue and expenses for the period compared with those of the
preceding period and reviewed for reasonableness with significant
fluctuations explained?
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4.

Was adequate consideration given to review of the client's revenue
recognition policy and unusual sales transactions?

5.

Has adequate consideration been given to loss contingencies in accord
ance with FASB Statement No. 5 (AC C59)?

6.

Based upon the assessed level of control risk, do the substantive tests
(review, analysis, and casting) of income and expense appear adequate?

N. .150

9-05

68

No

N/A

Other

1.

Were procedures applied to supplementary information in accordance
with SAS No. 52 (AU section 558), as applicable?

2.

If the work of a specialist was used, was the effect of the specialist's
work on the auditor's report considered in accordance with SAS No.
73 (AU section 336)?

3.

Were specific procedures applied for determining the existence of
related parties and examining identified related party transactions?
(SAS No. 45 [AU section 334])

4.

Was the guidance in SAS No. 47 (AU section 312) regarding audit risk
and materiality considered during the planning and performance of
the engagement?

This audit engagement has been completed in accordance with professional standards and firm policy.

In-Charge

Date

Partner

Date

[The next page is 9241.]
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AAM Section 9210

Partner ’s Engagement Review Program
.01

Yes

a.

Were all issues regarding independence considered including policies
and procedures and reporting considered?

b.

Were all issues relating to assigning personnel to engagements includ
ing policies, procedures, scheduling, staffing, and training considered?

c.

If outside consultation was required, was proper documentation made
and differences resolved in accordance with firm policy?

d.

Was engagement planning adequate and did it cover staff and specific
industry issues?

e.

Were all forms, checklists, and questionnaires adequately completed?

f.

Were the financial statements reviewed to ensure compliance with
professional standards, authoritative literature, and firm policy?

g.

Did the firm comply with its quality review guidelines and firm policy
and procedures regarding acceptance and continuance of clients?

h.

Were all necessary inquiries and communications with the predeces
sor accountant made and was the firm satisfied with the responses?

i.

Did the firm obtain timely and appropriate responses from the
auditee's attorney concerning litigation, claims, and assessments?

j.

Have all questions, exceptions, or notes, if any, posed during the audit
been resolved, including consideration of the views obtained from
responsible officials of the organization, program, activity, or function
audited concerning the auditor's findings, conclusions, and recom
mendations?

k.

Did the firm obtain a timely appropriate letter of representation from
management?

/.

Does it appear that appropriate consideration was given to all past
adjustments and to the risk that the current period's financial state
ments are materially misstated?

No

N/A

m. Were errors, fraud, illegal acts, and reportable conditions adequately
followed up and communicated including reporting, communication,
other audit effects, legal consultation, etc.?
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n.

Does the firm's disclosure checklist document that the audit report is
properly prepared and that the financial statements are fairly stated?

o.

Were matters related to the conduct of the audit communicated to
those who have responsibility for oversight of the financial reporting
process?

p.

Did the partner sign the In-Charge Engagement Review Program?

1-98
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No

N/A

This audit engagement has been completed in accordance with professional standards and firm policy.

Partner

Date

[The next page is 9271.]
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AAM Section 9220
Partner’s Engagement Review Program
Supplement for Not-for-Profit
Organizations
To be completed in conjunction with Partner's Engagement Review Program [AAM section 9210]

Note: This program applies to audits of organizations that meet the definition of a not-for-profit organiza
tion (NPO) included in Appendix D of FASB Statement No. 116, Accounting for Contributions Received and
Contributions Made, which reads in part that a NPO is: "An entity that possesses the following characteristics
that distinguish it from a business enterprise: (a) contributions of significant amounts of resources from
resource providers who do not expect commensurate or proportionate pecuniary return, (b) operating
purposes other than to provide goods or services at a profit, and (c) absence of ownership interests like those
of business enterprises." The questions in this program are derived from the AICPA Audit and Accounting
Guide Not-for-Profit Organizations.

Yes
I.

N/A

General Audit Procedures
A. .010

1.

II.

No

General

Did the auditors establish an understanding with the organization
(preferably through an engagement letter) about the scope of services
to be performed and the reports to be issued? (See also the Partner's
Engagement Review Program Supplement for Government Auditing
Standards and Circular A-133 Audits [AAM section 9240] if the scope
of services include audits in accordance with Government Auditing
Standards or the Single Audit Act Amendments of 1996 and Office of
Management and Budget Circular A-133, Audits of States, Local Govern
ments, and Non-Profit Organizations.)

Audit Documentation Areas

A. .020

Cash and Investments

1.

Did the auditors perform adequate procedures to examine the nature,
amount, and reporting of limitations on the use of cash and invest
ments, such as those arising from donor-imposed restrictions,
amounts held by financial institutions to meet compensating balance
requirements, amounts held as collateral on debt obligations, and
amounts received as collateral on loaned securities?

2.

Did the auditors perform appropriate procedures to substantiate the
carrying amount of investments not covered by FASB Statement No.
124 or No. 133, as amended, including investments in real estate,
mortgage notes, venture capital funds, partnership interests, oil and
gas interests, equity securities that do not have a readily determinable
fair value, and beneficial interests in trusts? (For additional informa
tion about auditing fair value measurements and disclosures, refer to
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Yes

No

N/A

SAS No. 101 (AU section 328), SAS No. 92 (AU section 332), and
Interpretation No. 1 of AU section 332, titled “Auditing Investments
in Securities Where a Readily Determinable Fair Value Does Not Exist"
[AU section 9332].)
3.

Did the auditors examine the effect of donor-imposed restrictions and
law on the organization's classification of investment income, gains,
and losses as changes in the appropriate net asset class? (Income on
donor-restricted endowment funds should be classified in accordance
with paragraphs 8.16 to 8.18 of AAG-NPO.)

4.

If the organization pools investments for portfolio management pur
poses, did the auditors perform appropriate procedures to substanti
ate the value of pool additions and withdrawals and the allocation of
pool income, gains, and losses among pool participants?

5.

Did the auditors perform adequate procedures to determine that the
organization compared the fair value of each donor-restricted endow
ment fund to the amount required to be maintained for that fund by
donor stipulation or law and disclosed deficiencies, if any, to comply
with paragraph 15(d) of FASB Statement No. 124?

B. .030

Exchange Transactions, Contributions, and Agency Transactions

1.

Did the auditors perform appropriate procedures to substantiate that the
organization properly classifies resources received and settlements or
cancellations of liabilities as (a) exchange (reciprocal) transactions, (b)
contributions (nonreciprocal transactions), or (c) agency transactions?

2.

Did the auditors perform adequate procedures to determine that the
organization classifies changes in net assets arising from exchange
transactions in the unrestricted net asset class? (This classification is
required even when the resource providers place limitations on the
use of the resources. However, it does not apply to income and gains
on assets that are restricted by donors or by law.)

3.

Did the auditors perform adequate procedures to determine that, for
agency transactions, the organization reports (a) receipts and distribu
tions of cash or other financial assets as increases and decreases in assets
and liabilities and (b) receipts and distributions of materials, supplies,
and other nonfinancial assets either in that same manner or not at all?

4.

Did the auditors perform adequate procedures to determine that the
organization properly reports its rights to assets held by a recipient
organization for its benefit? (For additional information about audit
ing interests in trusts, see Interpretation No. 1 of AU section 328, titled
“Auditing Interests in Trusts Held by a Third-Party Trustee and Re
ported at Fair Value" [AU section 9328].)

5.

Did the auditors perform adequate procedures to determine that the
organization's policies and processes properly identify donor-imposed
conditions and restrictions on contributions (including promises to
give) and properly reflect the effect of those conditions and restrictions
on its note disclosures and on its recognition, classification, and valu
ation of assets, liabilities, net assets by class, and changes in net assets?
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Yes

6.

7.

a.

Did the auditors perform appropriate procedures to substantiate
that the organization has sufficient verifiable evidence to docu
ment promises to give (contributions receivable)?

b.

Did the auditors consider whether it was necessary to confirm
recorded contributions receivable to obtain additional evidence
about the existence of promises to give, the existence or absence
of restrictions, the existence or absence of conditions, and the
periods over which the promises to give become due?

2.

No

N/A

Concerning noncash contributions, such as for property, equipment,
inventory, utilities, collection items, merchandise to be used for fundraising purposes, services, and promises to give those items, did the
auditors perform adequate procedures to determine that the or
ganization properly recognized, classified, and valued those contri
butions? In particular, did the auditors examine—
a.

The effect of law and donor-imposed restrictions on the organiza
tion's reporting, including requirements that the organization
obtain approval for the acquisition or disposition of property and
equipment?

b.

Whether the organization met the criteria in FASB Statement No.
116 for recognizing contributed services?

c.

The reclassification of net assets from temporarily restricted to
unrestricted to reflect the use of contributed property or equip
ment based on donor-imposed restrictions on use or the organiza
tion's accounting policy?

d.

The organization's classification of works of art, historical treas
ures, and similar assets as collections?

Did the auditors perform adequate procedures to determine that the
organization properly recognizes, classifies, values, and discloses bal
ances and activities arising from split-interest agreements?

C. .040
1.

9273
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Expenses, Liabilities, and Debt

Did the auditors perform appropriate procedures to substantiate that
the organization properly reports liabilities—
a.

Resulting from federal excise taxes on investment income or fed
eral and state income taxes on unrelated business income (includ
ing the effect of any temporary differences)?

b.

For the effect of tax-exempt bonds and other obligations issued
through state and local financing authorities to finance the organi
zation's activities?

c.

For promises to give cash or other assets to recipients or to settle
or cancel the recipients' liabilities?

d.

For the effect of guarantees of the indebtedness of others?

Did the auditors perform adequate procedures to examine that the
organization appropriately assigns or allocates expenses among its
functional (and, if the organization is a voluntary health and welfare
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Yes

No

N/A

organization, natural) classifications in conformity with generally ac
cepted accounting principles (GAAP)?
D. .050

1.

Contingencies

Did the auditors perform adequate procedures to determine that the
organization properly recognizes or discloses contingencies, for exam
ple for noncompliance with donor-imposed restrictions, problems
with its tax-exempt status, or the fact that it has not received a deter
mination letter regarding its tax-exempt status?

E. .060

Related Entities and Related Parties

1.

Did the auditors perform adequate procedures to evaluate whether the
organization properly applied the provisions of AICPA Statement of
Position (SOP) 94-3, Reporting of Related Entities by Not-for-Profit
Organizations?

2.

Did the auditors perform adequate procedures to identify related
party relationships and transactions and to obtain satisfaction about
the resulting financial statement reporting and disclosure? (For an
NPO, related parties may include not only governing board members,
management, and members of management's immediate family, but
also affiliated entities, such as brother-sister organizations and na
tional and local affiliates and entities whose officers or directors are
members of the organization's governing board.)

F.

.070

1.

Did the auditors perform adequate procedures to determine that the
organization properly presents its financial statements and note dis
closures, including that it reports—

Reporting, Including Note Disclosures

a.

All expenses as decreases in unrestricted net assets and by func
tion?

b.

Appropriate reclassifications on the statement of activities when
donor-imposed restrictions have been fulfilled?

c.

Total fund-raising expenses?

d.

A statement of cash flows?

e.

Information about expenses by their functional and natural clas
sifications in a matrix format (a statement of functional expenses),
if the organization is a voluntary health and welfare organiza
tion?1

f.

A description of the nature of "operations" or the items excluded
from "operations" if an intermediate measure of operations is
reported in the statement of activities and the term operations is not
apparent from the details provided on the face of the statement
(paragraph 23 of FASB Statement No. 117)?

1 Voluntary health and welfare organizations are formed for the purpose of performing voluntary services for various segments of
society. They are tax exempt (organized for the benefit of the public), supported by the public, and operated on a "not-for-profit" basis.
Most voluntary health and welfare organizations concentrate their efforts and expend their resources in an attempt to solve health and
welfare problems of our society and, in many cases, those of specific individuals. As a group, voluntary health and welfare organiza
tions include those not-for-profit organizations that derive their revenue primarily from voluntary contributions from the general
public to be used for general or specific purposes connected with health, welfare, or community services.
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Yes

g.

No

N/A

The nature and amounts of different types of permanent or tem
porary restrictions either by reporting their amounts on the face
of the statement of financial position or by including the relevant
details in notes to financial statements?

2.

Did the auditors perform adequate procedures to determine that the
organization meets reporting requirements imposed by donors, con
tractors, and others (including the Internal Revenue Service [IRS] for
annual information returns) that could have a direct and material
effect on its financial statements?

3.

Did the auditors perform adequate procedures to ensure that the
format, titles, and presentation of the financial statements meet the
requirements of FASB Statement No. 117, Financial Statements of Notfor-Profit Organizations, including the specific amounts required to be
presented in each of the statements?

4.

Did the auditors perform adequate procedures to ensure that com
parative financial statements were either (a) presented in sufficient
detail to constitute a presentation in conformance with GAAP, or (b)
if the prior year financial statements do not include the minimum
information required by FASB Statement No. 117 and AAG-NPO, that
the appropriate titles are used to describe the summarized financial
information and that the notes disclose that the prior-year information
does not include sufficient detail to constitute a presentation in accord
ance with GAAP and should be read in conjunction with the organi
zation's financial statements for the prior year from which the
summarized information was derived?

[The next page is 9301.]
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AAM Section 9230
Partner’s Engagement Review Program
Supplement for Banks
To be completed in conjunction with Partner's Engagement Review Program [AAM section 9210]

Yes

I.

N/A

General Procedures

A. .010
1.

IL

No

General

Were banking and other appropriate regulations considered in plan
ning the audit engagement?

Working Paper Areas
A. .020

General

1.

Does the audit documentation document the consideration of the
results of inquiries, readings, excerpts or other evidence of an under
standing of regulatory examinations, their findings and actions and
the recognition of the above in planning the audit?

2.

Did the engagement team obtain an adequate understanding of those
factors that have a significant effect on the bank's business (i.e., interest
rates, liquidity, off-balance sheet financing)?

3.

If the client engaged in the following types of transactions, was there
a review of the propriety of the accounting and recording for:

a.

Loan originations?

b.

Loan commitments?

c.

Fees?

d.

Loan refinancing and restructuring?

e.

Transfers between investment accounts?

f.

Wash sale transactions?

g.

Hedging transactions, including interest rate swaps and interest

rate futures?
h.

Coupon stripping?

i.

Adjusted price forward placement trades?

j.

Reposition swaps?

k.

Repos to maturity?

I.

Dollar repos?

m.

Commitments for the purchase or sale of securities?
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Yes

4.

n.

Industrial development bonds?

o.

Purchase or sale of options?

p.

Purchase or sale of securities?

No

10-02

N/A

Did audit planning and the implementation of audit procedures ade
quately consider:

a.

Off-balance sheet transactions?

b.

The appropriate accounting for investments?

c.

Related party transactions?

d.

Regulatory examination reports?

e.

Regulatory agreements?

f.

Apparent fraud and insider abuse?

5.

Did the engagement team consider the risks to the bank of possible
violations of regulations?

6.

Was the following considered in connection with foreign exchange
transactions?

a.

Reasonable assurance that material commitments and contingent
liabilities related to international operations have been properly
recorded and disclosed.

b.

Reasonable assurance that gains and losses from foreign exchange
activities of the international department are properly recorded
and disclosed.

B. .030

Cash

1.

Were bank accounts in the financial institutions confirmed at the audit
date and were reconciling items existing at the balance-sheet date
cleared by reference to subsequent statements obtained directly from
the financial institutions?

2.

Does the audit documentation indicate that the following were con
sidered?

a.

Confirmation of liabilities and contingent liabilities to other banks.

b.

Proper recording of interest.

3.

Does the audit documentation indicate whether cash on hand repre
sents currency and coins on hand?

4.

Was it determined whether clearings, exchanges and in-transit items
represent valid claims against the drawee bank?

AAM §9230.030
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Yes
5.

Does the audit documentation reflect whether cash items (checks
cashed after close of business, maturing coupons and bonds, returned
checks and other items held temporarily pending their liquidation) are
properly classified?

C.

.040

1.

Does the audit documentation indicate physical evidence of the own
ership of securities on hand or held in custody or safekeeping by others
for the account of the bank?

2.

Does the audit documentation indicate whether interest and dividend
income and security gains and losses were properly recorded?

3.

Does the audit documentation indicate whether investments have
suffered a permanent reduction in recorded value?

4.

Does the audit documentation indicate whether allowances for losses
have been provided where necessary?

5.

Does the audit documentation indicate whether securities have been
properly classified and valued?

6.

Does the audit documentation indicate whether amounts for invest
ment securities and the related income, gains and losses are properly
presented in the financial statements?

7.

Were substantive tests of investment securities adequate based on the
assessed level of control risk?

D. .050

No

N/A

Investment and Trading Securities

Federal Funds and Repurchase/Reverse Repurchase Agreements

1.

Does the audit documentation indicate whether federal funds and
repurchase/reverse repurchase agreements represent valid claims
against the borrower or obligations to the lender?

2.

Does the audit documentation indicate whether amounts shown on
the financial statements are properly classified and described?

3.

Based on the assessed level of control risk were substantive tests of
federal funds and repurchase/reverse repurchase agreements and
trading securities adequate?

E.

.060

1.

Was an evaluation of the adequacy of the allowance for loan losses and
the selection of loans to be evaluated performed and documented?

2.

Did the evaluation in 1 above include:

Loans

a.

The bank's lending policies and procedures including its control
over loan file documentation and maintenance?

b.

Consideration of the qualification of the bank loan officers?
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Yes

c.

Consideration of the effectiveness of the bank's internal audit and
loan review program?

d.

Consideration of the results of prior years' examinations and
industry statistics?

e.

Consideration of overall portfolio mix (industry and location),
loan loss experience, and charge-off policy?

3.

Was consideration given to the relative degrees of inherent risk, by
type, for: unsecured, depressed areas or industries; concentration or
political risk; geographic or economic risks?

4.

Was consideration given to the participations purchased or sold?

5.

Was consideration given to overdrafts?

6.

Was consideration given to the accounting for and disclosures of
related party transactions?

7.

Was consideration given to the extent to which loan renewals and
extensions are used to maintain loans on a current basis?

8.

Was consideration given to appraisals obtained on originations and
foreclosures, including the qualifications, independence and findings
of the appraisers?

9.

Was consideration given to the disclosure of indirect liabilities?

No

10-02

N/A

_________

10. Were management's responses to discussions concerning the ade
quacy of the allowance appropriate?

11. Was consideration given to the propriety of acquisition, development,
and construction loans?
12. Was consideration given to the use of watch lists, delinquency reports
and other sources of potential problems?
13. Were individual loan files reviewed, including borrowers financial
statements, evidence of collateral and cash flow information?

14. Did the final assessment of the adequacy of loan losses consider
specific loans and historical trends?
15. Was there comprehensive documentation to 14 above?
16. If real estate or other assets acquired through foreclosure were signifi
cant to the client:

a.

Was the carrying value at the time of foreclosure evaluated and
properly classified in the financial statements?

b.

Was the continuing carrying value assessed?
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Yes

c.
17.

No

N/A

Were loans restructured by the client reviewed for proper recording?

For loans, was the following considered?

a.

The bank's compliance with its internal control, i.e., approval,
reports, documentation, disbursement, and collection.

b.

Selection of a sample from all significant loan areas.

c.

Did the tests include executed notes, loan applications, financial
statements of borrowers, chattels, other credit information and
approvals.

d.

Confirmation with bank customers.

e.

Proper accounting recognition of unearned income, interest in
come, recognition of acquisition and other fees such as "points".

f.

Tests of interest income to average loan balance and yield to
interest rates in effect.

g.

Testing of related party transactions and conflicts of interest.

h.

Testing of the bank's credit card operations.

i.

Testing of lease financing operations.

j.

Testing of loan participations.

k.

Review of underlying collateral.

18.

Based on the assessed level of control risk, were substantive tests of
loans adequate?

F.

.070

1.

Does the audit documentation indicate whether deposits are recorded
at the proper amounts, segregated as to type and represent valid
claims?

2.

Was it determined whether the related accrued interest and interest
expense is stated on a reasonable and consistent basis?

3.

Was it determined whether the amounts shown on the financial state
ments are properly classified and adequately described?

4.

Based on the assessed level of control risk were substantive tests of
deposits adequate?

Deposits
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AAM Section 9240

Partner’s Engagement Review Program
Supplement for Government Auditing
Standards and Circular A-133 Audits
To be completed in conjunction with Partner's Engagement Review Program [AAM section 9210]

Note: The questions in this program are derived from the AICPA Audit Guide Government Auditing
Standards and Circular A-133 Audits (AAG-SLA). That Guide reflects the provisions of the 2003 revision to
Government Auditing Standards (also referred to as the Yellow Book), issued by the Comptroller General of
the United States, the Single Audit Act Amendments of 1996 (the Single Audit Act), and the June 27, 2003
revisions to Office of Management and Budget (OMB) Circular A-133, Audits of States, Local Governments, and
Non-Profit Organizations (Circular A-133).
Government Auditing Standards applies to the audits of governmental entities, programs, activities, and
functions, and of governmental assistance administered by contractors, not-for-profit organizations (NPOs),
and other nongovernmental entities, when required by statute or other mandates or when auditors hold
themselves out as following those standards. Entities for which an auditor may need to apply Government
Auditing Standards when auditing financial statements include federal, state, and local governments, NPOs,
health care organizations, and organizations with mortgage banking, real estate, or student lending and
servicing activities.1 The audit partner should complete Part I of this program for audits of financial
statements in accordance with Government Auditing Standards.
State and local governments and NPOs also may be subject to the provisions of Circular A-133. The Single
Audit Act and Circular A-133 require the use of Government Auditing Standards, even if the auditee is not
otherwise subject to Government Auditing Standards. Therefore, in a Circular A-133 audit, the audit partner
should complete both parts of this program.

Yes

I.

No

N/A

Government Auditing Standards Audits
A. .010
1.

General and Planning Considerations

Do the audit organization and all individual auditors and specialists
used on the engagement satisfy the independence requirements of
Government Auditing Standards?1*4

1 The Public Accounting Oversight Board (PCAOB) establishes standards for audits of "issuers," as that term is defined by the
Sarbanes-Oxley Act of 2002 (the Act) or whose audit is prescribed by the rules of the Securities and Exchange Commission (SEC). Other
entities are referred to as "nonissuers." Although many entities that are subject to Government Auditing Standards are nonissuers, some
are issuers. Such issuers may include, for example, lending institutions that participate in federally-sponsored loan programs such as
housing and education. In May 2005, GAO posted an Internet Notice at www.gao.gov/govaud/ybk01.htm titled Guidance on Comply
ing with Government Auditing Standards Reporting Requirements for the Report on Internal Control for Audits of Certain Entities Subject to
the Requirements of the Sarbanes-Oxley Act of 2002 and Government Auditing Standards. That Notice states that Government Auditing
Standards (GAS) may be used in conjunction with professional standards issued by other authoritative bodies, such as PCAOB, even
though those standards are not incorporated into GAS and provides guidance for the reporting of internal control deficiencies and
compliance with GAS requirements related to reporting internal control deficiencies. The Notice to Readers and Appendix A to Chapter
4 of the AICPA Audit Guide Government Auditing Standards and Circular A-133 Audits (AAG-SLA) discuss the consideration of
PCAOB standards in a GAS audit of both issuers and nonissuers.
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Yes
2.

Did the audit staff collectively possess adequate professional compe
tence for the tasks required and does each staff member meet the
continuing professional education (CPE) requirements of Government
Auditing Standards'?

3.

Does the audit organization satisfy the quality control and assurance
requirements of Government Auditing Standards?

4.

Did the auditors communicate information regarding the nature, tim
ing, and extent of planned testing and reporting and the level of
assurance to officials of the audited entity and to the individuals
contracting for or requesting the audit?

5.

In planning the audit, did the auditors consider the results of previous
audits and follow up on known significant findings and recommenda
tions that directly relate to the objectives of the current audit?

6.

Did audit procedures satisfy the Government Auditing Standards re
quirements for considering (a) abuse and (b) material misstatements
resulting from violations of provisions of contracts or grant agreements?

7.

B.

1.

No

9-05

N/A

Does audit documentation contain—

a.

The auditors' consideration that planned audit procedures are
designed to achieve audit objectives when evidential matter ob
tained is highly dependent on computerized information systems
and is material to the objective of the audit but the auditors are not
relying on the effectiveness of internal control over the computer
ized systems that produced the information?

b.

Sufficient information to enable an experienced auditor who has
had no previous connection with the audit to ascertain the evidence
that supports the auditors' significant judgments and conclusions?

c.

Support for findings, conclusions, and recommendations before
the report is issued?

.020

Reporting

Does the auditor's report on the financial statements conform to the
standard report language illustrated in AAG-SLA, including:

a.

A statement that the audit was conducted in accordance with
generally accepted auditing standards (GAAS), including an iden
tification of the United States of America as the country of origin
of those standards, and the standards applicable to financial audits
contained in Government Auditing Standards?

b.

A reference to the separate Government Auditing Standards report
that includes:

(1)

AAM §9240.020

A statement that the purpose of that report is to describe the
scope of testing of internal control over financial reporting
and compliance and the results of that testing, and not to
provide an opinion on the internal control over financial
reporting or on compliance? (Paragraph 5.08 of Government
Auditing Standards permits, but does not require, an opinion
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Yes

No

N/A

on internal control over financial reporting or on compliance
if sufficient work was performed. This statement should be
modified if the report provides an opinion on internal control
over financial reporting or on compliance.)

(2)

2.

IL

A statement that the separate report is an integral part of an
audit performed in accordance with Government Auditing
Standards and should be considered in assessing the results of
the audit?

Does the Government Auditing Standards report conform to the stand
ard report language illustrated in AAG-SLA, including:

a.

A statement that the audit was conducted in accordance with U.S.
GAAS and the standards applicable to financial audits contained
in Government Auditing Standards?

b.

A description of the scope of the auditor's testing of internal
control over financial reporting and compliance with laws, regu
lations, and provisions of contracts or grant agreements and the
results of those tests or an opinion, if sufficient work was per
formed?

c.

A reporting of (1) deficiencies in internal control considered to be
reportable conditions as defined in AICPA standards, (2) all in
stances of fraud and illegal acts unless clearly inconsequential, and
(3) significant violations of provisions of contracts or grant agree
ments and abuse? (For an audit in accordance with Circular A-133,
the auditor should apply a financial statement materiality consid
eration in reporting in the Government Auditing Standards report
fraud and illegal acts involving federal awards that are subject to
Circular A-133 reporting. In addition, in a Circular A-133 audit,
the auditors should include all findings, including those required
to be reported under Government Auditing Standards, in the sched
ule of findings and questioned costs.)

d.

A reference to the management letter, if that letter communicates
certain matters to the auditee as required by Government Auditing
Standards?

3.

Does the auditor's report include the views of responsible officials
concerning the findings, conclusions, and recommendations, as well
as planned corrective actions? (In a Circular A-133 audit, the report
may be able to refer to the corrective action plan to satisfy as the
required presentation of the auditee's views and planned corrective
actions.)

4.

Did the engagement letter and correspondence transmitting the audi
tor's reports to the auditee and other recipients clarify that copies of
the reports are made available for public inspection?

Circular A-133 Audits

A. .030
1.

General and Planning Considerations

If the entity expended $500,000 or more of federal awards during the
fiscal year, did the auditors perform a single or program-specific
audit?
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Yes
2.

Did the auditors perform the financial statement audit in accordance
with the standards applicable to financial audits contained in GAAS
and Government Auditing Standards?

3.

Did the auditors perform the compliance audit in accordance with the
standards applicable to financial audits contained in Government
Auditing Standards, in particular the standards requiring communica
tion with the auditee, audit documentation, the consideration of abuse,
and the reporting of management views and planned corrective ac
tions?

4.

Did the auditors properly apply the risk-based approach to determine
which federal programs were major programs?

5.

Did the major programs audited meet the percentage-of-coverage
requirement? (Usually federal awards expended under major pro
grams should encompass at least 50 percent of the total federal awards
expended. If the auditee meets the Circular A-133 criteria for a low-risk
auditee, the percentage-of-coverage requirement is only 25 percent.)

6.

Did the auditors appropriately use the OMB Circular A-133 Compliance
Supplement and provisions of contracts or grant agreements that are
unique to the auditee to determine the major programs' compliance
requirements?

7.

Did the auditors appropriately perform procedures to obtain an un
derstanding of internal control over federal programs that was suffi
cient to plan the audit to support a low assessed level of control risk
for major programs and, unless the internal control was likely to be
ineffective in preventing or detecting noncompliance, (a) plan the
testing of internal control over major programs to support a low
assessed level of control risk for the assertions relevant to the compli
ance requirements for each major program and (b) perform tests of
internal control as planned?

8.

Did the auditors perform audit procedures that were adequate to
determine whether the auditee has complied with laws, regulations,
and the provisions of contracts or grant agreements pertaining to
federal awards that may have a direct and material effect on each of
its major programs?

9.

Did the auditors use adequate sample sizes for the audit procedures?

No

9-05

N/A

10. Did the auditors appropriately consider the cumulative effect of all
instances of noncompliance on the financial statements?
11. Did the auditors follow up on prior audit findings and perform pro
cedures to assess the reasonableness of the summary schedule of prior
audit findings?
12. Did the auditors obtain written representations from management
about matters related to federal awards?
AAM §9240.030
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B. .040

No

N/A

Reporting

1.

Do the auditor's reports include (a) a report on the financial statements
and (b) a report on internal control over financial reporting and com
pliance and other matters as required by Government Auditing Stand
ards as provided in Part I of this program?

2.

Does the auditor's report on compliance and internal control over
compliance applicable to each major program conform to the standard
report language illustrated in AAG-SLA, including:

3.
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a.

A statement that the audit was conducted in accordance with U.S.
GAAS, the standards applicable to financial audits contained in
Government Auditing Standards, and Circular A-133?

b.

An opinion or disclaimer of opinion on whether the auditee com
plied with the types of compliance requirements that are applica
ble to each of its major federal programs?

c.

A description of the scope of the testing of internal control and the
results of the tests?

d.

References, as appropriate, to the schedule of findings and ques
tioned costs?

Do the auditor's reports include a schedule of findings and questioned
costs that includes:

a.

A summary of the auditor's results?

b.

Findings related to the financial statements that are required to be
reported in accordance with Government Auditing Standards'?

c.

Findings and questioned costs for federal awards that include
audit findings as defined in section 510(a) of Circular A-133 and
certain findings of abuse as required by Government Auditing
Standards?

4.

Do the auditor's reports express an opinion or a disclaimer of opinion
on whether the schedule of expenditures of federal awards is pre
sented fairly in all material respects in relation to the auditee's financial
statements taken as a whole?

5.

Did the auditor complete and sign the appropriate sections of the data
collection form?

[The next page is 9401.]

AICPA Audit and Accounting Manual

AAM §9240.040

46 9-00

Report Processing

9401

AAM Section 9500

Report Processing
Drafting the Report
.01 This section provides guidance for preparing and processing the financial statements and notes and
the appropriate auditor's report.
.02 Auditors should establish policies and procedures that would define responsibility regarding the
preparation and review of the financial statements and the notes thereto and preparation of the auditor's
report. (See AAM section 10,100 for a detailed discussion of the auditor's report.)

Uniformity
.03 Strict uniformity may stifle creative thinking, but a consistent format adds quality to the financial
statement notes and auditor's report (the "report").
a.

The client's name should appear at the top of every statement with identical spelling and punctuation.
The certificate of incorporation should be inspected to determine the exact name of the corporation.
Accuracy in seemingly small matters, such as whether "the" is part of the name, the word "Company"
or "Incorporated" is abbreviated or spelled out, or commas are part of the name, is important to the
accountant's reputation.

b.

Descriptive phraseology should be uniform. If the phrase "cost of goods sold" is used in the income
statement, then a schedule of these costs should show "cost of goods sold," not "cost of sales."

c.

The manner in which the date or period covered is indicated should also be uniform. If the income
statement is headed "for the year ended December 31,20___ ," then all supporting schedules should
be headed that way, rather than "for the year 20___ ."

d.

Schedule and statement headings should conform to a pattern. For example, if "schedule of cost of
goods sold" is used, then all other schedules should begin with "schedule of."

e.

Statement and schedule headings should be the same in the letter, table of contents, index, and other
references.

f.

Each page should be well balanced, paragraphs should break in the right places, tables should be
centered and not broken except when a table is longer than a page, page numbers should be in the
same place on each sheet, type should be clean and alignment even, and there should be no
"strikeovers" or visible erasures.

g.

As part of firm policy, the following should be standardized:
Title
Captions
Indexing
Spacing
Salutation
Indentation
Page Numbering
Paragraphing
Closing and Signing
Capitalization
Dating
Underscoring
Whole Dollar Reporting
Punctuation
Headings
Dollar Signs
Double or Single Spacing
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Draft of Report
.04 In some cases a draft of the report, clearly identified as a draft, can be used effectively to afford the
client an opportunity to comment on the report before it is in final form.

Report Production
.05 A report guide sheet usually accompanies all reports submitted for processing. Included in the report
guide sheet is the basic information which relates to the specific client, such as:

a.

Client name

b.

Audit date

c.

Engagement partner and manager

d. Date audit commenced

e.

Date audit completed

f.

Date report submitted for review

g. Date review completed
h.

Date submitted for typing

i.

Date submitted for checking

j.

Date sent to client

k.

Special comments, such as "rush,""date promised to client," and "hold for confirmation."

.0
6 The purpose of the report guide sheetis to enablethe auditteam to know the status of the report at
all times, and to ascertain if there are any time lags in the processing of the report. The following procedures
are used in its preparation.
Engagement information. The in-charge accountant enters the engagement information, delivery instructions,
and "hold items" (items to be cleared prior to releasing report). He signs the report guide sheet as initial
reviewer.

Review. The report is approved at various levels or review. If there is more than one reviewer (for example,
two department reviewers for phases of a large job), the primary reviewer should sign the report guide sheet.
If another partner or manager performed the entire review in the absence of the primary reviewer, then such
other reviewer should sign the report guide sheet as overall reviewer.
Processing. The various processing levels are signed off. If more than one typist is involved, the head of the
typing department or the primary typist may sign the report guide sheet. If more than one person is involved
in comparing and proofing, the person primarily responsible should sign the report guide sheet. The review
partner or his delegate should sign as final reader.
Final release. The person who signs for final release must ascertain that all other required signatures are on
the report guide sheet before releasing the report.
Report production. The reverse side of the report guide sheet is usually completed by the in-charge account
ant. A photocopy may be given to the report production department as advance notice of production
requirements (for example, where numerous printed covers will be needed).
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.0 7 The report guide sheet is bound with the operating office's file copy of the report. With the busy
atmosphere prevailing at most firms, it is of vital importance that all work as it moves through the production
process be under tight control independent of the work product and its guide sheet.
.0 8 A simple schedule can be maintained to control the flow of work from the date an audit engagement
is begun to the date the report is finally mailed to the client. The schedule has key items arranged in columnar
form and can be maintained by the office manager or another person in charge of staff assignments. Frequent
references to the schedule should reveal any unusual delays in completing an engagement or typing a report.

.0 9 To account for each report from the time it is placed for typing to the time it is mailed or delivered
to the client, some firms maintain a record in the typing department, in place of or as a supplement to the
foregoing record. (See Report Production Control in AAM section 9500.13.)
.1 0 If this record indicates any time lags, the matter should be investigated; it may indicate either an
abnormal backlog of work or some other problem.

.1

1

In preparing the report production control form, the following procedures are suggested:

• It should be manually prepared and updated daily by a control clerk.
• It should be retained in a notebook in a readily accessible location so that audit personnel can check
report status without interfering with review and production operations.

• When a report and related workpapers are received by the reviewer, the client name, report
description, fiscal year end, report-letter date, and due date should be entered.
• The review partner should assign a reviewer and record the date forwarded to the reviewer and the
forwarding date for tax review.

• The person's name to whom the report is given for rework (if required) should be entered and the
dates forwarded for tax and audit reviews of rework are recorded (if required).
• Other dates should be recorded through final release.
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.12
Report Guide Sheet

(To be bound with the—colored copy of report)
Engagement Information

Date Due

Client

Assignment Number

Partner

Assignment Name

Manager

In-Charge Accountant

Period_________________________________
Period_________________________________
Period_________________________________
Period_________________________________
Date___________________________________

Compiled Financial Statements
Reviewed Financial Statements
Audited Financial Statements
Review of Interim Financial Information
Special Reports—Description:

Delivery Instructions:
Name—attention of: _____________________________________
Address:_________________________________________________

Mail
Delivery by:

Hold Items

Date

Cleared by
____ Attorney Letter
____ Letter of Representation

Report Review:

Signature

Date

Signature

Date

Prepared by
Manager
Review Department
Tax Department
Partner

Report Processing:

Typing Department
Comparing and Proofing
Final Reading
Final Release:
The report(s) described above were released by me after all hold items were cleared. All appropriate levels
of review were signed off, and all processing steps completed.

Signature
AAM §9500.12
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Report Processing

Report Guide Sheet (continued)
Report Description (Exactly as it will appear):

____ Financial Statements and Accountant's Report (Compilation) (Review) Report
____ Financial Statement and Independent Auditor's Report
____ Unaudited (Interim) Financial (Statements) (Information) (and Accountant's Review Report)
____ Other Title

Client Date
Report Production:
Covers: ____ Printed

____ Typed

Report Copies:

In covers
Client

________________

_________________

________________

________________

________________

File

________________

_________________

________________

________________

________________

Other

________________

_________________

________________

________________

________________

Workpaper copies
(at least two)

Extra file copies

Working Paper

___________________________

_____________________________________________

Extra

___________________________

_____________________________________________

Uncovered

Other Production Instructions:

AICPA Audit and Accounting Manual

AAM §9500.12

9406

32

8-96

Report Production Control

Supervision, Review and Report Processing

AAM §9500.13

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

32 8-96

Report Processing

9407

Signing Reports
.14 After the report has been reviewed, typed, proofread, and corrected, it is usually submitted to a
partner for reading and signature.
.15 Some firms do not bind the report until after it is signed. This saves unbinding in case the signing
partner orders any revisions. In offices where the reports have been sufficiently and systematically reviewed
and referenced before or after typing, they may be submitted to the partner for his signature in final bound
form. This saves time and additional handling.

.16 The transmittal letters and addressed envelopes should be submitted to the partner with the reports.
This gives him an opportunity to review the mailing directions, so that reports are directed to the proper
person.

.17 Report letters are usually signed by a partner using the firm name. Where reproducing equipment
is used, a signature on the original is sufficient. It is important to establish rules applying to report signatures
since all reports (add correspondence) issued to clients carry with them the reputation, authority, and
responsibility of the firm.

Delivery of Completed Work
.18 Audit reports are rightfully considered by clients to be confidential documents. For this reason, care
should be taken to address them to a responsible person, usually the treasurer or principal executive, in an
envelope clearly marked "confidential." Where there is some question as to the person or persons to whom
the report should be delivered, address it to the specific source of authority authorizing the report. In a
majority of cases, especially for recurring engagements, the reports are mailed. However, some firms make
it a practice to have a partner deliver the report personally and discuss it with the client.
.19 The report should be mailed in envelopes or boxes sturdy enough to withstand the rough treatment
they may receive in transit.
.20 Many firms send separate transmittal letters with their reports. The letter should contain no com
ments on the report because it might be construed as a modification of the opinion on the report. It is advisable
to write a letter requesting that a printer's proof be submitted to the accounting firm for review before any
printed reports are released by the client to stockholders or the public.
.21 Reports are generally issued only to the client who engaged the services. The unauthorized distribu
tion of a report represents a violation of the confidential relationship between a firm and its client. Firms are
sometimes asked by clients to mail copies of their reports directly to third parties. Clients should be
discouraged from making such requests. In rare instances, where a firm assumes this added responsibility,
distributions are made only upon specific written instruction from the client, and reference to the client's
instructions should be included in the transmittal to the third party. Printed annual reports to shareholders,
prospectuses, and other reports that are a matter of public record, such as those filed with certain govern
mental agencies, are obvious exceptions to this rule.

[The next page is 10,001.]
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AAM Section 10,000

Accountants’ Reports
These examples are for illustrative purposes only. They are included as
conveniences for users of this manual who may want points of departure when
drafting reports to meet their individual needs. This manual is a nonauthoritative
kit of practice aids and accordingly, does not include extensive explanation or
discussion of authoritative pronouncements. Users of this manual are urged to refer
directly to applicable authoritative pronouncements when appropriate.
These examples illustrate the body of various reports. For comment on addressing
and dating of the report, see AAM section 10,100.
Examples which are assembled from illustrative reporting language set forth in
Statements on Auditing Standards (SASs) and Statements on Standards for
Accounting and Review Services (SSARSs) include citation of the particular source
and its location in AICPA Professional Standards.

TABLE OF CONTENTS
Paragraph

Section

10,100 Format of Accountants'Reports.................................................................................................................. 01-.37
Report Preparation..............................................................................................................................
.01

Reports on Audited Financial Statements....................................................................................
Standard Report....................................................................................................................................

.02

Modifications of the Standard Auditor's Report

.......................................................................

.04

Scope Limitations.................................................................................................................................

.05

.03

Departures From GAAP............................................................................................................................ 06-.09
Errors, Fraud, and Illegal Acts...................................................................................................................10-.11
Consistency Exceptions................................................................................................................................12-.14
Uncertainties................................................................................................................................................... 15-.22
Reporting on Supplementary Information............................................................................................ 23-.24

Reporting on a Single Statement

....................................................................................................

.25

Relying on the Work of a Specialist......................................................................................................... 26-.27
Lack of Independence..........................................................................................................................
.28
Reissuance of Audit Reports as Predecessors......................................................................................29-.31
Reissuance of the Audit Report Subsequent to the Date of Original Issue.................................. 32-.33
Subsequent Discovery of Facts Existing at Report Date.................................................................. 34-.37

10,210 Unqualified Opinions................................................................................................................................. 010-.240
Auditor's Standard Report—Comparative Financial Statements..........................................
.010
Auditor's Standard Report—Single Year Financial Statements.............................................
.020
Report on a Single Statement Audit (Balance Sheet Only Presented)....................................
.030
Reference to Other Auditors—Successor Auditor's Report When Predecessor's
Report (Unqualified) Is Not Presented.......................................................................................
.040
AICPA Audit and Accounting Manual

Contents

10,002
Section

Table of Contents

64

Paragraph

10,210 Unqualified Opinions—continued
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AAM Section 10,100

Format of Accountants ’ Reports
Report Preparation
.01 Firms should develop standard policies and procedures for preparing and issuing reports. The
following are some suggested report preparation policies:

•

Letterhead. The report should be presented on firm letterhead.

•

Addressee. The report should be addressed to the board of directors, stockholders, partners, general
partner, proprietor, or to the company whose financial statements are being audited. If the firm was
engaged by others, the report should be addressed thereto.

The Board of Directors
XYZ Credit Union
City, State Zip Code
•

Salutation. A salutation should not be included on the report.

•

Report signing. The firm name should be manually signed by the engagement partner. The words
"Certified Public Accountants" should be excluded from the signature if they are a normal part of
the firm's letterhead.

•

Report dating. Audit reports should be dated as of the last day of field work.

— The date should be presented at the bottom of the page along with the city and state, if not
included in firm letterhead, as follows:
City, State
April 5, 20XX

— If significant subsequent events are discovered before the report is issued, but after the comple
tion of field work, the report should be dual-dated for the subsequent event.
— Subsequent events affecting previously issued reports that are being reissued will also cause the
report to be dual-dated. The following illustrates dual-dating:
City, State
February 26, 20XX, except for Note X as to which the date is
April 5, 20XX

•

Level of service. The level of service performed and the nature of the report are typically outlined in
the engagement letter. The letter should be revised for any significant changes from the original
understanding with the client, such as, in the event of a step-up or step-down in the level of service.
— The partner should approve any step-up or step-down in level of service. A step-up in level of
service may occur after obtaining a revised understanding with the client. A step-down in level
of service should occur only after carefully evaluating the reasons for the change because the
reasons for the change may also affect the report on lower levels of service. Limitations on the
scope of an audit, for example, may also preclude issuing a review or compilation report.

— If more than one level of service is performed for financial statements of the same period (e.g.,
compilation and audit), the financial statements need only be accompanied by the report on the
highest level of service performed.
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Reports on Audited Financial Statements
.02 Generally accepted auditing standards (GAAS) establish reporting responsibilities. The four stand
ards of reporting stated in AU section 150.02 are:

a. The report shall state whether the financial statements are presented in accordance with generally
accepted accounting principles (GAAP).
b. The report shall identify those circumstances in which GAAP has not been consistently applied in
the current period in relation to the preceding period.

c.

Informative disclosures in the financial statements are to be regarded as reasonably adequate unless
otherwise stated in the report.

d. The report shall contain either an expression of opinion regarding the financial statements taken as
a whole, or a statement that an opinion cannot be expressed. When an opinion cannot be expressed,
the reasons should be stated. In all cases where an auditor's name is associated with financial
statements, the report should contain a clear-cut indication of the character of the auditor's work, if
any, and the degree of responsibility, the auditor is taking.

Standard Report
.03 The standard auditor's report prescribed by SAS No. 58, Reports on Audited Financial Statements, as
amended by SAS No. 79, Amendment to Statement on Auditing Standards No. 58, Reports on Audited Financial
Statements, SAS No. 93, Omnibus Statement on Auditing Standards—2000, and SAS No. 98, Omnibus Statement
on Auditing Standards—2002 (AU section 508), should be used when the auditor has formed an opinion, based
on the application of GAAS,’ that the financial statements present fairly, in all material respects, an entity's
financial position, results of operations, and cash flows in accordance with GAAP. The opinion should include
an identification of the United States of America as the country of origin of those accounting principles (for
example, accounting principles generally accepted in the United States of America or U.S. generally accepted
accounting principles). It should address all financial statements presented. A standard auditor's report for the
presentation of comparative financial statements is illustrated in AAM section 10,210.010.

Modifications of the Standard Auditor's Report
.04 SAS No. 58 (AU section 508), as amended, describes situations that may require auditors to modify
the standard report, and also provides illustrations of the appropriate modifying language. These modifica
tions, which are discussed in greater depth in the following sections, are:
•

Explanatory language. A wide variety of situations may arise that require a modification of the standard
auditor's report, without affecting the expression of an unqualified opinion. Some of the more common
of such situations are going-concern problems, part of the financial statements have been audited by
another auditor, or a significant change in accounting principles. The explanatory paragraph for situations
that do not affect the auditor's opinion should be placed after the opinion paragraph.

•

Qualified opinion. Qualified opinions result from two general categories of situations: scope limita
tions and departures from GAAP. A scope limitation arises when the auditor has been unable to
perform all of the auditing procedures he or she believes are necessary to express an unqualified
opinion on the financial statements. Financial statements containing a material departure from
GAAP, including inadequate disclosures in the financial statements, may lead the auditor to qualify
his or her opinion. Both situations require that an explanatory paragraph, preceding the opinion
paragraph, be included that describes the nature of the scope limitation or the departure from GAAP.

SAS No. 93, Omnibus Statement on Auditing Standards—2000, requires an identification of the United States of America as the country
of origin of those standards (for example, auditing standards generally accepted in the United States of America or U.S. generally
accepted auditing standards).
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Disclaimer of opinion. A disclaimer of opinion may be required when:

— The scope of the audit has been restricted so significantly that the auditor does not have a basis
for forming an opinion on the financial statements. In this case, an explanatory paragraph,
preceding the disclaimer paragraph, should be included in the auditor's report to explain all
significant reasons for the disclaimer.
— The auditor is not independent, in which case a one-paragraph disclaimer is issued (applies for
publicly held entities only). A compilation report with a lack of independence noted should be
issued for nonpublic entities.
•

Adverse opinion. An adverse opinion should be expressed on financial statements that do not present
fairly the entity's financial position, results of operations, or cash flows in conformity with GAAP. In
other words, the auditor concludes that the financial statements are not fairly presented in accordance
with GAAP. Issuance of an adverse opinion requires inclusion of an explanatory paragraph, preced
ing the opinion paragraph, that explains all of the reasons for the adverse opinion and, if practicable,
the effects of the subject matter of the adverse opinion on the financial statements.

Scope Limitations
.05 Restrictions on the scope of an audit, whether imposed by the client or by circumstances such as the
timing of the auditor's work, the inability to obtain sufficient, competent evidential matter, or an inadequacy
in the client's accounting records, may require a qualified opinion or a disclaimer of opinion. Deciding
whether to qualify or disclaim is a matter of judgment, and generally the primary factor in this decision is
the materiality of the financial statement items affected. However, other factors should be considered, such
as the pervasiveness of the effects of the omitted auditing procedures and the nature of the financial statement
items affected.

Departures From GAAP
.06 Unacceptable Principles. Significant departures from GAAP require that the auditor issue either a
qualified or adverse opinion. Choosing between a qualified or adverse opinion depends on the magnitude
of the departure. While the materiality of the effects of the departure is a primary consideration, the auditor
should also consider the pervasiveness of the departure, such as the number of financial statement items
affected, the importance of the departure to the organization's activities and its ability to obtain funding, and
the dollar effect of the departure on individual financial statement items as well as the statements as a whole.

.07 For both qualified and adverse opinions, an explanatory paragraph should be included, preceding
the opinion paragraph, that describes all of the substantive reasons for the auditor's opinion, and the effects
on the financial statements, if readily determinable. If it is not practical to determine the effects of the
departure, the explanatory paragraph should contain a statement to that effect. If information about the
effects of the departure are described in the notes, the explanatory paragraph can be shortened by referring
to the note.
.08 Inadequate Disclosure. Departures from GAAP include not just inappropriate application of ac
counting principles, but also omitted or inadequate disclosures in the financial statements. Such situations
require the auditor to add an explanatory paragraph, preceding the opinion paragraph, that describes the
nature of the inadequate or omitted disclosure and, if practical, the information that should have been
disclosed. The significance of the omitted or inadequate disclosure will determine whether a qualified or
adverse opinion is appropriate.
.09 Report Modification. The opinion paragraph for a qualified opinion due to a departure from GAAP
should include the words “except" or “exception" and a reference to the explanatory paragraph that describes
AICPA Audit and Accounting Manual
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that departure. Adverse opinions should include language such as "do not present fairly" and should also
include a reference to the explanatory paragraph. A qualified opinion indicating a departure from GAAP is
presented in AAM section 10,240.020. An adverse opinion indicating a departure from GAAP is presented
in AAM section 10,220.01.

Errors, Fraud, and Illegal Acts
.10 If the financial statements are materially affected by an error, fraud or illegal act that has not been
properly accounted for and disclosed, a qualified or adverse opinion should be considered. If the auditor is
precluded from applying necessary procedures or from obtaining sufficient information to conclude whether
an error, fraud or illegal act that could be material to the financial statements has occurred, a qualified or
disclaimer of opinion should be issued. All such matters should be discussed immediately with the
engagement partner.

.11 If a client will not accept modification of the report under the circumstances above, the firm should
consider withdrawing from the engagement and consulting with legal counsel.

Consistency Exceptions
.12

Accounting changes affecting consistency include:

•

A change from one generally accepted accounting principle to another method, practice or principle
that is different from the one previously used.

•

A change from an unacceptable to an acceptable principle (correction of an error).

•

A change in financial statement classification that significantly affects financial position or results of
operations (e.g., classification of an item in earnings from operations as other income or expense).

•

A change in reporting entity.

.

13

Accounting changes not normally affecting consistency include:

•

Initial adoption of an existing accounting principle for a new event or transaction.

•

Insignificant reclassification.

•

Correction of errors not involving a principle.

•

Changes in accounting estimates.

.14 The nature of the accounting change will determine whether prior periods should be restated or a
cumulative adjustment should be included in current activities. In either event, the change should be
disclosed in the notes to the financial statements and in the auditor's report in a separate paragraph following
the opinion paragraph. The auditor's concurrence with a change is implicit unless he or she takes exception
to the change. The opinion paragraph would be standard unless the change is to an unacceptable principle
or method, the change is not justified, or a prospective change of a principle requiring retroactive adjustment
is not discussed. In such situations, either a qualified or adverse opinion should be issued.

Uncertainties
.15 Uncertainties are significant circumstances, events, or transactions affecting the financial statements,
the outcome of which cannot be reasonably estimated. Uncertainties are a particularly complex area because
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they can result in a qualified or adverse opinion due to a departure from GAAP, or a qualified opinion or
disclaimer due to a scope limitation. Uncertainties include, but are not limited to, contingencies covered by
FASB Statement No. 5, Accounting for Contingencies (AC C59), and matters related to estimates covered by
SOP 94-6, Disclosure of Certain Significant Risks and Uncertainties.

.16 Uncertainties Not Requiring Modification of the Opinion. SAS No. 58, paragraph 29, as amended
by SAS No. 79 (AU section 508.29), states that when the auditor has concluded that sufficient information
supports management's assertions about the nature of a matter involving an uncertainty and its presentation
or disclosure in the financial statements, an unqualified opinion ordinarily is appropriate.
.17 Scope Limitations. A qualified opinion or disclaimer of opinion may be required if the auditor is
unable to obtain sufficient information to support management's assertions about the nature of a matter
involving an uncertainty and its presentation or disclosure in the financial statements. In some ways,
information about uncertainties may always be considered insufficient because it is dependent on future,
unknown events. However, if the auditor determines that information did or does exist, but it is unavailable
to him or her (e.g., because the information was destroyed or management will not allow the auditor to have
access to it), the auditor should consider modifying the report for a scope limitation.

.18 Departures From GAAP. SAS No. 58, paragraph 45, as amended by SAS No. 79 (AU section 508.45),
describes three categories of departures from GAAP involving risks or uncertainties:

•

Inadequate disclosure

•

Inappropriate accounting principles

•

Unreasonable accounting estimates

.19 A qualified or adverse opinion due to a departure from GAAP may be necessary if the auditor
concludes that a matter involving an uncertainty has not been appropriately disclosed in the financial
statements in conformity with GAAP.

.20 Also, a departure from GAAP may exist if management has made inappropriate estimates of future
events in applying accounting principles (such as the use of unreasonable expected lives of depreciable assets
for calculating depreciation) or in making other accounting estimates.
.21 Going-Concern Uncertainties. If the auditor concludes that there is substantial doubt about the
organization's ability to continue as a going concern, the situation should be described in an explanatory
paragraph, following the opinion paragraph. The explanatory paragraph should describe the principal
events and conditions related to the going concern, their possible effects on the financial statements,
management's plans for corrective actions, and the auditor's conclusion that substantial doubt exists. SAS
No. 64, Omnibus Statement on Auditing Standards—1990 (AU section 341.12 and .13), imposes the additional
requirement that the explanatory paragraph include the terms "substantial doubt" and "going concern." The
auditor should not use conditional language in expressing a conclusion concerning the existence of substan
tial doubt about the entity's ability to continue as a going concern in the going-concern explanatory
paragraph.

.22 If financial statement disclosures about the uncertainty are inadequate, a departure from GAAP
exists, and either a qualified or adverse opinion may be necessary.

Reporting on Supplementary Information
.23 Supplementary information includes detailed schedules of other data that are not necessary for a fair
presentation of the basic financial statements. Whenever supplementary information is included in an auditorAICPA Audit and Accounting Manual
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submitted document, the auditor must indicate the degree of responsibility, if any, taken for this information.
A separate report on the supplementary information or a separate paragraph in the report on the basic
financial statements may be used to report on supplementary information. If a separate report is issued, it
should be on the firm's letterhead and be signed. The report date should be the same as for the basic financial
statements.

.24 Reports on supplementary information should express or disclaim audit assurance. The nature of
the engagement and the extent and results of testing of supplementary information will determine the firm's
responsibility in each circumstance. If a separate report on the supplemental information is issued, the first
sentence of that report should refer to the report on the basic financial statements.

Reporting on a Single Statement
.25 In certain circumstances, an engagement to audit a single financial statement may be accepted.
Generally these engagements, called "limited reporting engagements," are a result of the client needing a
single financial statement to fulfill a contractual requirement, such as an organization that must provide its
landlord with an audited income statement for purposes of calculating rent. Also, entities that have never
been audited often request an audit of the statement of financial position only for the first year, with the
intention of having audits of the entire financial statements in the future. Generally such engagements are
accepted as long as there is a legitimate reason for the limited engagement, and provided there are no
restrictions on access to information underlying the financial statements or on the scope of the procedures
the auditor needs to perform. In such engagements, an unqualified opinion can be expressed on the financial
statement the auditor was engaged to audit. If the other financial statements are presented, a disclaimer of
opinion should be issued on those statements. An unqualified opinion on a single statement audit is
presented in AAM section 10,210.030.

Relying on the Work of a Specialist
.26 The firm may engage specialists to perform certain work supporting representations in the financial
statements. SAS No. 73, Using the Work of a Specialist (AU section 336), says if a review of the specialist's work
finds it satisfactory, and if no report modification is necessary because of the specialist's findings, there is no
need to refer to the specialist's work.

.27 If the specialist's work is not adequate to support the financial statement representations, a qualifi
cation or disclaimer of opinion because of a scope limitation may be required. Findings of the specialist that
indicate the financial statements are not in accordance with GAAP may require a qualified or adverse
opinion.

Lack of Independence
.28 For public entities, whenever the auditor is not independent with respect to a client whose financial
statements have been audited, a disclaimer of opinion should be issued. The PCAOB, through PCAOB Rule
3600T, has provisionally designated Rule 101 (ET section 101.01) of the AICPA Code, and Interpretations
and rulings thereunder, as they existed on April 16, 2003 and Standard Nos. 1, 2, and 3, and Interpretations
99-1, 00-1, and 00-2 of the Independent Standards Board as interim independence standards to be followed
by registered public accounting firms in connection with the audits of public companies and other "issuers."
The PCAOB's interim independence rules do not supersede the independence rules of the SEC. Therefore,
to the extent that a provision of the SEC's rule or policy is more restrictive—or less restrictive—than the
PCAOB's interim independence standards, a registered public accounting firm must comply with the more
restrictive requirement. For nonpublic entities, the firm may only issue a compilation report that includes a
statement that the firm is not independent.
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Reissuance of Audit Reports as Predecessors
.29 If the auditor is asked by a former client to reissue its report on prior-period financial statements, he
or she should inform the client of the procedures necessary to comply with that request. If the client agrees
to perform these procedures, and pay the fee for these services, the auditor would ordinarily agree to reissue
the report.

.30 Before reissuing a report, the auditor should consider whether the previous opinion on those
prior-period statements is still appropriate. Differences in the current form and presentation of the financial
statements for the prior period, or the possibility of material subsequent events affecting those financial
statements, could make the previous opinion inappropriate. The auditor should perform at least the
following procedures:

•

Read the financial statements of the current period.

•

Compare the prior-period financial statements with the financial statements to be presented in
comparative format by the successor.

•

Obtain a letter of representation from the successor auditor. The successor should represent that his
or her audit has not revealed any matters that may have a material effect on the prior-period financial
statements.

. 31 If the firm reissues its report without change, the previous report date should be used. If the financial
statements or the report of the prior period are revised, the report should be dual-dated as to the event or
matter causing the revision. There should be no reference to the report or the work of the successor auditor.

Reissuance of the Audit Report Subsequent to the Date of
Original Issue1
. 32 Occasionally the firm may be requested by a client to furnish additional copies of a previously issued
report. Approval of the engagement partner is necessary to reissue a previously issued report. In such
situations the engagement partner may prepare a memo stating the reasons for the reissuance and that he
or she is not aware of any circumstances occurring since the original report date that would require
adjustment to or disclosure in the financial statements.
. 33 Use of the original report date removes any implication that records, transactions, or events after that
date have been audited or reviewed. Although the auditor has no responsibility to make further investigation
or inquiry as to subsequent events, the engagement partner should consider a brief discussion with the
client's chief financial or executive officer before reissuing his or her report.

Subsequent Discovery of Facts Existing at Report Date
. 34 Although the auditor has no obligation to make any continuing inquiries or perform other procedures
after issuing his or her report, the auditor may become aware of information that affects the financial
statements upon which he or she has previously reported. When becoming aware of such information, the
auditor should determine the reliability of the information and whether such information existed at the date
of the report. The engagement partner should make inquiries of client management in this regard.
1 The AICPA Auditing Standards Board Auditing Interpretation, "Eliminating a Going-Concern Explanatory Paragraph From a
Reissued Report" (AU section 9341.01 and .02), deals with situations where a previously issued report contains a going-concern
explanatory paragraph, and the situation that gave rise to the going-concern has been resolved.
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. 35 If the information is reliable and did exist at the date of the report, if the report would have been
affected if the information had been known at the report date, and if there are persons relying on the financial
statements who would attach importance to the information, the auditor should take action to prevent future
reliance on the report. If the engagement partner concludes that action should be taken to prevent future
reliance on the report, he or she should advise the client to make appropriate disclosure of the newly
discovered facts and their impact on the financial statements to the persons known to be, or likely to be,
relying on the financial statements and related report. Disclosures should be made in one of the following
ways:
•

If the effects of subsequent facts can be promptly determined, disclosure should include reissuing
revised financial statements and a revised report. The reasons for the revision usually should be
described in a note to the financial statements and referred to in the auditor's report.

•

If the current financial statements have not been released, appropriate disclosure of the revision of
the prior-period financial statements can be included therein.

•

When the effects of subsequent facts cannot be readily determined, revisions of financial statements
and reports may be delayed. In this case, persons known to be, or likely to be, relying on the financial
statements should be notified by the client that the financial statements and related reports should
not be relied on, and that revised financial statements and report will be forthcoming.

. 36 If the client refuses to make the disclosures discussed above, the auditor should contact legal counsel.
He or she should also notify all members of the board of directors of such refusal and that the firm will take
the following steps to prevent future reliance on its report:
•

Notify the client that the auditor's report must no longer be associated with the financial statements.

•

Notify any applicable regulatory agencies that the report should no longer be relied upon.

•

Notify each person known to be relying on the financial statements that the report should no longer
be relied upon.

. 37 If the auditor's investigation of the subsequently discovered information is satisfactory, and he or
she has determined that the information is reliable, the notifications in AAM section 10,100.36 should include
a description of the effects of the information on the financial statements. If the client has not cooperated and,
as a result, the auditor has been unable to conduct a satisfactory investigation, the auditor does not need to
indicate the details of the information. Instead, he or she should indicate that the auditor's report must no
longer be relied upon nor should the auditor be associated with the financial statements.

[The next page is 10,211.]
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Unqualified Opinions

AAM Section 10,210
Unqualified Opinions
.010 Auditor's Standard Report—Comparative Financial Statements
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31, 20X2 and 20X1, and the results of its operations and its cash
flows for the years then ended in conformity with accounting principles generally accepted in the United
States of America.

[Signature]

[Date]
[Source: SAS No. 58, paragraph 8, as amended by SAS No. 79 and SAS No. 93 (AU section 508.08).]
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Auditor's Standard Report—Single Year Financial Statements
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheet of X Company as of December 31, 20XX, and the related
statements of income, retained earnings, and cash flows for the year then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31, 20XX, and the results of its operations and its cash flows for
the year then ended in conformity with accounting principles generally accepted in the United States of
America.

[Signature]
[Date]
[Source: SAS No. 58, paragraph 8, as amended by SAS No. 79 and SAS No. 93 (AU section 508.08).]
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Report on a Single Statement Audit (Balance Sheet Only Presented) [Assuming the auditor is able
to satisfy himself or herself regarding the consistency of application of accounting principles]

Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheet of X Company as of December 31, 20XX. This financial
statement is the responsibility of the Company's management. Our responsibility is to express an opinion
on this financial statement based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the balance sheet is free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the balance sheet. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
balance sheet presentation. We believe that our audit of the balance sheet provides a reasonable basis for our
opinion.

In our opinion, the balance sheet referred to above presents fairly, in all material respects, the financial
position of X Company as of December 31,20XX, in conformity with accounting principles generally accepted
in the United States of America.

[Signature]
[Date]
[Source: SAS No. 58, paragraph 34, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.34).]

Note:

If reporting on a single statement (for example, balance sheet only) when other financial statements
are also presented, the following paragraph should be added after the opinion paragraph:
Because we were not engaged to audit the statements of income, retained earnings, and
cash flows, we did not extend our auditing procedures to enable us to express an opinion
on the results of operations and cash flows for the year ended December 31, 20XX.
Accordingly, we express no opinion on them.
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Independent Auditor's Report

Addressee:
We have audited the balance sheet of ABC Company as of December 31,20X2, and the related statements of
income, retained earnings, and cash flows for the year then ended. These financial statements are the
responsibility of the Company's management. Our responsibility is to express an opinion on these financial
statements based on our audit. The financial statements of ABC Company as of December 31, 20X1, were
audited by other auditors whose report dated March 31, 20X2, expressed an unqualified opinion on those
statements.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
In our opinion, the 20X2 financial statements referred to above present fairly, in all material respects, the
financial position of ABC Company as of December 31, 20X2, and the results of its operations and its cash
flows for the year then ended in conformity with accounting principles generally accepted in the United
States of America.

[Signature]
[Date]
[Source: SAS No. 58, paragraph 74, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.74).]

Practice Tips
(1)

The successor auditor should not name the predecessor auditor in his report; however, the successor
auditor may name the predecessor auditor if the predecessor auditor's practice was acquired by, or
merged with that of the successor auditor.
[Source: SAS No. 58, paragraph 74, footnote 27, as amended by SAS No. 79 (AU section 508.74).]
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Reference to Other Auditors in Report
Independent Auditor's Report

Addressee:

We have audited the consolidated balance sheets of ABC Company and subsidiaries as of December 31,20X2
and 20X1, and the related consolidated statements of income, retained earnings, and cash flows for the years
then ended. These financial statements are the responsibility of the Company's management. Our responsi
bility is to express an opinion on these financial statements based on our audits. We did not audit the financial
statements of B Company, a wholly-owned subsidiary, which statements reflect total assets of $and
$as of December 31, 20X2 and 20X1, respectively, and total revenues of $and $for the
years then ended. Those statements were audited by other auditors whose report has been furnished to us,
and our opinion, insofar as it relates to the amounts included for B Company, is based solely on the report
of the other auditors.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits and the report of other
auditors provide a reasonable basis for our opinion.

In our opinion, based on our audits and the report of other auditors, the consolidated financial statements
referred to above present fairly, in all material respects, the financial position of ABC Company and
subsidiaries as of December 31, 20X2 and 20X1, and the results of their operations and their cash flows for
the years then ended in conformity with accounting principles generally accepted in the United States of
America.

[Signature]

[Date]
[Source: SAS No. 58, paragraph 13, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.13).]
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Reference to Other Auditors—Successor Auditor's Unqualified Report When Predecessor's
Report That included an Explanatory Paragraph Is Not Presented
Independent Auditor's Report

Addressee:

We have audited the balance of ABC Company as of December 31,20X2, and the related statements of income,
retained earnings, and cash flows for the year then ended. These financial statements are the responsibility
of the Company's management. Our responsibility is to express an opinion on these financial statements
based on our audit. The financial statements of ABC Company as of December 31, 20X1, were audited by
other auditors whose report dated March 1, 20X2, on those statements included an explanatory paragraph
that described the change in the Company's method of computing depreciation discussed in Note X to the
financial statements.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the 20X2 financial statements referred to above present fairly, in all material respects, the
financial position of ABC Company as of December 31, 20X2, and the results of its operations and its cash
flows for the year then ended in conformity with accounting principles generally accepted in the United
States of America.

[Signature]
[Date]
[Source: SAS No. 58, paragraph 74, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.74).]
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Reference to Other Auditors—Successor Auditor's Report When Prior Year Financial Statements
Have Been Restated Following Issuance of the Predecessor's Report

Independent Auditor's Report

Addressee:
We have audited the balance sheet of ABC Company as of December 31,20X2, and the related statements of
income, retained earnings, and cash flows for the year then ended. These financial statements are the
responsibility of the Company's management. Our responsibility is to express an opinion on these financial
statements based on our audit. The financial statements of ABC Company as of December 31, 20X1, before
the restatement described in Note X, were audited by other auditors whose report dated March 31, 20X2,
expressed an unqualified opinion on those statements.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

In our opinion, the 20X2 financial statements referred to above present fairly, in all material respects, the
financial position of ABC Company as of December 31, 20X2, and the results of its operations and its cash
flows for the year then ended in conformity with accounting principles generally accepted in the United
States of America.
We also audited the adjustments described in Note X that were applied to restate the 20X1 financial
statements. In our opinion, such adjustments are appropriate and have been properly applied.*

[Signature]

[Date]
[Source: SAS No. 58, paragraph 74, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.74).]

This paragraph may be added to the report when the successor auditor is engaged to audit and applies sufficient procedures to
satisfy himself as to the appropriateness of the restatement adjustment.
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Reference to Other Auditors—Prior Year Financial Statements Restated Following a Pooling
of Interests+
Independent Auditor's Report

Addressee:
We have audited the accompanying consolidated balance sheet of XYZ Company as of December 31, 20X2,
and the related consolidated statements of income, retained earnings, and cash flows for the year then ended.
These financial statements are the responsibility of the Company's management. Our responsibility is to
express an opinion on these financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of XYZ Company as of [at] December 31,20X2, and the results of its operations
and its cash flows for the year then ended in conformity with accounting principles generally accepted in the
United States of America.

We previously audited and reported upon the consolidated statements of income and cash flows of XYZ
Company and subsidiaries for the year ended December 31, 20X1, prior to their restatement for the 20X2
pooling of interests. The contribution of XYZ Company and subsidiaries to revenues and net income
represented
percent and
percent of the respective restated totals. Separate financial statements
of the other companies included in the 20X1 restated consolidated statements of income and cash flows were
audited and reported upon separately by other auditors. We also audited the combination of the accompa
nying consolidated statements of income and cash flows for the year ended December 31, 20X1, after
restatement for the 20X2 pooling of interests; in our opinion, such consolidated statements have been
properly combined on the basis described in Note A of notes to consolidated financial statements.
[Signature]

[Date]
[Source: SAS No. 1, section 543.16, as modified, October 1980, by the Auditing Standards Board, and as
amended by SAS No. 64 (AU section 543.16).]

Note: This report is used when the auditor concludes that he or she cannot serve as principal auditor for
the restated financial statements.

+ Note that FASB Statement No. 141, Business Combinations, eliminates the pooling-of-interests method of accounting for a business
combination. However, FASB Statement No. 141 does not apply to combinations of two or more not-for-profit organizations, the
acquisition of a for-profit business entity by a not-for-profit organization, and combinations of two or more mutual enterprises.

AAM §10,210.080

Copyright © 2005, American Institute of Certified Public Accountants, Inc.

Unqualified Opinions

68 9-05

.083

10,219

Reference to Other Auditors—Successor Auditor Report When Prior Period Financial Statements
Were Audited by a Predecessor Auditor Who Has Ceased Operations
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheet of ABC Company as of December 31,20X2, and the related
statements of income, retained earnings, and cash flows for the year then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit. The financial statements of ABC Company as of December 31,20X1,
were audited by other auditors who have ceased operations and whose report dated March 31, 20X2,
expressed an unqualified opinion on those statements.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

In our opinion, the 20X2 financial statements referred to above present fairly, in all material respects, the
financial position of ABC Company as of December 31, 20X2, and the results of its operations and its cash
flows for the year then ended in conformity with accounting principles generally accepted in the United
States of America.
[Signature]

[Date]
[Source: SAS No. 58, paragraph 74, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.74).]
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Reference to Other Auditors—Successor Auditor Report When Prior Period Financial Statements
Were Audited By a Predecessor Auditor Who Has Ceased Operations Have Been Restated
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheet of ABC Company as of December 31,20X2, and the related
statements of income, retained earnings, and cash flows for the year then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit. The financial statements of ABC Company as of December 31,20X1,
before the restatement described in Note X, were audited by other auditors who have ceased operations and
whose report dated March 31,20X2, expressed an unqualified opinion on those statements.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

In our opinion, the 20X2 financial statements referred to above present fairly, in all material respects, the
financial position of ABC Company as of December 31, 20X2, and the results of its operations and its cash
flows for the year then ended in conformity with accounting principles generally accepted in the United
States of America.
We also audited the adjustments described in Note X that were applied to restate the 20X1 financial
statements. In our opinion, such adjustments are appropriate and have been properly applied.*

[Signature]

[Date]
[Source: SAS No. 58, paragraph 74, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.74).]

This paragraph may be added to the report when the successor auditor is engaged to audit and applies sufficient procedures to
satisfy himself as to the appropriateness of the restatement adjustment.
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10,221

Reference to Other Accountants—Report on Nonpublic Entity Presented With Prior Period
Financial Statements Reviewed by a Predecessor Accountant Who Has Ceased Operations
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheet of ABC Company as of December 31,20X2, and the related
statements of income, retained earnings, and cash flows for the year then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit.

We have conducted our audit in accordance with auditing standards generally accepted in the United States
of America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
In our opinion, the 20X2 financial statements referred to above present fairly, in all material respects, the
financial position of ABC Company as of December 31, 20X2, and the results of its operations and its cash
flows for the year then ended in conformity with accounting principles generally accepted in the United
States of America.
The 20X1 financial statements were reviewed by other accountants who have ceased operations, and their
report thereon, dated March 1, 20X2, stated they were not aware of any material modifications that should
be made to those statements for them to be in conformity with generally accepted accounting principles.
However, a review is substantially less in scope than an audit and does not provide a basis for the expression
of an opinion on the financial statements taken as a whole.

[Signature]
[Date]
[Source: SAS No. 58, paragraph 74, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.74).]
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Reference to Other Accountants—Report on Nonpublic Entity Presented With Prior Period
Financial Statements Compiled by a Predecessor Accountant Who Has Ceased Operations
Independent Auditor's Report

Addressee:

We have audited the accompanying balance sheet of ABC Company as of December 31,20X2, and the related
statements of income, retained earnings, and cash flows for the year then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosure in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by managements, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

In our opinion, the 20X2 financial statements referred to above present fairly, in all material respects, the
financial position of ABC Company as of December 31, 20X2, and the results of its operations and its cash
flows for the year then ended in conformity with accounting principles generally accepted in the United
States of America.

The 20X1 financial statements were compiled by other accountants who have ceased operations, and their
report thereon, dated February 1, 20X2, stated that they did not audit or review those financial statements
and, accordingly, express no opinion or any other form of assurance on them.

[Signature]
[Date]
[Source: SAS No. 58, paragraph 74, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.74).]
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Change in Accounting Principles or Method of Accounting
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheet of X Company as of December 31, 20XX, and the related
statements of income, retained earnings, and cash flows for the year then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentations. We believe that our audit provides a reasonable
basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31, 20XX, and the results of its operations and its cash flows for
the year then ended in conformity with accounting principles generally accepted in the United States of
America.

As discussed in Note X to the financial statements, the Company changed its method of computing
depreciation in 20XX.
[Signature]
[Date]
[Source: SAS No. 58, paragraph 17, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.17).]
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Going Concern—Uncertainty
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheet of X Company as of December 31, 20XX, and the related
statements of income, retained earnings, and cash flows for the year then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31, 20XX, and the results of its operations and its cash flows for
the year then ended in conformity with accounting principles generally accepted in the United States of
America.

The accompanying financial statements have been prepared assuming that the Company will continue as a
going concern. As discussed in Note X to the financial statements, the Company has suffered recurring losses
from operations and has a net capital deficiency that raise substantial doubt about its ability to continue as
a going concern. Management's plans in regard to these matters are also described in Note X. The financial
statements do not include any adjustments that might result from the outcome of this uncertainty.

[Signature]
[Date]
[Source: SAS No. 59, paragraph 13, as amended by SAS No. 77 and with conforming changes due to SAS No.
93 (AU section 341.13).]

Note:

In a going-concern explanatory paragraph, the auditor should not use conditional language in
expressing a conclusion concerning the existence of substantial doubt about the entity's ability to
continue as a going concern.
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Liquidation Basis of Accounting—Single Year Financial Statements
Independent Auditor's Report

Addressee:
We have audited the accompanying statement of net assets in liquidation of X Company as of December 31,
20X2, and the related statement of changes in net assets in liquidation for the period from April 26, 20X2 to
December 31,20X2. In addition, we have audited the statements of income, retained earnings, and cash flows
for the period from January 1,20X2 to April 25,20X2. These financial statements are the responsibility of the
Company's management. Our responsibility is to express an opinion on these financial statements based on
our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
As described in Note X to the financial statements, the stockholders of X Company approved a plan of
liquidation on April 25, 20X2, and the company commenced liquidation shortly thereafter. As a result, the
company has changed its basis of accounting for periods subsequent to April 25,20X2 from the going-concern
basis to a liquidation basis.
In our opinion, the financial statements referred to above present fairly, in all material respects, the net assets
in liquidation of X Company as of December 31, 20X2, the changes in its net assets in liquidation for the
period from April 26, 20X2 to December 31,20X2, and the results of its operations and its cash flows for the
period from January 1,20X2 to April 25,20X2, in conformity with accounting principles generally accepted
in the United States of America applied on the bases described in the following paragraph.

[Signature]
[Date]
[Source: Interpretation No. 8 of SAS No. 58, with conforming changes due to SAS No. 93 (AU section 9508.36).]

AICPA Audit and Accounting Manual

AAM §10,210.110

10,226
.120

Accountants' Reports

50

10-01

Liquidation Basis of Accounting—Comparative Financial Statements
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheet of X Company as of December 31, 20X1, and the related
statements of income, retained earnings, and cash flows for the year then ended, and the statements of
income, retained earnings, and cash flows for the period from January 1,20X2 to April 25,20X2. In addition,
we have audited the statement of net assets in liquidation as of December 31,20X2, and the related statement
of changes in net assets in liquidation for the period from April 26,20X2 to December 31,20X2. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.
As described in Note X to the financial statements, the stockholders of X Company approved a plan of
liquidation on April 25, 20X2, and the company commenced liquidation shortly thereafter. As a result, the
company has changed its basis of accounting for periods subsequent to April 25,20X2 from the going-concern
basis to a liquidation basis.
In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of December 31, 20X1, and the results of its operations and its cash flows for the
year then ended and for the period from January 1,20X2 to April 25,20X2, its net assets in liquidation, as of
December 31, 20X2, and the changes in its net assets in liquidation for the period from April 26, 20X2 to
December 31, 20X2, in conformity with accounting principles generally accepted in the United States of
America applied on the bases described in the following paragraph.
[Signature]

[Date]
[Source: Interpretation No. 8 of SAS No. 58, with conforming changes due to SAS No. 93 (AU section 9508.36).]
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Comparative Financial Statements—Unqualified Opinion on the Current Year's Financial
Statements With Disclaimer of Opinion on the Prior Year's Statements of Income,
Retained Earnings, and Cash Flows
Independent Auditor's Report

Addressee:

We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
Except as explained in the following paragraph, we conducted our audits in accordance with auditing
standards generally accepted in the United States of America. Those standards require that we plan and
perform our audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.

We did not observe the taking of the physical inventory as of December 31, 20X0, since that date was prior
to our appointment as auditors for the Company, and we were unable to satisfy ourselves regarding
inventory quantities by means of other auditing procedures. Inventory amounts as of December 31, 20X0,
enter into the determination of net income and cash flows for the year ended December 31, 20X1.
Because of the matter discussed in the preceding paragraph, the scope of our work was not sufficient to
enable us to express, and we do not express, an opinion on the results of operations and cash flows for the
year ended December 31, 20X1.

In our opinion, the balance sheets of X Company as of December 31, 20X2 and 20X1, and the related
statements of income, retained earnings, and cash flows for the year ended December 31,20X2, present fairly,
in all material respects, the financial position of X Company as of December 31, 20X2 and 20X1, and the
results of its operations and its cash flows for the year ended December 31, 20X2, in conformity with
accounting principles generally accepted in the United States of America.
[Signature]

[Date]
[Source: SAS No. 58, paragraph 67, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.67).]

Note: This report assumes that the independent auditor has been able to satisfy himself as to the consistency
of application of generally accepted accounting principles.
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10-01

Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our report dated March 1,20X2, we expressed an opinion that the 20X1 financial statements did not fairly
present financial position, results of operations, and cash flows in conformity with generally accepted
accounting principles because of two departures from such principles: (1) the Company carried its property,
plant, and equipment at appraisal values, and provided for depreciation on the basis of such values, and (2)
the Company did not provide for deferred income taxes with respect to differences between income for
financial reporting purposes and taxable income. As described in Note X, the Company has changed its
method of accounting for these items and restated its 20X1 financial statements to conform with accounting
principles generally accepted in the United States of America. Accordingly, our present opinion on the 20X1
financial statements, as presented herein, is different from that expressed in our previous report.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of December 31,20X2 and 20X1, and the results of its operations and its cash flows
for the years then ended in conformity with accounting principles generally accepted in the United States of
America.

[Signature]

[Date]
[Source: SAS No. 58, paragraph 69, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.69).]
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Comparative Financial Statements—Current Year's Statements Audited and Prior Year's
Statements Reviewed
Independent Auditor's Report

Addressee:

We have audited the accompanying balance sheet of X Company as of December 31, 20X2, and the related
statements of income, retained earnings, and cash flows for the year then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of December 31, 20X2, and the results of its operations and its cash flows for the
year then ended in conformity with accounting principles generally accepted in the United States of America.
The 20X1 financial statements were reviewed by us (other accountants) and our (their) report thereon, dated
March 1,20X2, stated we (they) were not aware of any material modifications that should be made to those
statements for them to be in conformity with generally accepted accounting principles. However, a review
is substantially less in scope than an audit and does not provide a basis for the expression of an opinion on
the financial statements taken as a whole.

[Signature]
[Date]
[Source: SAS No. 26, paragraph 17 (AU section 504.17).]

Notes: When unaudited financial statements are presented in comparative form with audited financial
statements, the unaudited financial statements should be clearly marked to indicate their status.

When the financial statements are those of a public entity, the separate paragraph should include a
disclaimer of opinion or a description of a review. (A sample of a disclaimer of opinion is provided
in AAM section 10,210.170.)
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Comparative Financial Statements—Current Year's Statements Audited and Prior Year's
Statements Compiled

Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheet of X Company as of December 31, 20X2, and the related
statements of income, retained earnings, and cash flows for the year then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of December 31, 20X2, and the results of its operations and its cash flows for the
year then ended in conformity with accounting principles generally accepted in the United States of America.

The 20X1 financial statements were compiled by us (other accountants) and our (their) report thereon, dated
March 1,20X2, stated we (they) did not audit or review those financial statements and, accordingly, express
no opinion or other form of assurance on them.
[Signature]

[Date]
[Source: SAS No. 26, paragraph 17 (AU section 504.17).]

Note: When unaudited financial statements are presented in comparative form with audited financial
statements, the unaudited financial statements should be clearly marked to indicate their status.
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Comparative Financial Statements—Current Year's Statements Audited and Disclaimer on Prior
Year's Unaudited Statements

Independent Auditor's Report
Addressee:

We have audited the accompanying balance sheet of X Company as of December 31, 20X2, and the related
statements of income, retained earnings, and cash flows for the year then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of December 31, 20X2, and the results of its operations and its cash flows for the
year then ended in conformity with accounting principles generally accepted in the United States of America.
The 20X1 financial statements were not audited by us and, accordingly, we do not express an opinion on
them.
[Signature]

[Date]

Notes: The above report illustrates a disclaimer of opinion as described in SAS No. 26, paragraph 17 (AU
section 504.17) when the financial statements are those of a public entity. For a nonpublic entity, see
AAM section 10,210.150 and .160.

When unaudited financial statements are presented in comparative form with audited financial
statements, the unaudited financial statements should be clearly marked to indicate their status.
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U.S.-Style Report Modified to Report on Financial Statements Prepared in Conformity With
Accounting Principles Generally Accepted in Another Country That Are Intended for Use Only
Outside the United States
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheet of International Company as of December 31, 20XX, and
the related statements of income, retained earnings, and cash flows for the year then ended which, as
described in Note X, have been prepared on the basis of accounting principles accepted in [name of country].
These financial statements are the responsibility of the Company's management. Our responsibility is to
express an opinion on these financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America (and in [name of country]). U.S. standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant estimates made
by management, as well as evaluating the overall financial statement presentation. We believe that our audit
provides a reasonable basis for our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of International Company as of December 31, 20XX, and the results of its operations and its cash
flows for the year then ended in conformity with accounting principles generally accepted in [name of country].

[Signature]

[Date]

Note: The above illustrates a report as described in SAS No. 51, paragraph 10, as amended and with
conforming changes due to SAS No. 93 (AU section 534.10).
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Report on Financial Statements Prepared in Conformity With the Accounting Principles
Generally Accepted in Another Country That Will Have More Than Limited Distribution
in the United States
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheet of International Company as of December 31, 20XX, and
the related statements of income, retained earnings, and cash flows for the year then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

As described in Note X to the financial statements, the Company has recorded fixed assets in excess of
historical cost using appraised value as the basis for adjustment in accordance with accounting principles
generally accepted in [name of country]. If the fixed assets had been recorded at historical cost, fixed assets
and retained earnings would be decreased by $XXX,XXX and $XXX,XXX respectively, as of December 31,
20XX, and net income and earnings per share would be increased by $X,XXX and $X.XX respectively for the
year then ended.
In our opinion, except for the effects of recording the fixed assets in excess of historical costs, discussed in
the preceding paragraph, the financial statements present fairly, in all material respects, the financial position
of International Company as of December 31, 20XX, and the results of its operations and its cash flows for
the year then ended, in conformity with accounting principles generally accepted in the United States of
America.

(Optional Paragraph)
In our opinion, the financial statements referred to above present fairly the financial position of the
International Company at December 31,20XX, and the results of its operations and its cash flows for the year
then ended, in conformity with accounting principles generally accepted in [name of country].

[Signature]
[Date]

Note: The above illustrates a report as described in SAS No. 51, paragraphs 14 and 15, as amended and with
conforming changes due to SAS No. 93 (AU section 534.14 and .15). This report does not apply to
reports on financial statements of U.S. subsidiaries of foreign registrants presented in SEC filings of
foreign parent companies where the subsidiaries' financial statements have been prepared on the
basis of accounting used by the parent company.
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Correction of an Error, Not Involving an Accounting Principle
Independent Auditor's Report

We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. These standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatements. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statements presentation. We believe that our audits provide a reasonable
basis for our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of December 31,20X2 and 20X1, and the results of its operations and its cash flows
for the years then ended in conformity with accounting principles generally accepted in the United States of
America.

As discussed in Note X to the financial statements, certain errors resulting in an understatement of previously
reported expenses for the years ended December 31, 20X1 and 20X0 were discovered by the Company's
management during the current year. Accordingly, the 20X1 financial statements have been restated and an
adjustment has been made to retained earnings as of January 1,20X1 to correct the errors.
[Signature]
[Date]
[Sources: SAS No. 58, paragraph 8, as amended by SAS No. 79 and SAS No. 93, and SAS No. 1, section 420,
paragraph 11 (AU sections 508.08 and 420.11, respectively).]

Note: This report would be used when the issuance of financial statements accompanied by the auditor's
report for a subsequent period is imminent so that disclosure is not delayed (SAS No. 1, section 561,
paragraph .06b [AU section 561.06b]).
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Subsequent Event Prior to Issuance of Auditor's Report

Independent Auditor's Report
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatements. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of December 31,20X2 and 20X1, and the results of its operations and its cash flows
for the years then ended in conformity with accounting principles generally accepted in the United States of
America.

As discussed in Note X to the financial statements, on March 1,20X3, the Company entered into an agreement
to sell Subsidiary A. This Subsidiary represents X% of the Company's total assets and X% of its revenues.
[Signature]

[Date]
[Source: SAS No. 58, paragraphs 8 and 19, as amended by SAS No. 79 and SAS No. 93 (AU section 508.08
and .19).]
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Reissued Report Due to Subsequent Discovery of Facts Existing at the Date of the
Auditor's Report
Independent Auditor's Report

We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatements. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of December 31,20X2 and 20X1, and the results of its operations and its cash flows
for the years then ended in conformity with accounting principles generally accepted in the United States of
America.

As discussed in Note 10 to the financial statements, the Company's 20X2 [specify account corrected] previously
reported as $XX,XXX should have been $X,XXX. This discovery was made subsequent to the issuance of the
financial statements. The financial statements have been restated to reflect this correction.

[Signature]
[March 31, 20X3, except for Note 10, as to which the date is April 30, 20X3]

[Sources: SAS No. 1, section 561, paragraph .06a and SAS No. 58, paragraph 8, as amended by SAS No. 79
and SAS No. 93 (AU sections 561.06a and 508.08, respectively).]
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Unqualified Opinions

Clarification in the Audit Report of the Extent of Testing of Internal Control Over
Financial Reporting

Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheet of XYZ Company as of December 31,20X4, and the related
statements of income and retained earnings and cash flows for the year then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes consideration of
internal control over financial reporting as a basis for designing audit procedures that are appropriate in
the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Company's
internal control over financial reporting. Accordingly, we express no such opinion. An audit also includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements,
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of XYZ Company as of December 31, 20X4, and the results of its operations and its cash flows for
the year then ended in conformity with accounting principles generally accepted in the United States of
America.

[Signature]
[Date]
[Source: Interpretation No. 17 of SAS No. 58 (AU section 9508.85-.88).]

Note: The additional language related to internal control should not be used when reporting on the audit
of financial statements of a nonissuer that engages its auditor to examine (or audit) and report on the
effectiveness of internal control over financial reporting either voluntarily or to comply with
regulatory requirements.

AICPA Audit and Accounting Manual

AAM §10,210.221

10,238
.222

Accountants' Reports

68 9-05

Reference to PCAOB Standards in an Audit Report on a Nonissuer

Independent Auditor's Report
Addressee:
We have audited the accompanying balance sheet of XYZ Company as of December 31,20X4, and the related
statements of income and retained earnings and cash flows for the year then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audit.
We conducted our audit in accordance with generally accepted auditing standards as established by the
Auditing Standards Board (United States) and in accordance with the auditing standards of the Public
Company Accounting Oversight Board (United States). Those standards require that we plan and perform
the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. The Company is not required to have, nor were we engaged to perform, an audit of its internal
control over financial reporting. Our audit included consideration of internal control over financial report
ing as a basis for designing audit procedures that are appropriate in the circumstances, but not for the purpose
of expressing an opinion on the effectiveness of the Company's internal control over financial reporting.
Accordingly we express no such opinion. An audit also includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements, assessing the accounting principles used
and significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of XYZ Company as of December 31, 20X4, and the results of its operations and its cash flows for
the year then ended in conformity with accounting principles generally accepted in the United States of
America.

[Signature]

[Date]

[Source: Interpretation No. 18 of SAS No. 58 (AU section 9508.89-.92).]

Note:

This example includes the illustrative language from AU section 9508.88. Because the PCAOB's
Auditing Standard No. 2, An Audit of Internal Control Over Financial Reporting Performed in Conjunction
With an Audit of Financial Statements, requires an audit of internal control for those entities that are
subject to Section 404(a) of the Act, an audit of a nonissuer performed under PCAOB auditing
standards does not require an audit of internal control unless otherwise required by a regulator with
jurisdiction over the nonissuer. The additional language related to internal control should not be
used when reporting on the audit of financial statements of a nonissuer that engages its auditor to
examine (or audit) and report on the effectiveness of internal control over financial reporting either
voluntarily or to comply with regulatory requirements.
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AAM Section 10,220

Adverse Opinions
.01

Departures from GAAP

Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

As discussed in Note X to the financial statements, the Company carries its property plant, and equipment
accounts at appraisal values, and provides depreciation on the basis of such values. Further, the Company
does not provide for income taxes with respect to differences between financial income and taxable income
arising because of the use, for income tax purposes, of the installment method of reporting gross profit from
certain types of sales. Accounting principles generally accepted in the United States of America require that
property, plant and equipment be stated at an amount not in excess of cost, reduced by depreciation based
on such amount, and that deferred income taxes be provided.
Because of the departures from accounting principles generally accepted in the United States of America
identified above, as of December 31, 20X2 and 20X1, inventories have been increased $and $
by inclusion in manufacturing overhead of depreciation in excess of that based on cost; property, plant, and
equipment, less accumulated depreciation, is carried at $and $in excess of an amount based
on the cost to the Company; and deferred income taxes of $and $have not been recorded,
resulting in an increase of $and $in retained earnings and appraisal surplus of $and
$, respectively. For the years ended December 31,20X2 and 20X1, cost of goods sold has been increased
$and $, respectively, because of the effects of the depreciation accounting referred to above
and deferred income taxes of $and $have not been provided, resulting in an increase in net
income of $and $, respectively.

In our opinion, because of the effects of the matters discussed in the preceding paragraphs, the financial
statements referred to above do not present fairly, in conformity with accounting principles generally
accepted in the United States of America, the financial position of X Company as of December 31,20X2 and
20X1, or the results of its operations or its cash flows for the years then ended.
[Signature]
[Date]
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[Source: SAS No. 58, paragraph 60, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.60).]

[The next page is 10,321.]
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AAM Section 10,230

Disclaimers of Opinion
.01

Beginning Inventory Not Observed (First Examination)
Independent Auditor's Report

Addressee:

We have audited the accompanying balance sheet of X Company as of December 31, 20X2, and the related
statements of income, retained earnings, and cash flows for the year then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit.*

Except as discussed in the following paragraph, we conducted our audit in accordance with auditing
standards generally accepted in the United States of America. Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audit provides a reasonable basis for our opinion.
Because we were not engaged as auditors until after December 31,20X1, we were not present to observe the
physical inventory taken at that date and we were not able to apply other auditing procedures to satisfy
ourselves as to inventory quantities. Accordingly, the scope of our work was not sufficient to enable us to
express, and we do not express, an opinion on the accompanying statements of income, retained earnings
and cash flows for the year ended December 31, 20X2.

In our opinion, the balance sheet referred to above presents fairly, in all material respects, the financial
position of X Company as of December 31,20X2, in conformity with accounting principles generally accepted
in the United States of America.

[Signature]

[Date]
[Source: SAS No. 58, paragraph 26, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.26).]

Although the introductory paragraph of the standard disclaimer of opinion begins with "We were engaged to audit ..." and the
scope paragraph of the report is omitted, SAS No. 58, paragraph 67, as amended by SAS No. 79 (AU section 508.67), shows that the
introductory paragraph does not need to be modified nor does the scope paragraph need to be omitted when the disclaimed financial
statements are with audited financial statements.
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Inability to Obtain Sufficient Competent Evidential Matter Due to a Scope Limitation
Independent Auditor's Report

Addressee:
We were engaged to audit the accompanying balance sheets of X Company as of December 31, 20X2 and
20X1, and the related statements of income, retained earnings, and cash flows for the years then ended. These
financial statements are the responsibility of the Company's management.

The Company did not make a count of its physical inventory in 20X2 or 20X1, stated in the accompanying
financial statements at $as of December 31, 20X2, and at $as of December 31, 20X1. Further,
evidence supporting the cost of property and equipment acquired prior to December 31, 20X1, is no longer
available. The Company's records do not permit the application of other auditing procedures to inventories
or property and equipment.

Since the Company did not take physical inventories and we were not able to apply other auditing procedures
to satisfy ourselves as to inventory quantities and the cost of property and equipment, the scope of our work
was not sufficient to enable us to express, and we do not express, an opinion on these financial statements.
[Signature]
[Date]

[Source: SAS No. 58, paragraph 63, as amended by SAS No. 79 (AU section 508.63).]
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Scope Limitation—Inventory and GAAP Departure—Capitalized Lease Obligations

Independent Auditor's Report
Addressee:
We were engaged to audit the accompanying balance sheets of X Company as of December 31, 20X2 and
20X1, and the related statements of income, retained earnings, and cash flows for the years then ended. These
financial statements are the responsibility of the Company's management.

The Company has excluded, from property and debt in the accompanying balance sheets, certain lease
obligations that, in our opinion, should be capitalized in order to conform with accounting principles
generally accepted in the United States of America. If these lease obligations were capitalized, property
would be increased by $and $, long-term debt by $and $, and retained earnings
by $and $as of December 31,20X2 and 20X1, respectively. Additionally, net income would be
increased (decreased) by $and $and earnings per share would be increased (decreased) by
$and $, respectively, for the years then ended.
The Company did not make a count of its physical inventory in 20X2 or 20X1, stated in the accompanying
financial statements at $as of December 31, 20X2, and at $as of December 31, 20X1. Further,
evidence supporting the cost of property and equipment acquired prior to December 31, 20X1, is no longer
available. The Company's records do not permit the application of other auditing procedures to inventories
or property and equipment.

Since the Company did not take physical inventories and we were not able to apply other auditing procedures
to satisfy ourselves as to inventory quantities and the cost of property and equipment, the scope of our work
was not sufficient to enable us to express, and we do not express, an opinion on these financial statements.
[Signature]

[Date]
[Source: SAS No. 58, paragraphs 39 and 63, as amended by SAS No. 79 and with conforming changes due to
SAS No. 93 (AU section 508.39 and .63).]

Note:

This report would be used if the GAAP departure is not so material to require an adverse opinion.
See AAM section 10,220.01 for an example of an adverse opinion.

[The next page is 10,371.]
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Qualified Opinions
.010

Scope Limitation—Investment in Foreign Affiliate (Assuming Effects Are Such That
Qualification Rather Than Disclaimer Is Appropriate)
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
Except as discussed in the following paragraph, we conducted our audits in accordance with auditing
standards generally accepted in the United States of America. Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.

We were unable to obtain audited financial statements supporting the Company's investment in a foreign
affiliate stated at $and $at December 31,20X2 and 20X1, respectively, or its equity in earnings
of that affiliate of $and $, which is included in net income for the years then ended as described
in Note X to the financial statements; nor were we able to satisfy ourselves as to the carrying value of the
investment in the foreign affiliate or the equity in its earnings by other auditing procedures.

In our opinion, except for the effects of such adjustments, if any, as might have been determined to be
necessary had we been able to examine evidence regarding the foreign affiliate investment and earnings, the
financial statements referred to in the first paragraph above present fairly, in all material respects, the
financial position of X Company as of December 31, 20X2 and 20X1, and the results of its operations and its
cash flows for the years then ended in conformity with accounting principles generally accepted in the United
States of America.
[Signature]

[Date]
[Source: SAS No. 58, paragraph 26, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.26).]
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Departure From GAAP—Leases Not Capitalized
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

The Company has excluded, from property and debt in the accompanying balance sheets, certain lease
obligations that, in our opinion, should be capitalized in order to conform with accounting principles
generally accepted in the United States of America. If these lease obligations were capitalized, property
would be increased by $and $, long-term debt by $and $, and retained earnings
by $and $as of December 31,20X2 and 20X1, respectively. Additionally, net income would be
increased (decreased) by $and $and earnings per share would be increased (decreased) by
$and $, respectively, for the years then ended.
In our opinion, except for the effects of not capitalizing certain lease obligations as discussed in the preceding
paragraph, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of December 31,20X2 and 20X1, and the results of its operations and its cash flows
for the years then ended in conformity with accounting principles generally accepted in the United States of
America.

[Signature]
[Date]
[Source: SAS No. 58, paragraph 39, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.39).]
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Departure From GAAP—Leases Not Capitalized—Pertinent Facts Disclosed in Note

Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

As more fully described in Note X to the financial statements, the Company has excluded certain lease
obligations from property and debt in the accompanying balance sheets. In our opinion, accounting
principles generally accepted in the United States of America require that such obligations be included in
the balance sheets.
In our opinion, except for the effects of not capitalizing certain lease obligations as discussed in the preceding
paragraph, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of December 31,20X2 and 20X1, and the results of its operations and its cash flows
for the years then ended in conformity with accounting principles generally accepted in the United States of
America.

[Signature]
[Date]
[Source: SAS No. 58, paragraph 40, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.40).]
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Inadequate Disclosure—Omission of Disclosures
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheet of X Company as of December 31, 20XX, and the related
statements of income, retained earnings, and cash flows for the year then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
The Company's financial statements do not disclose [describe the nature of the omitted disclosures]. In our
opinion, disclosure of this information is required by accounting principles generally accepted in the United
States of America.
In our opinion, except for the omission of the information discussed in the preceding paragraph, the financial
statements referred to above present fairly, in all material respects, the financial position of X Company as
of [at] December 31, 20XX, and the results of its operations and its cash flows for the year then ended in
conformity with accounting principles generally accepted in the United States of America.

[Signature]
[Date]
[Source: SAS No. 58, paragraph 42, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.42).]

Note: This report assumes the effects are such that the auditor has concluded an adverse opinion is not
appropriate.
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Inadequate Disclosure—Omission of Statement of Cash Flows

Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income and retained earnings for the years then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

The Company declined to present a statement of cash flows for the years ended December 31,20X2 and 20X1.
Presentation of such statement summarizing the Company's operating, investing, and financing activities is
required by accounting principles generally accepted in the United States of America.
In our opinion, except that the omission of a statement of cash flows results in an incomplete presentation
as explained in the preceding paragraph, the financial statements referred to above present fairly, in all
material respects, the financial position of X Company as of December 31, 20X2 and 20X1, and the results of
its operations for the years then ended in conformity with accounting principles generally accepted in the
United States of America.

[Signature]

[Date]
[Source: SAS No. 58, paragraph 44, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.44).]
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Change in Accounting Principle Without Reasonable Justification
Independent Auditor's Report

Addressee:

We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

As disclosed in Note X to the financial statements, the Company adopted, in 20X2, the first-in, first-out
method of accounting for its inventories, whereas it previously used the last-in, first-out method. Although
use of the first-in, first-out method is in conformity with accounting principles generally accepted in the
United States of America, in our opinion the Company has not provided reasonable justification for making
this change as required by those principles.
In our opinion, except for the change in accounting principle discussed in the preceding paragraph, the
financial statements referred to above present fairly, in all material respects, the financial position of X
Company as of December 31,20X2 and 20X1, and the results of its operations and its cash flows for the years
then ended in conformity with accounting principles generally accepted in the United States of America.
[Signature]

[Date]
[Source: SAS No. 58, paragraph 52, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.52).]

Note:

If the change was from an accounting principle that is not generally accepted to one that is generally
accepted it would be a correction of an error and would require recognition in the auditor's report
as to consistency. However, because the middle paragraph contains all of the information required
in an explanatory paragraph (following the opinion paragraph) as required by SAS No. 58, para
graphs 16-18, as amended by SAS No. 79 (AU section 508.16—.18), an explanatory paragraph is not
required in this instance.
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Qualified Opinions

Change to an Accounting Principle Not in Conformity With Generally Accepted
Accounting Principles

Independent Auditor's Report
Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

The company previously recorded its land at cost but adjusted the amounts to appraised values during the
year, with a corresponding increase in stockholders' equity in the amount of $. In our opinion, the
new basis on which land is recorded is not in conformity with accounting principles generally accepted in
the United States of America.
In our opinion, except for the change to recording appraised values as described above, the financial
statements referred to above present fairly, in all material respects, the financial position of X Company as
of [at] December 31, 20X2 and 20X1, and the results of its operations and its cash flows for the years then
ended in conformity with accounting principles generally accepted in the United States of America.
[Signature]

[Date]
[Source: SAS No. 58, paragraph 55, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.55).]
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Independent Auditor's Report
Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.

Except as discussed in the following paragraph, we conducted our audits in accordance with auditing
standards generally accepted in the United States of America. Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.
We were unable to obtain audited financial statements supporting the Company's investment in a foreign
affiliate stated at $and $at December 31,20X2 and 20X1, respectively, or its equity in earnings
of that affiliate of $and $, which is included in net income for the years then ended as described
in Note X to the financial statements; nor were we able to satisfy ourselves as to the carrying value of the
investment in the foreign affiliate or the equity in its earnings by other auditing procedures.

The Company has excluded, from property and debt in the accompanying 20X2 balance sheet, certain lease
obligations that were entered into in 20X2, which in our opinion, should be capitalized in order to conform
with accounting principles generally accepted in the United States of America. If these lease obligations were
capitalized, property would be increased by $, long-term debt by $, and retained earnings by
$, as of December 31,20X2. Additionally, net income would be increased (decreased) by $and
earnings per share would be increased (decreased) by $for the year then ended.
In our opinion, except for the effects on the 20X2 and 20X1 financial statements of such adjustments, if any,
as might have been determined to be necessary had we been able to examine evidence regarding the foreign
affiliate investment and earnings, and except for the effects of the 20X2 financial statements of not capitalizing
certain lease obligations as discussed in the preceding paragraph, the financial statements referred to in the
first paragraph above present fairly, in all material respects, the financial position of X Company as of
December 31, 20X2 and 20X1, and the results of its operations and its cash flows for the years then ended in
conformity with accounting principles generally accepted in the United States of America.
[Signature]
[Date]
[Source: SAS No. 58, paragraphs 26 and 39, as amended by SAS No. 79 and with conforming changes due to
SAS No. 93 (AU section 508.26 and .39).]

[The next page is 10,421.]

AAM §10,240.080

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

10,421

Information Accompanying Audited Financial Statements

68 9-05

AAM Section 10,245
Information Accompanying Audited
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.010

Omission of Supplementary Information Required by the FASB
Independent Auditor's Report

Addressee:

We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31, 20X2 and 20X1, and the results of its operations and its cash
flows for the years then ended in conformity with accounting principles generally accepted in the United
States of America.

The Company has not presented [describe the supplementary information required by GAAP1] that accounting
principles generally accepted in the United States has determined is necessary to supplement, although not
required to be part of, the basic financial statements.
[Signature]
[Date]
[Source: SAS No. 52, paragraph 8, as amended by SAS No. 98 (AU section 558.08).]

1 The auditor may identify the body requiring the information, such as the Financial Accounting Standards Board in this example.
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Omission of Supplementary Information Required by the GASB

Independent Auditor's Report
Addressee:
We have audited the accompanying financial statements of the governmental activities, the business-type
activities, the aggregate discretely presented component units, each major fund, and the aggregate remaining
fund information of the City of Example, Any State, as of and for the year ended June 30, 20X1, which
collectively comprise the City's basic financial statements as listed in the table of contents. These financial
statements are the responsibility of the City of Example's management. Our responsibility is to express
opinions on these financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. [Optional: An audit includes consideration
of internal control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the City's internal control over
financial reporting. Accordingly, we express no such opinion.]2 An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinions.

In our opinion, the financial statements referred to above present fairly, in all material respects, the respective
financial position of the governmental activities, the business-type activities, the aggregate discretely
presented component units, each major fund, and the aggregate remaining fund information of the City of
Example, Any State, as of June 30, 20X1, and the respective changes in financial position, and, where
applicable, cash flows thereof for the year then ended in conformity with accounting principles generally
accepted in the United States of America.

The City of Example, Any State, has not presented [describe the supplementary information required by
GAAP3] that accounting principles generally accepted in the United States of America require to supplement,
although not to be part of, the basic financial statements.
[Signature]

[Date]
[Sources: SAS No. 52, paragraph 8, as amended by SAS No. 98 (AU section 558.08); AICPA Audit and
Accounting Guide State and Local Governments, paragraph 14.56.]

2 This optional wording may be added in accordance with Auditing Interpretation No. 17, "Clarification in the Audit Report of the
Extent of Testing of Internal Control Over Financial Reporting in Accordance With Generally Accepted Auditing Standards," of SAS
No. 58, Reports on Audited Financial Statements, as amended (AU section 9508.85-.88), which provides reporting guidance for audits of
nonissuers. If this optional wording is added, the remainder of the paragraph should read as follows:
"An audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial state
ments, assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audit provides a reasonable basis for our opinions."
3 The auditor may identify the body requiring the information, such as the Governmental Accounting Standards Board in this
example.
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Material Departures From FASB Guidelines for Required Supplementary Information

Independent Auditor's Report
Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31, 20X2 and 20X1, and the results of its operations and its cash
flows for the years then ended in conformity with accounting principles generally accepted in the United
States of America.

The [specifically identify the supplementary information] on page XX is not required part of the basic financial
statements, and we did not audit and do not express an opinion on such information. However, we have
applied certain limited procedures, which consisted principally of inquiries of management regarding the
methods of measurement and presentation of the supplementary information. As result of such limited
procedures, we believe that the [specifically identify the supplementary information] is not in conformity with
accounting principles generally accepted in the United States because [describe the material departure(s) from
the GAAP4 guidelines].
[Signature]

[Date]
[Source: SAS No. 52, paragraph 8, as amended by SAS No. 98 (AU section 558.08).]

Note:

Ordinarily, the required supplementary information should be distinct from the audited financial
statements and distinguished from other information outside the financial statements that is not
required by GAAP. However, management may choose not to place the required supplementary
information outside the basic financial statements. In such circumstances, unless it is audited as part
of the basic financial statements, the information should be clearly marked as unaudited. If the
information is not clearly marked as unaudited, the auditor's report on the audited financial
statements should be expanded to include a disclaimer on the supplementary information. [Source:
SAS No. 52, paragraph 11, as amended by SAS No. 98 (AU section 558.11).] (See AAM section
10,245.060.)

4 The auditor may identify the body requiring the information, such as the Financial Accounting Standards Board in this example.

AICPA Audit and Accounting Manual

AAM §10,245.020

10,424

Accountants' Reports

.025

Material Departures From GASB Guidelines for Required Supplementary Information

68

9-05

Independent Auditor's Report

Addressee:
We have audited the accompanying financial statements of the governmental activities, the business-type
activities, the aggregate discretely presented component units, each major fund, and the aggregate remaining
fund information of the City of Example, Any State, as of and for the year ended June 30, 20X1, which
collectively comprise the City's basic financial statements as listed in the table of contents. These financial
statements are the responsibility of the City of Example's management. Our responsibility is to express
opinions on these financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. [Optional: An audit includes consideration
of internal control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the City's internal control over
financial reporting. Accordingly, we express no such opinion.]5 An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinions.

In our opinion, the financial statements referred to above present fairly, in all material respects, the respective
financial position of the governmental activities, the business-type activities, the aggregate discretely
presented component units, each major fund, and the aggregate remaining fund information of the City of
Example, Any State, as of June 30, 20X1, and the respective changes in financial position, and, where
applicable, cash flows thereof for the year then ended in conformity with accounting principles generally
accepted in the United States of America.
The [specifically identify the supplementary information] on pages XX through XX and XX through XX are not a
required part of the basic financial statements, and we did not audit and do not express an opinion on such
information. However, we have applied certain limited procedures, which consisted principally of inquiries
of management regarding the methods of measurement and presentation of the supplementary information.
As a result of such limited procedures, we believe that the [specifically identify the supplementary information]
is not in conformity with accounting principles generally accepted in the United States because [describe the
material departure(s) from GAAP6].

[Signature]
[Date]
[Sources: SAS No. 52, paragraph 8, as amended by SAS No. 98 (AU section 558.08); AICPA Audit and
Accounting Guide State and Local Governments, paragraph 14.79 (Appendix A, Example A-l).]
’ This optional wording may be added in accordance with Auditing Interpretation No. 17, "Clarification in the Audit Report of the
Extent of Testing of Internal Control Over Financial Reporting in Accordance With Generally Accepted Auditing Standards," of SAS
No. 58, Reports on Audited Financial Statements, as amended (AU section 9508.85-.88), which provides reporting guidance for audits of
nonissuers. If this optional wording is added, the remainder of the paragraph should read as follows:
"An audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial state
ments, assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audit provides a reasonable basis for our opinions."
6 The auditor may identify the body requiring the information, such as the Governmental Accounting Standards Board in this
example.
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GASB standards require the management's discussion and analysis, which is required supplemen
tary information (RSI), to precede the basic financial statements and most other RSI to be presented
immediately following the notes to the financial statements. Although SAS No. 52, paragraph 11, as
amended (AU section 558.11), discusses alternative placement of RSI provided it is clearly marked
as unaudited, that alternative is not available for GASB-required supplementary information given
the GASB's specific requirements for placement. If a government does not place GASB-required
supplementary information in its financial report as required by GASB standards, the auditor should
consider the effect of the placement on his or her report. Specifically, the auditor should consider
whether to report that the RSI placement constitutes a presentation that departs materially from
prescribed guidelines. [Source: AICPA Audit and Accounting Guide State and Local Governments,
paragraph 2.59.]
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Prescribed Procedures Not Completed Regarding Supplementary Information Required
by the FASB
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31, 20X2 and 20X1, and the results of its operations and its cash
flows for the years then ended in conformity with accounting principles generally accepted in the United
States of America.

The [specifically identify the supplementary information] on page XX is not a required part of the basic financial
statements, and we did not audit and do not express an opinion on such information. Further, we were unable
to apply to the information certain procedures prescribed by professional standards because [state the reasons].
[Signature]

[Date]
[Source: SAS No. 52, paragraph 8, as amended by SAS No. 98 (AU section 558.08).]

Notes: Even though the auditor is unable to complete the prescribed procedures, if, on a basis of facts known
to him or her, the auditor concludes that the supplementary information has not been measured or
presented within prescribed guidelines, he or she should suggest appropriate revision; failing that,
he or she should describe the nature of any material departure(s) in the report. [Source: SAS No. 52,
paragraph 8, as amended by SAS No. 98 (AU section 558.08).]
Ordinarily, the required supplementary information should be distinct from the audited financial
statements and distinguished from other information outside the financial statements that is not
required by GAAP. However, management may choose not to place the required supplementary
information outside of the basic financial statements. In such circumstances, unless it is audited as
part of the basic financial statements, the information should be clearly marked as unaudited. If the
information is not clearly marked as unaudited, the auditor's report should be expanded to include
a disclaimer on the supplementary information. [Source: SAS No. 52, paragraph 11, as amended by
SAS No. 98 (AU section 558.11).] (See AAM section 10,245.060.)
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Prescribed Procedures Not Completed Regarding Supplementary Information Required
by the GASB
Independent Auditor's Report

Addressee:
We have audited the accompanying financial statements of the governmental activities, the business-type
activities, the aggregate discretely presented component units, each major fund, and the aggregate remaining
fund information of the City of Example, Any State, as of and for the year ended June 30, 20X1, which
collectively comprise the City's basic financial statements as listed in the table of contents. These financial
statements are the responsibility of the City of Example's management. Our responsibility is to express
opinions on these financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. [Optional: An audit includes consideration
of internal control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the City's internal control over
financial reporting. Accordingly, we express no such opinion.]7 An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinions.
In our opinion, the financial statements referred to above present fairly, in all material respects, the respective
financial position of the governmental activities, the business-type activities, the aggregate discretely
presented component units, each major fund, and the aggregate remaining fund information of the City of
Example, Any State, as of June 30, 20X1, and the respective changes in financial position, and, where
applicable, cash flows thereof for the year then ended in conformity with accounting principles generally
accepted in the United States of America.
The [specifically identify the supplementary information] on pages XX through XX and XX through XX are not a
required part of the basic financial statements, and we did not audit and do not express an opinion on such
information. Further, we were unable to apply to the information certain procedures prescribed by profes
sional standards because [state the reasons].

[Signature]
[Date]
[Sources: SAS No. 52, paragraph 8, as amended by SAS No. 98 (AU section 558.08); AICPA Audit and
Accounting Guide State and Local Governments, paragraph 14.79 (Appendix A, Example A-l).]

Notes: Even though the auditor is unable to complete the prescribed procedures, if, on the basis of facts
known to him or her, the auditor concludes that the supplementary information has not been
measured or presented within prescribed guidelines, he or she should suggest appropriate revision;
failing that, he or she should describe the nature of any material departure(s) in the report. [Source:
SAS No. 52, paragraph 8, as amended by SAS No. 98 (AU section 558.08).]
7 This optional wording may be added in accordance with Auditing Interpretation No. 17, "Clarification in the Audit Report of the
Extent of Testing of Internal Control Over Financial Reporting in Accordance With Generally Accepted Auditing Standards," of SAS
No. 58, Reports on Audited Financial Statements, as amended (AU section 9508.85-.88), which provides reporting guidance for audits of
nonissuers. If this optional wording is added, the remainder of the paragraph should read as follows:
"An audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial state
ments, assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audit provides a reasonable basis for our opinions."
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GASB standards require the management's discussion and analysis, which is RSI, to precede the basic
financial statements and most other RSI to be presented immediately following the notes to the
financial statements. Although SAS No. 52, paragraph 11, as amended (AU section 558.11), discusses
alternative placement of RSI provided it is clearly marked as unaudited, that alternative is not
available for GASB-required supplementary information given the GASB's specific requirements for
placement. If a government does not place GASB-required supplementary information in its financial
report as required by GASB standards, the auditor should consider the effect of the placement on his
or her report. Specifically, the auditor should consider whether to report that the RSI placement
constitutes a presentation that departs materially from prescribed guidelines. [Source: AICPA Audit
and Accounting Guide State and Local Governments, paragraph 2.59.]
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Unresolved Doubts About Adherence to Guidelines Regarding Supplementary Information
Required by FASB

Independent Auditor's Report
Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31, 20X2 and 20X1, and the results of its operations and its cash
flows for the years then ended in conformity with accounting principles generally accepted in the United
States of America.

The [specifically identify the supplementary information] on page XX is not a required part of the basic financial
statements, and we did not audit and do not express an opinion on such information. However, we have
applied certain limited procedures prescribed by professional standards that raised doubts that we were
unable to resolve regarding whether material modifications should be made to the information for it to
conform with guidelines established by accounting principles generally accepted in the United States. [The
auditor should consider including in the report the reason(s) he or she was unable to resolve his or her substantial
doubts.]
[Signature]

[Date]
[Source: SAS No. 52, paragraph 8, as amended by SAS No. 98 (AU section 558.08).]

Notes: Even though the auditor is unable to complete the prescribed procedures, if, on the basis of facts
known to him or her, the auditor concludes that the supplementary information has not been
measured or presented within prescribed guidelines, he or she should suggest appropriate revision;
failing that, he or she should describe the nature of any material departure(s) in the report. [Source:
SAS No. 52, paragraph 8, as amended by SAS No. 98 (AU section 558.08).]
Ordinarily, the required supplementary information should be distinct from the audited financial
statements and distinguished from other information outside the financial statements that is not
required by GAAP. However, management may choose not to place the required supplementary
information outside of the basic financial statements. In such circumstances, unless it is audited as
part of the basic financial statements, the information should be clearly marked as unaudited. If the
information is not clearly marked as unaudited, the auditor's report should be expanded to include
a disclaimer on the supplementary information. [Source: SAS No. 52, paragraph 11, as amended by
SAS No. 98 (AU section 558.11).] (See AAM section 10,245.060.)
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Unresolved Doubts About Adherence to Guidelines Regarding Supplementary Information
Required by GASB
Independent Auditor's Report

Addressee:
We have audited the accompanying financial statements of the governmental activities, the business-type
activities, the aggregate discretely presented component units, each major fund, and the aggregate remaining
fund information of the City of Example, Any State, as of and for the year ended June 30, 20X1, which
collectively comprise the City's basic financial statements as listed in the table of contents. These financial
statements are the responsibility of the City of Example's management. Our responsibility is to express
opinions on these financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. [Optional: An audit includes consideration
of internal control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the City's internal control over
financial reporting. Accordingly, we express no such opinion.]8 An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinions.

In our opinion, the financial statements referred to above present fairly, in all material respects, the respective
financial position of the governmental activities, the business-type activities, the aggregate discretely
presented component units, each major fund, and the aggregate remaining fund information of the City of
Example, Any State, as of June 30, 20X1, and the respective changes in financial position, and, where
applicable, cash flows thereof for the year then ended in conformity with accounting principles generally
accepted in the United States of America.

The [specifically identify the supplementary information] on pages XX through XX and XX through XX are not a
required part of the basic financial statements, and we did not audit and do not express an opinion on such
information. However, we have applied certain limited procedures prescribed by professional standards
that raised doubts that we were unable to resolve regarding whether material modifications should be made
to the information for it to conform with guidelines established by accounting principles generally accepted
in the United States. [The auditor should consider including in the report the reason(s) he or she was unable to resolve
his or her substantial doubts.]
[Signature]

[Date]
[Sources: SAS No. 52, paragraph 8, as amended by SAS No. 98 (AU section 558.08); AICPA Audit and
Accounting Guide State and Local Governments, paragraph 14.79 (Appendix A, Example A-l).]
8 This optional wording may be added in accordance with Auditing Interpretation No. 17, "Clarification in the Audit Report of the
Extent of Testing of Internal Control Over Financial Reporting in Accordance With Generally Accepted Auditing Standards," of SAS
No. 58, Reports on Audited Financial Statements, as amended (AU section 9508.85-.88), which provides reporting guidance for audits of
nonissuers. If this optional wording is added, the remainder of the paragraph should read as follows:
"An audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial state
ments, assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audit provides a reasonable basis for our opinions."
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Notes: Even though the auditor is unable to complete the prescribed procedures, if, on the basis of facts
known to him or her, the auditor concludes that the supplementary information has not been
measured or presented within prescribed guidelines, he or she should suggest appropriate revision;
failing that, he or she should describe the nature of any material departure(s) in the report. (Source:
SAS No. 52, paragraph 8, as amended by SAS No. 98 (AU section 558.08).]

GASB standards require the management's discussion and analysis, which is RSI, to precede the basic
financial statements and most other RSI to be presented immediately following the notes to the
financial statements. Although SAS No. 52, paragraph 11, as amended (AU section 558.11), discusses
alternative placement of RSI provided it is clearly marked as unaudited, that alternative is not
available for GASB-required supplementary information given the GASB's specific requirements for
placement. If a government does not place GASB-required supplementary information in its financial
report as required by GASB standards, the auditor should consider the effect of the placement on his
or her report. Specifically, the auditor should consider whether to report that the RSI placement
constitutes a presentation that departs materially from prescribed guidelines. [Source: AICPA Audit
and Accounting Guide State and Local Governments, paragraph 2.59.]
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Report on Accompanying Information
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31, 20X2 and 20X1, and the results of its operations and its cash
flows for the years then ended in conformity with accounting principles generally accepted in the United
States of America.
Our audits were conducted for the purpose of forming an opinion on the basic financial statements taken as
a whole. The (identify accompanying information) is presented for purposes of additional analysis and is
not a required part of the basic financial statements. Such information has been subjected to the auditing
procedures applied in the audit of the basic financial statements and, in our opinion, is fairly stated in all
material respects in relation to the basic financial statements taken as a whole.

[Signature]

[Date]
[Source: SAS No. 29, paragraph 12, as amended by SAS No. 52 and SAS No. 98 (AU section 551.12).]

Note: The report on the accompanying information may be added to the auditor's standard report on the
basic financial statements or may appear separately in the auditor-submitted document. [Source:
SAS No. 29, paragraph 6 (AU section 551.06).]
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Disclaimer on Accompanying Information (Not Audited)
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31, 20X2 and 20X1, and the results of its operations and its cash
flows for the years then ended in conformity with accounting principles generally accepted in the United
States of America.
Our audits were conducted for the purpose of forming an opinion on the basic financial statements taken as
a whole. The (identify the accompanying information) is presented for purposes of additional analysis and
is not a required part of the basic financial statements. Such information has not been subjected to the auditing
procedures applied in the audit of the basic financial statements, and, accordingly, we express no opinion
on it.

[Signature]
[Date]
[Source: SAS No. 29, paragraph 13, as amended by SAS No. 52 (AU section 551.13).]

Notes: The report on the accompanying information may be added to the auditor's standard report on the
basic financial statements or may appear separately in the auditor-submitted document. [Source:
SAS No. 29, paragraph 6 (AU section 551.06).]

When the auditor disclaims an opinion on all or part of the accompanying information in a document
that he or she submits to his or her client or to others, such information should either be marked as
unaudited or should include a reference to the auditor's disclaimer of opinion. The wording of the
disclaimer will vary according to the circumstances.
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Disclaimer on Part of the Accompanying Information (Not Audited)
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31,20X2 and 20X1, and the results of its operations and its cash
flows for the years then ended in conformity with accounting principles generally accepted in the United
States of America.
Our audits were conducted for the purpose of forming an opinion on the basic financial statements taken as
a whole. The information on pages XX-YY is presented for purposes of additional analysis and is not a
required part of the basic financial statements. Such information, except for that portion marked ''un
audited," on which we express no opinion, has been subjected to the auditing procedures applied in the audit
of the basic financial statements; and, in our opinion, the information is fairly stated in all material respects
in relation to the basic financial statements taken as a whole.

[Signature]

[Date]
[Source: SAS No. 29, paragraph 13, as amended by SAS No. 52 (AU section 551.13).]

Notes: The report on the accompanying information may be added to the auditor's standard report on the
basic financial statements or may appear separately in the auditor-submitted document. [Source:
SAS No. 29, paragraph 6 (AU section 551.06).]

When the auditor disclaims an opinion on all or part of the accompanying information in a document
that he or she submits to his or her client or to others, such information should either be marked as
unaudited or should include a reference to the auditor's disclaimer of opinion. The wording of the
disclaimer will vary according to the circumstances.
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Qualification on Basic Financial Statements and Accompanying Information
(Departure From GAAP)
Independent Auditor's Report

Addressee:

We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.
The Company has excluded, from property and debt in the accompanying balance sheets, certain lease
obligations that, in our opinion, should be capitalized in order to conform with accounting principles
generally accepted in the United States of America. If these lease obligations were capitalized, property
would be increased by $and $, long-term debt by $and $, and retained earnings
by $and $as of December 31,20X2 and 20X1, respectively. Additionally, net income would be
increased (decreased) by $and $and earnings per share would be increased (decreased) by
$and $, respectively, for the years then ended.
In our opinion, except for the effects of not capitalizing certain lease obligations as discussed in the preceding
paragraph, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31,20X2 and 20X1, and the results of its operations and its cash
flows for the years then ended in conformity with accounting principles generally accepted in the United
States of America.
Our audits were conducted for the purpose of forming an opinion on the basic financial statements taken as
a whole. The schedules of property and related depreciation (page X), and long-term debt with related
interest (page Y), as of December 31, 20X2, are presented for purposes of additional analysis and are not a
required part of the basic financial statements. The information in such schedules has been subjected to the
auditing procedures applied in the audit of the basic financial statements; and, in our opinion, except for the
effects on the schedule of property of not capitalizing certain lease obligations as explained in the third
paragraph of this report, such information is fairly stated in all material respects in relation to the basic
financial statements taken as a whole.

[Signature]
[Date]

[Sources: SAS No. 29, paragraph 14, as amended by SAS No. 52, and SAS No. 58, paragraph 39, as amended
by SAS No. 79 and with conforming changes due to SAS No. 93 (AU sections 551.14 and 508.39, respectively).]

Note:

The report on the accompanying information may be added to the auditor's standard report on the
basic financial statements or may appear separately in the auditor-submitted document. [Source:
SAS No. 29, paragraph 6 (AU section 551.06).]
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Supplementary Information Required by the FASB Included in Auditor-Submitted Document
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31, 20X2 and 20X1, and the results of its operations and its cash
flows for the years then ended in conformity with accounting principles generally accepted in the United
States of America.

The [identify the supplementary information] on page XX is not a required part of the basic financial statements
but is supplementary information required by accounting principles generally accepted in the United States
of America. We have applied certain limited procedures, which consisted principally of inquiries of
management regarding the methods of measurement and presentation of the supplementary information.
However, we did not audit the information and express no opinion on it.
[Signature]

[Date]
[Source: SAS No. 29, paragraph 15, as amended by SAS No. 52 and SAS No. 98 (AU section 551.15).]

Notes: The report on the accompanying information may be added to the auditor's standard report on the
basic financial statements or may appear separately in the auditor-submitted document. [Source:
SAS No. 29, paragraph 6 (AU section 551.06).]

When supplementary information required by GAAP is presented outside the basic financial
statements in an auditor-submitted document, the auditor should (a) express an opinion on the
information if the auditor has been engaged to examine the information, (b) report on the information
using the guidance in paragraphs 12 and 14 of SAS No. 29 (AU section 551.12 and .14), provided such
information has been subjected to the auditing procedures applied in the audit of the basic financial
statements, or (c) disclaim an opinion on the information.9 [Source: SAS No. 29, paragraph 15, as
amended by SAS No. 98 (AU section 551.15).]
In certain circumstances, the auditor's report should be expanded in accordance with SAS No. 52,
paragraphs 8 and 9, as amended by SAS No. 98 (AU section 558.08 and .09). The illustrative reports
at AAM section 10,245.010-.045 are assembled from illustrative reporting language in SAS No. 52,
paragraph 8 (AU section 558.08).
9 The auditor may identify the body requiring the information, such as the Financial Accounting Standards Board in this example.
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Supplementary Information Required by the GASB Included in Auditor-Submitted Documents
Independent Auditor's Report

Addressee:
We have audited the accompanying financial statements of the governmental activities, the business-type
activities, the aggregate discretely presented component units, each major fund, and the aggregate remaining
fund information of the City of Example, Any State, as of and for the year ended June 30, 20X1, which
collectively comprise the City's basic financial statements as listed in the table of contents. These financial
statements are the responsibility of the City of Example's management. Our responsibility is to express
opinions on these financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. [Optional: An audit includes consideration
of internal control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the City's internal control over
financial reporting. Accordingly, we express no such opinion.]10 An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinions.
In our opinion, the financial statements referred to above present fairly, in all material respects, the respective
financial position of the governmental activities, the business-type activities, the aggregate discretely
presented component units, each major fund, and the aggregate remaining fund information of the City of
Example, Any State, as of June 30, 20X1, and the respective changes in financial position, and, where
applicable, cash flows thereof for the year then ended in conformity with accounting principles generally
accepted in the United States of America.

The [identify accompanying required supplementary information] on pages XX through XX and XX through XX
are not a required part of the basic financial statements but are supplementary information required by
accounting principles generally accepted in the United States of America.11 We have applied certain limited
procedures, which consisted principally of inquiries of management regarding the methods of measurement
and presentation of the required supplementary information. However, we did not audit the information
and express no opinion on it.
[Signature]

[Date]
[Sources: SAS No. 29, paragraph 15, as amended by SAS No. 52 and SAS No. 98 (AU section 551.15); AICPA
Audit and Accounting Guide State and Local Governments, paragraph 14.79 (Appendix A, Example A-l).]10
11
10 This optional wording may be added in accordance with Auditing Interpretation No. 17, "Clarification in the Audit Report of the
Extent of Testing of Internal Control Over Financial Reporting in Accordance With Generally Accepted Auditing Standards," of SAS
No. 58, Reports oh Audited Financial Statements, as amended (AU section 9508.85-.88), which provides reporting guidance for audits of
nonissuers. If this optional wording is added, the remainder of the paragraph should read as follows:
"An audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial state
ments, assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audit provides a reasonable basis for our opinions."
11 The auditor may identify the body requiring the information, such as the Governmental Accounting Standards Board in this
example.
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Notes: The report on the accompanying information may be added to the auditor's standard report on the
basic financial statements or may appear separately in auditor-submitted documents. [Source: SAS
No. 29, paragraph 6 (AU section 551.06).]
When supplementary information required by GAAP is presented outside the basic financial
statements in an auditor-submitted document, the auditor should (a) express an opinion on the
information if the auditor has been engaged to examine the information, (b) report on the information
using the guidance in paragraphs 12 and 14 of SAS No. 29 (AU section 551.12 and .14), provided such
information has been subjected to the auditing procedures applied in the audit of the basic financial
statements, or (c) disclaim an opinion on the information. [Source: SAS No. 29, paragraph 15, as
amended by SAS No. 98 (AU section 551.15).]

In certain circumstances, the auditor's report should be expanded in accordance with SAS No. 52,
paragraphs 8 and 9 (AU section 558.08 and .09). The illustrative reports at AAM section 10,245.010.045 are assembled from illustrative reporting language in SAS No. 52, paragraph 8 (AU section
558.08) and the AICPA Audit and Accounting Guide State and Local Governments.
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Consolidating Information Not Separately Audited
Independent Auditor's Report

Addressee:

We have audited the accompanying consolidated balance sheets of X Company and subsidiaries as of
December 31,20X2 and 20X1, and the related consolidated statements of income, retained earnings, and cash
flows for the years then ended. These financial statements are the responsibility of the Company's manage
ment. Our responsibility is to express an opinion on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the financial position of X Company and subsidiaries as of [at] December 31,20X2 and 20X1, and the results
of its operations and its cash flows for the years then ended in conformity with accounting principles
generally accepted in the United States of America.
Our audits were conducted for the purpose of forming an opinion on the consolidated financial statements
taken as a whole. The consolidating information is presented for purposes of additional analysis of the
consolidated financial statements rather than to present the financial position, results of operations, and cash
flows of the individual companies. The consolidating information has been subjected to the auditing
procedures applied in the audit of the consolidated financial statements and, in our opinion, is fairly stated
in all material respects in relation to the consolidated financial statements taken as a whole.

[Signature]
[Date]

[Source: SAS No. 29, paragraph 18, as amended by SAS No. 52 (AU section 551.18).]

Notes: The report on the consolidating information may be added to the auditor's standard report on the
basic financial statements or may appear separately in the auditor-submitted document.
When the auditor is engaged to express an opinion only on the consolidated financial statements and
consolidating information is also included, the auditor should be satisfied that the consolidating
information is suitably identified. For example, when the consolidated financial statements include
columns of information about the components of the consolidated group, the balance sheets might
be titled, "Consolidated Balance Sheet—December 31, 20X1, with Consolidating Information," and
the columns including the consolidating information might be marked, "Consolidating Informa
tion." When the consolidating information is presented in separate schedules, the schedules present
ing balance sheet information of the components might be titled, for example, "Consolidating
Schedule, Balance Sheet Information, December 31, 20X1."
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Unqualified Opinion on Selected Financial Data in a Client-Prepared Document That Includes
Audited Financial Statements
Independent Auditor's Report

Addressee:
We have audited the accompanying consolidated balance sheets of X Company and subsidiaries as of
December 31,20X5 and 20X4, and the related consolidated statements of income, retained earnings, and cash
flows for each of the three years in the period ended December 31, 20X5. These financial statements are the
responsibility of the Company's management. Our responsibility is to express an opinion on these financial
statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the financial position of X Company and subsidiaries as of December 31, 20X5 and 20X4, and the results of
their operations and their cash flows for each of the three years in the period ended December 31, 20X5 in
conformity with accounting principles generally accepted in the United States of America.
We have also previously audited, in accordance with auditing standards generally accepted in the United
States of America, the consolidated balance sheets as of December 31,20X3,20X2, and 20X1, and the related
consolidated statements of income, retained earnings, and cash flows for the years ended December 31,20X2
and 20X1 (none of which are presented herein); and we expressed unqualified opinions on those consolidated
financial statements.

In our opinion, the information set forth in the selected financial data for each of the five years in the period
ended December 31, 20X5, appearing on page XX, is fairly stated, in all material respects, in relation to the
consolidated financial statements from which it has been derived.
[Signature]

[Date]
[Source: SAS No. 42, paragraph 10, with conforming changes due to SAS No. 93 (AU section 552.10).]

[The next page is 10,471.]
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AAM Section 10,250
Engagements to Report on
Internal Control
.010

Accountant's Report When Expressing an Opinion Directly on the Effectiveness of an Entity's
Internal Control as of a Specified Date

Independent Accountant's Report
We have examined the effectiveness of W Company's internal control over financial reporting as of December
31, 20XX, based on [identify criteria]. W Company's management is responsible for maintaining effective
internal control over financial reporting. Our responsibility is to express an opinion on the effectiveness of
internal control based on our examination.

Our examination was conducted in accordance with attestation standards established by the American
Institute of Certified Public Accountants and, accordingly, included obtaining an understanding of internal
control over financial reporting, testing, and evaluating the design and operating effectiveness of internal
control, and performing such other procedures as we considered necessary in the circumstances. We believe
that our examination provides a reasonable basis for our opinion.
Because of inherent limitations in any internal control, misstatements due to error or fraud may occur and
not be detected. Also, projections of any evaluation of internal control over financial reporting to future
periods are subject to the risk that the internal control may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, W Company maintained, in all material respects, effective internal control over financial
reporting as of December 31, 20XX, based on [identify criteria].1
[Source: SSAE No. 10, Chapter 5, Reporting on an Entity's Internal Control Over Financial Reporting, paragraph
5.48 (AT section 501.48).]

1 For example, "criteria established in Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations
of the Treadway Commission (COSO)."
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Accountant's Report When Expressing an Opinion on a Written Assertion About the Effectiveness
of an Entity's Internal Control as of a Specified Date
Independent Accountant's Report

We have examined management's assertion, included in the accompanying [title of management report], that
W Company maintained effective internal control over financial reporting as of December 31, 20XX based
on [identify criteria].1 W Company's management is responsible for maintaining effective internal control
over financial reporting. Our responsibility is to express an opinion on management's assertion based on our
examination.

Our examination was conducted in accordance with attestation standards established by the American
Institute of Certified Public Accountants and, accordingly, included obtaining an understanding of internal
control over financial reporting, testing, and evaluating the design and operating effectiveness of internal
control, and performing such other procedures as we considered necessary in the circumstances. We believe
that our examination provides a reasonable basis for our opinion.

Because of inherent limitations in any internal control, misstatements due to error or fraud may occur and
not be detected. Also, projections of any evaluation of internal control over financial reporting to future
periods are subject to the risk that the internal control may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, management's assertion that W Company maintained effective internal control over financial
reporting as of December 31, 20XX is fairly stated, in all material respects, based on [identify criteria].12
[Source: SSAE No. 10, Chapter 5, Reporting on an Entity's Internal Control Over Financial Reporting, paragraph
5.50 (AT section 501.50).]

Note:

Nothing precludes the practitioner from examining an assertion but opining directly on the effec
tiveness of internal control. SSAE No. 10, Chapter 5, paragraph 5.51 (AT section 501.51).

1 The practitioner should identify the responsible party's report examined by referring to the title used by the responsible party in its
report. Further, he or she should use the same description of the entity's internal control as the responsible party uses in its reports,
including the kinds of controls (that is, control over the preparation of annual financial statements, interim financial statements, or both)
on which the responsible party is reporting. If the presentation of the assertion does not accompany the practitioner's report, the phrase
"included in the accompanying [title of responsible party's report]” would be omitted.

2 For example, "criteria established in Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations
of the Treadway Commission (COSO)."
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Modified Report With Explanatory Language, That a Practitioner Should Use When There Is a
Material Weakness in an Entity's Internal Control and, Based on Its Significance and Its Effect
on the Achievement of the Objectives of the Control Criteria, the Practitioner Concludes That a
Qualified Opinion Is Appropriate
Independent Accountant's Report

We have examined the effectiveness of W Company's internal control over financial reporting as of December
31, 20XX, based on [identify criteria]. W Company's management is responsible for maintaining effective
internal control over financial reporting. Our responsibility is to express an opinion on the effectiveness of
internal control based on our examination.

Our examination was conducted in accordance with attestation standards established by the American
Institute of Certified Public Accountants and, accordingly, included obtaining an understanding of internal
control over financial reporting, testing, and evaluating the design and operating effectiveness of internal
control, and performing such other procedures as we considered necessary in the circumstances. We believe
that our examination provides a reasonable basis for our opinion.
Because of inherent limitations in any internal control, misstatements due to error or fraud may occur and
not be detected. Also, projections of any evaluation of internal control over financial reporting to future
periods are subject to the risk that the internal control may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.
[Include sentence(s) describing the material weakness and its effect on the achievement of the objectives of the control
criteria.] We believe such condition represents a material weakness. A material weakness is a condition that
precludes the entity's internal control from providing reasonable assurance that material misstatements in
the financial statements will be prevented or detected on a timely basis.1

In our opinion, except for the effect of the material weakness described in the preceding paragraph on the
achievement of the objectives of the control criteria, W Company maintained, in all material respects, effective
internal control over financial reporting as of December 31, 20XX, based on [identify criteria].

[Source: SSAE No. 10, Chapter 5, Reporting on an Entity's Internal Control Over Financial Reporting, paragraph
5.55 (AT section 501.55).]

Note:

If the practitioner's report on his or her examination of the effectiveness of the entity's internal control
is included within the same document that includes his or her audit report on the entity's financial
statements, the following sentence should be included in the paragraph of the examination report
that describes the material weakness:

These conditions were considered in determining the nature, timing, and extent of audit
tests applied in our audit of the 20XX financial statements, and this report does not affect
our report dated [date of report] on these financial statements.12
[Source: SSAE No. 10, Chapter 5, paragraphs 5.55 and 5.58 (AT section 501.55 and .58).]

1 This description of a material weakness differs from the definition of material weakness discussed in SSAE No. 10, Chapter 5,
paragraph 5.37 (AT section 501.37). Although a practitioner should consider the definition contained in SSAE No. 10, Chapter 5,
paragraph 5.37 (AT section 501.37) when determining whether a material weakness exists, the description above should be used to
describe a material weakness in the practitioner's report.
2 The practitioner may also include the preceding sentence in situations where the two reports are not included within the same
document.
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.040 Adverse Opinion on When a Material Weakness in Internal Control Exists and, in the Practitioner's
Judgment, the Material Weakness(es) Is (Are) So Pervasive That the Entity's Internal Control
Over Financial Reporting Does Not Achieve the Control Objectives

Independent Accountant's Report
We have examined the effectiveness of W Company's internal control over financial reporting as of December
31, 20XX, based on [identify criteria]. W Company's management is responsible for maintaining effective
internal control over financial reporting. Our responsibility is to express an opinion on the effectiveness of
internal control based on our examination.

Our examination was conducted in accordance with attestation standards established by the American
Institute of Certified Public Accountants and, accordingly, included obtaining an understanding of internal
control over financial reporting, testing, and evaluating the design and operating effectiveness of internal
control, and performing such other procedures as we considered necessary in the circumstances. We believe
that our examination provides a reasonable basis for our opinion.

Because of inherent limitations in any internal control, misstatements due to error or fraud may occur and
not be detected. Also, projections of any evaluation of internal control over financial reporting to future
periods are subject to the risk that the internal control may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.

[Include sentence(s) describing the material weakness and its effect on the achievement of the objectives of the control
criteria.] We believe such condition represents a material weakness. A material weakness is a condition that
precludes the entity's internal control from providing reasonable assurance that material misstatements in
the financial statements will be prevented or detected on a timely basis.1
In our opinion, because of the effect of the material weakness described above on the achievement of the
objectives of the control criteria, W Company has not maintained effective internal control over financial
reporting as of December 31, 20XX, based on [identify criteria].
[Source: SSAE No. 10, Chapter 5, Reporting on an Entity's Internal Control Over Financial Reporting, paragraph
5.56 (AT section 501.56).]

Note:

If the practitioner's report on his or her examination of the effectiveness of the entity's internal control
is included within the same document that includes his or her audit report on the entity's financial
statements, the following sentence should be included in the paragraph of the examination report
that describes the material weakness:

These conditions were considered in determining the nature, timing, and extent of audit
tests applied in our audit of the 20XX financial statements, and this report does not affect
our report dated [date of report] on these financial statements.12
[Source: SSAE No. 10, Chapter 5, paragraphs 5.56 and 5.58 (AT section 501.56 and .58).]

1 This description of a material weakness differs from the definition of a material weakness discussed in SSAE No. 10, Chapter 5,
paragraph 5.37 (AT section 501.37). Although a practitioner should consider the definition contained in SSAE No. 10, Chapter 5,
paragraph 5.37 (AT section 501.37) when determining whether a material weakness exists, the description above should be used to
describe a material weakness in the practitioner's report.

2 The practitioner may also include the preceding sentence in situations where the two reports are not included within the same
document.
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.050 Qualified Opinion on the Effectiveness of an Entity's Internal Control, or Written Assertion
Thereon, Due to a Scope Limitation
Independent Accountant's Report

We have examined the effectiveness of W Company's internal control over financial reporting as of December
31, 20XX, based on [identify criteria]. W Company's management is responsible for maintaining effective
internal control over financial reporting. Our responsibility is to express an opinion on the effectiveness of
internal control based on our examination.
Except as described below, our examination was conducted in accordance with attestation standards
established by the American Institute of Certified Public Accountants and, accordingly, included obtaining
an understanding of the internal control over financial reporting, testing, and evaluating the design and
operating effectiveness of the internal control, and performing such other procedures as we considered
necessary in the circumstances. We believe that our examination provides a reasonable basis for our opinion.

Prior to December 20,20XX, W Company had an inadequate system for recording cash receipts, which could
have prevented the Company from recording cash receipts on accounts receivable completely and properly.
Therefore, cash received could have been diverted for unauthorized use, lost, or otherwise not properly
recorded to accounts receivable. We believe this condition was a material weakness in the design or operation
of the internal control of W Company in effect at [date]. A material weakness is a condition that precludes
the entity's internal control from providing reasonable assurance that material misstatements in the financial
statements will be prevented or detected on a timely basis. Although the Company implemented a new cash
receipts system on December 20, 20XX, the system has not been in operation for a sufficient period of time
to enable us to obtain sufficient evidence about its operating effectiveness.
Because of the inherent limitations in any internal control, misstatements due to error or fraud may occur
and not be detected. Also, projections of any evaluation of internal control over financial reporting to future
periods are subject to the risk that the internal control may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, except for the effect of matters we may have discovered had we been able to examine evidence
about the effectiveness of the new cash receipts system, W Company maintained, in all material respects,
effective internal control over financial reporting as of December 31, 20XX based on [identify criteria].
[Source: SSAE No. 10, Chapter 5, Reporting on an Entity's Internal Control Over Financial Reporting, paragraph
5.60 (AT section 501.60).]
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Disclaimer of Opinion When Restrictions That Significantly Limit the Scope of the Examination
Are Imposed by the Client or the Responsible Party
Independent Accountant's Report

We were engaged to examine the effectiveness of W Company's internal control over financial reporting as
of December 31,20XX, based on [identify criteria]. W Company's management is responsible for maintaining
effective internal control over financial reporting.
[Scope paragraph should be omitted.]
[Explanatory paragraph.]
[Include paragraph to describe scope restrictions.]

Since management [describe scope restrictions] and we were unable to apply other procedures to satisfy
ourselves as to the entity's internal control over financial reporting, the scope of our work was not sufficient
to enable us to express, and we do not express, an opinion on the effectiveness of the entity's internal control
over financial reporting.

[Source: SSAE No. 10, Chapter 5, Reporting on an Entity's Internal Control Over Financial Reporting, paragraph
5.62 (AT section 501.62).]
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.070 Unqualified Opinion When the Practitioner Decides to Make Reference to the Report of Another
Practitioner as a Basis, in Part, for the Practitioner's Opinion

[In these circumstances, the practitioner should disclose this fact when describing the scope of the
examination and should refer to the report of the other practitioner when expressing the opinion.1]

Independent Accountant's Report
We have examined the effectiveness of W Company's internal control over financial reporting as of December
31, 20XX, based on [identify criteria]. W Company's management is responsible for maintaining effective
internal control over financial reporting. Our responsibility is to express an opinion on the effectiveness of
internal control based on our examination. We did not examine the effectiveness of internal control over
financial reporting of B Company, a wholly owned subsidiary, whose financial statements reflect total assets
and revenues constituting 20 and 30 percent, respectively, of the related consolidated financial statement
amounts as of and for the year ended December 31,20XX. The effectiveness of B Company's internal control
over financial reporting was examined by other accountants whose report has been furnished to us, and our
opinion, insofar as it relates to the effectiveness of B Company's internal control over financial reporting, is
based solely on the report of the other accountants.

Our examination was conducted in accordance with attestation standards established by the American
Institute of Certified Public Accountants and, accordingly, included obtaining an understanding of internal
control over financial reporting, testing, and evaluating the design and operating effectiveness of internal
control and performing such other procedures as we considered necessary in the circumstances. We believe
that our examination and the report of the other accountants provide a reasonable basis for our opinion.
Because of inherent limitations in any internal control, misstatements due to error or fraud may occur and
not be detected. Also, projections of any evaluation of internal control over financial reporting to future
periods are subject to the risk that the internal control may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.
In our opinion, based on our examination and the report of the other accountants, W Company maintained,
in all material respects, effective internal control over financial reporting as of December 31,20XX, based on
[identify criteria].
[Source: SSAE No. 10, Chapter 5, Reporting on an Entity's Internal Control Over Financial Reporting, paragraph
5.64 (AT section 501.64).]

1 Whether the other practitioner's opinion is expressed on the responsible party's assertion or on the effectiveness of internal control
does not affect the determination of whether the principal practitioner's opinion is expressed on the assertion or on the subject matter
itself.
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.080 Unqualified Opinion on the Effectiveness of Only a Segment of an Entity's Internal Control

[For example, internal control over financial reporting of an entity's operating division or its accounts receivable]
Independent Accountant's Report
We have examined the effectiveness of W Company's internal control over financial reporting for its retail
division as of December 31, 20XX, based on [identify criteria]. W Company's management is responsible for
maintaining effective internal control over financial reporting. Our responsibility is to express an opinion on
the effectiveness of internal control based on our examination.

Our examination was conducted in accordance with attestation standards established by the American
Institute of Certified Public Accountants and, accordingly, included obtaining an understanding of internal
control over financial reporting, testing, and evaluating the design and operating effectiveness of internal
control, and performing such other procedures as we considered necessary in the circumstances. We believe
that our examination provides a reasonable basis for our opinion.

Because of the inherent limitations in any internal control, misstatements due to error or fraud may occur
and not be detected. Also, projections of any evaluation of internal control over financial reporting to future
periods are subject to the risk that the internal control may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, W Company's retail division maintained, in all material respects, effective internal control
over financial reporting as of December 31, 20XX based on [identify criteria],
[Source: SSAE No. 10, Chapter 5, Reporting on an Entity's Internal Control Over Financial Reporting, paragraph
5.69 (AT section 501.69).]

AAM §10,250.080

Copyright © 2005, American Institute of Certified Public Accountants, Inc.

.090

10,479

Engagements to Report on Internal Control

68 9-05

Unqualified Opinion About the Suitability of Design of the Entity's Internal Control
Independent Accountant's Report

We have examined the suitability of W Company's design of internal control over financial reporting to
prevent or detect material misstatements in the financial statements on a timely basis as of December 31,
20XX, based on [identify criteria]. W Company's management is responsible for the suitable design of internal
control over financial reporting. Our responsibility is to express an opinion on the design of internal control
based on our examination.
Our examination was conducted in accordance with attestation standards established by the American
Institute of Certified Public Accountants and, accordingly, included obtaining an understanding of internal
control over financial reporting, evaluating the design of internal control, and performing such other
procedures as we considered necessary in the circumstances. We believe that our examination provides a
reasonable basis for our opinion.

Because of inherent limitations in any internal control, misstatements due to error or fraud may occur and
not be detected. Also, projections of any evaluation of internal control over financial reporting to future
periods are subject to the risk that the internal control may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, W Company's internal control over financial reporting is suitably designed, in all material
respects, to prevent or detect material misstatements in the financial statements on a timely basis as of
December 31, 20XX, based on [identify criteria].
[Source: SSAE No. 10, Chapter 5, Reporting on an Entity's Internal Control Over Financial Reporting, paragraph
5.71 and footnote 24 (AT section 501.71).]

Notes: This report assumes that the control criteria of the regulatory agency are both suitable and available
to users as discussed in SSAE No. 10, chapter 1, Attest Engagements, paragraphs 1.23 through 1.33
(AT section 101.23-.33). Therefore, there is no restriction on the use of this report.
When reporting on the suitability of design of the entity's internal control that has already been placed
in operation, the report should be modified by adding the following to the scope paragraph:
We were not engaged to examine and report on the operating effectiveness of W
Company's internal control over financial reporting as of December 31, 20XX, and,
accordingly, we express no opinion on operating effectiveness.
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Unqualified Opinion Based on an Examination on the Adequacy of an Entity's Internal Control
Over Financial Reporting Based on Criteria Established by a Regulatory Agency That Are Not
Suitable for General Use
Independent Accountant's Report

We have examined the adequacy of W Company's internal control over financial reporting as of December
31, 20XX, based on the criteria established by
agency, as set forth in its audit guide dated
. W Company's management is responsible for maintaining adequate internal control over
financial reporting. Our responsibility is to express an opinion on whether the internal control is adequate
to meet such criteria based on our examination.
Our examination was conducted in accordance with attestation standards established by the American
Institute of Certified Public Accountants and, accordingly, included obtaining an understanding of internal
control over financial reporting, testing, and evaluating the design and operating effectiveness of internal
control and performing such other procedures as we considered necessary in the circumstances. We believe
that our examination provides a reasonable basis for our opinion.

Because of inherent limitations in any internal control, misstatements due to error or fraud may occur and
not be detected. Also, projections of any evaluation of internal control over financial reporting to future
periods are subject to the risk that internal control may become inadequate because of changes in conditions,
or that the degree of compliance with the policies or procedures may deteriorate.

We understand that the agency considers the controls over financial reporting that meet the criteria referred
to in the first paragraph of this report adequate for its purpose. In our opinion, based on this understanding
and on our examination, W Company's internal control over financial reporting is adequate, in all material
respects, based on the criteria established by
agency.
This report is intended solely for the information and use of the board of directors and management of W
Company and [agency] and is not intended to be and should not be used by anyone other than these specified
parties.

[Source: SSAE No. 10, Chapter 5, Reporting on an Entity's Internal Control Over Financial Reporting, paragraph
5.74 (AT section 501.74).]
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Communication of Internal Control Matters Noted in an Audit

Addressee:

In planning and performing our audit of the financial statements of the ABC Corporation for the year ended
December 31,20XX, we considered its internal control in order to determine our auditing procedures for the
purpose of expressing our opinion on the financial statements and not to provide assurance on the internal
control. However, we noted certain matters involving the internal control and its operation that we consider
to be reportable conditions under standards established by the American Institute of Certified Public
Accountants. Reportable conditions involve matters coming to our attention relating to significant deficien
cies in the design or operation of the internal control that, in our judgment, could adversely affect the
organization's ability to record, process, summarize, and report financial data consistent with the assertions
of management in the financial statements.
[Include paragraphs to describe the reportable conditions noted.]

This report is intended solely for the information and use of the audit committee (board of directors, board
of trustees, or owners in owner-managed enterprises), management, and others within the organization (or
specified regulatory agency) and is not intended to be and should not be used by anyone other than these
specified parties.
[Signature]

[Date]
THE AUDITOR SHOULD NOT ISSUE A REPORT REPRESENTING THAT NO REPORTABLE CON
DITIONS WERE NOTED.
[Source: SAS No. 60, paragraphs 12 and 17, as amended by SAS No. 87 (AU section 325.12 and .17).]
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Communication of Internal Control Related Matters Noted in an Audit When One or More Re
portable Conditions Were Identified, But None is Deemed to be a Material Weakness

Addressee:
In planning and performing our audit of the financial statements of the ABC Corporation for the year ended
December 31,20XX, we considered its internal control in order to determine our auditing procedures for the
purpose of expressing our opinion on the financial statements and not to provide assurance on the internal
control. However, we noted certain matters involving the internal control and its operations that we consider
to be reportable conditions under standards established by the American Institute of Certified Public
Accountants. Reportable conditions involve matters coming to our attention relating to significant deficien
cies in the design or operation of the internal control that, in our judgment, could adversely affect the
organization's ability to record, process, summarize, and report financial data consistent with the assertions
of management in the financial statements.
[Include paragraphs to describe the reportable conditions noted.]
A material weakness is a reportable condition in which the design or operation of one or more of the internal
control components does not reduce to a relatively low level the risk that misstatements caused by error or
fraud in amounts that would be material in relation to the financial statements being audited may occur and
not be detected within a timely period by employees in the normal course of performing their assigned
functions.

Our consideration of the internal control would not necessarily disclose all matters in internal control that
might be reportable conditions and, accordingly, would not necessarily disclose all reportable conditions
that are also considered to be material weaknesses as defined above. However, none of the reportable
conditions described above is believed to be a material weakness.
This report is intended solely for the information and use of the audit committee (board of directors, board
of trustees, or owners in owner-managed enterprises), management, and others within the organization (or
specified regulatory agency) and is not intended to be and should not be used by anyone other than these
specified parties.

[Signature]
[Date]
THE AUDITOR SHOULD NOT ISSUE A REPORT REPRESENTING THAT NO REPORTABLE CON
DITIONS WERE NOTED.
[Source: SAS No. 60, paragraphs 12,16, and 17, as amended by SAS No. 87 (AU section 325.12, .16, and .17).]
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Report on Controls Placed in Operation at a Service Organization

To XYZ Service Organization:
We have examined the accompanying description of controls related to the (payroll) application of XYZ
Service Organization. Our examination included procedures to obtain reasonable assurance about whether
(1) the accompanying description presents fairly, in all material respects, the aspects of XYZ Service
Organization's controls that may be relevant to a user organization's internal control as it relates to an audit
of financial statements, (2) the controls included in the description were suitably designed to achieve the
control objectives specified in the description, if those controls were complied with satisfactorily,1 and (3)
such controls had been placed in operation as of (date). The control objectives were specified by the (board
of directors). Our examination was performed in accordance with standards established by the American
Institute of Certified Public Accountants and included those procedures we considered necessary in the
circumstances to obtain a reasonable basis for rendering our opinion.
We did not perform procedures to determine the operating effectiveness of controls for any period.
Accordingly, we express no opinion on the operating effectiveness of any aspects of XYZ Service Organiza
tion's controls, individually or in the aggregate.

In our opinion, the accompanying description of the aforementioned application presents fairly, in all
material respects, the relevant aspects of XYZ Service Organization's controls that had been placed in
operation as of (date). Also, in our opinion, the controls, as described, are suitably designed to provide
reasonable assurance that the specified control objectives would be achieved if the described controls were
complied with satisfactorily.

The description of controls at XYZ Service Organization is as of (date) and any projection of such information
to the future is subject to the risk that, because of change, the description may no longer portray the controls
in existence. The potential effectiveness of specific controls at the Service Organization is subject to inherent
limitations and, accordingly, errors or fraud may occur and not be detected. Furthermore, the projection of
any conclusions, based on our findings, to future periods is subject to the risk that changes may alter the
validity of such conclusions.
This report is intended solely for use by the management of XYZ Service Organization, its customers, and
the independent auditors of its customers.

[Source: SAS No. 70, paragraph 38 (AU section 324.38).]

Notes: This report should have an attachment containing a description of the service organization's controls
that may be relevant to a user organization's internal control.

This report is illustrative only and should be modified as appropriate to suit the circumstances of
individual engagements.
See SAS No. 70, paragraph 39 (AU section 324.39), for an example explanatory paragraph and
modification to the opinion paragraph when the service auditor concludes that the description is
inaccurate or insufficiently complete for user auditors.

See SAS No. 70, paragraph 40 (AU section 324.40), for an example explanatory paragraph and
modification to the opinion paragraph when the service auditor concludes that there are sufficient
deficiencies in the design or operation of the service organization's controls.
1 If the application of controls by user organizations is necessary to achieve the stated control objectives, the service auditor's report
should be modified to include the phrase "and user organizations applied the controls contemplated in the design of XYZ Service
Organization's controls" following the words "complied with satisfactorily" in the scope and opinion paragraphs.
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Report on Controls Placed in Operation at a Service Organization and Tests of Operating Effectiveness

To XYZ Service Organization:
We have examined the accompanying description of controls related to the (payroll) application of XYZ
Service Organization. Our examination included procedures to obtain reasonable assurance about whether
(1) the accompanying description presents fairly, in all material respects, the aspects of XYZ Service
Organization's controls that may be relevant to a user organization's internal control as it relates to an audit
of financial statements, (2) the controls included in the description were suitably designed to achieve the
control objectives specified in the description, if those controls were complied with satisfactorily,1 and (3)
such controls had been placed in operation as of (date). The control objectives were specified by the (board of
directors). Our examination was performed in accordance with standards established by the American Institute
of Certified Public Accountants and included those procedures we considered necessary in the circumstances to
obtain a reasonable basis for rendering our opinion.

In our opinion, the accompanying description of the aforementioned application presents fairly, in all
material respects, the relevant aspects of XYZ Service Organization's controls that had been placed in
operation as of (date). Also, in our opinion, the controls, as described, are suitably designed to provide
reasonable assurance that the specified control objectives would be achieved if the described controls were
complied with satisfactorily.

In addition to the procedures we considered necessary to render our opinion as expressed in the previous
paragraph, we applied tests to specific controls, listed in Schedule X, to obtain evidence about their effectiveness
in meeting the control objectives, described in Schedule X, during the period from (date) to (date). The specific
controls and the nature, timing, extent, and results of the tests are listed in Schedule X. This information has been
provided to user organizations of XYZ Service Organization and to their auditors to be taken into consideration,
along with information about the internal control at user organizations, when making assessments of control risk
for user organizations. In our opinion the controls that were tested, as described in Schedule X, were operating
with sufficient effectiveness to provide reasonable, but not absolute, assurance that the control objectives specified
in Schedule X were achieved during the period from (date) to (date). [However, the scope of our engagement did
not include tests to determine whether control objectives not listed in Schedule X were achieved; accordingly, we
express no opinion on the achievement of control objectives not included in Schedule X.]12
The relative effectiveness and significance of specific controls at XYZ Service Organization and their effect
on assessments of control risk at user organizations are dependent on their interaction with the controls and
other factors present at individual user organizations. We have performed no procedures to evaluate the
effectiveness of controls at individual user organizations.
The description of controls at XYZ Service Organization is as of (date), and information about tests of the
operating effectiveness of specific controls covers the period from (date) to (date). Any projection of such
information to the future is subject to the risk that, because of change, the description may no longer portray
the system in existence. The potential effectiveness of specific controls at the Service Organization is subject
to inherent limitations and, accordingly, errors or fraud may occur and not be detected. Furthermore, the
projection of any conclusions, based on our findings, to future periods is subject to the risk that changes may
alter the validity of such conclusions.

This report is intended solely for use by the management of XYZ Service Organization, its customers, and
the independent auditors of its customers.
1 If the application of controls by user organizations is necessary to achieve the stated control objectives, the service auditor's report
should be modified to include the phrase "and user organizations applied the controls contemplated in the design of XYZ Service
Organization's controls" following the words "complied with satisfactorily" in the scope and opinion paragraphs.

2 This sentence should be added when all of the control objectives listed in the description of controls placed in operation are not
covered by the tests of operating effectiveness. This sentence would be omitted when all of the control objectives listed in the
description of controls placed in operation are included in the tests of operating effectiveness.
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[Source: SAS No. 70, paragraph 54 (AU section 324.54).]

Notes: This report should have two attachments: (a) a description of the service organization's controls that
may be relevant to a user organization's controls and (b) a description of controls for which tests of
operating effectiveness were performed, the control objectives the controls were intended to achieve,
the tests applied, and the results of these tests.

This report is illustrative only and should be modified as appropriate to suit the circumstances of
individual engagements.
See SAS No. 70, paragraph 55 (AU section 324.55), for an example explanatory paragraph and
modification to the opinion paragraph when the service auditor concludes that the description is
inaccurate or insufficiently complete for user auditors.

See SAS No. 70, paragraph 56 (AU section 324.56), for an example explanatory paragraph and
modification to the opinion paragraph when the service auditor concludes that there are sufficient
deficiencies in the design or operation of the service organization's controls.
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Reports on Internal Control Required by SEC Rule 17a-5

Board of Directors

Standard Stockbrokerage Co., Inc.
In planning and performing our audit of the consolidated financial statements of Standard Stockbrokerage
Co., Inc. (the Company) for the year ended December 31,20X4, we considered its internal control, including
control activities for safeguarding securities, in order to determine our auditing procedures for the purpose
of expressing our opinion on the consolidated financial statements and not to provide assurance on the
internal control.

Also, as required by rule 17a-5(g)(l) of the Securities and Exchange Commission (SEC), we have made
a study of the practices and procedures followed by the Company, including tests of compliance with
such practices and procedures that we considered relevant to the objectives stated in rule 17a-5(g), in the
following:
1. Making the periodic computations of aggregate indebtedness (or aggregate debits) and net capital
under rule 17a-3(a)(ll) and the reserve required by rule 15c3-3(e)

2. Making the quarterly securities examinations, counts, verifications and comparisons, and the recor
dation of differences required by rule 17a-13*

3. Complying with the requirements for prompt payment for securities under Section 8 of Federal
Reserve Regulation T of the Board of Governors of the Federal Reserve System
4. Obtaining and maintaining physical possession or control of all fully paid and excess margin
securities of customers as required by rule 15c3-3.

The management of the Company is responsible for establishing and maintaining internal control
and the practices and procedures referred to in the preceding paragraph. In fulfilling this responsi
bility, estimates and judgments by management are required to assess the expected benefits and
related costs of controls, and of the practices and procedures referred to in the preceding paragraph,
and to assess whether those practices and procedures can be expected to achieve the SEC's abovementioned objectives. Two of the objectives of internal control and the practices and procedures are
to provide management with reasonable but not absolute assurance that assets for which the
Company has responsibility are safeguarded against loss from unauthorized use or disposition, and
that transactions are executed in accordance with management's authorization and recorded prop
erly to permit the preparation of financial statements in conformity with generally accepted account
ing principles. Rule 17a-5(g) lists additional objectives of the practices and procedures listed in the
preceding paragraph.
Because of inherent limitations in internal control or the practices and procedures referred to above, error or
fraud may occur and not be detected. Also, projection of any evaluation of them to future periods is subject
to the risk that they may become inadequate because of changes in conditions or that the effectiveness of
their design and operation may deteriorate. Our consideration of internal control would not necessarily
disclose all matters in internal control that might be material weaknesses under standards established by the
American Institute of Certified Public Accountants. A material weakness is a condition in which the design
or operation of the specific internal control components does not reduce to a relatively low level the risk that
error or fraud in amounts that would be material in relation to the financial statements being audited may
occur and not be detected within a timely period by employees in the normal course of performing their
If the broker or dealer is exempt from compliance with Rule 15c3-3, does not maintain customer accounts and does not handle securities
this report should be modified as stated in the AICPA Audit and Accounting Guide Brokers and Dealers in Securities, Appendix E.
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assigned functions. However, we noted no matters involving internal control, including control activities for
safeguarding securities, that we consider to be material weaknesses as defined above.1

We understand that practices and procedures that accomplish the objectives referred to in the second
paragraph of this report are considered by the SEC to be adequate for its purposes in accordance with the
Securities Exchange Act of 1934 and related regulations, and that practices and procedures that do not
accomplish such objectives in all material respects indicate a material inadequacy for such purposes. Based
on this understanding and on our study, we believe that the Company's practices and procedures were
adequate at December 31, 20X4, to meet the SEC's objectives.12
This report is intended solely for the information and use of the Board of Directors, management, the SEC,
[Designated self-regulatory organization], and other regulatory agencies that rely on Rule 17a-5(g) under the
Securities Exchange Act of 1934 in their regulation of registered brokers and dealers, and is not intended to
be and should not be used by anyone other than these specified parties.
Accounting Firm
New York, New York
February 15, 20X5

[Source: AICPA Audit and Accounting Guide Brokers and Dealers in Securities, Appendix D.]

Note:

AAM section 10,650 illustrates the auditor's reports on the financial statements of brokers and dealers
in securities.

1 If conditions believed to be material weaknesses are disclosed, the report should describe the weaknesses that have come to the
auditor's attention and may state that these weaknesses do not affect the report on the financial statements. The last sentence of the fifth
paragraph of the report should be modified as follows:
However, we noted the following matters involving the [control environment, accounting system, control activ
ities, or control activities for safeguarding securities] and its [their] operation that we consider to be material weak
nesses as defined above. These conditions were considered in determining the nature, timing, and extent of the
procedures to be performed in our audit of the consolidated financial statements of Standard Stockbrokerage Co., Inc.
for the year ended December 31, 20X4, and this report does not affect our report thereon dated February 15, 20X5.
[A description of the material weaknesses that have come to the auditor's attention and corrective action would follow.]
2 Whenever inadequacies are described, the report should include the last sentence of the fifth paragraph as modified in the note
above. The report should also describe material inadequacies that the auditor becomes aware of that existed during the period but were
corrected prior to the end of the period unless management already has reported them to the SEC.

AICPA Audit and Accounting Manual

AAM §10,250.150

10,488
.160

Accountants' Reports

68

9-05

Letter to SEC When the Broker-Dealer Has Not Made the Required Notification

Securities and Exchange Commission
Washington D.C. and Appropriate
Regional Office

Designated Examining Authority

Dear Sirs:
Our most recent audit of the consolidated financial statements of Standard Stockbrokerage Co., Inc. (the
Company) was as of December 31, 20X3, and for the year then ended, which we reported on under date of
February 15, 20X4. We have not audited any financial statements of the Company as of any date or for any
period subsequent to December 31, 20X3. Although we are presently performing certain procedures as part
of our audit of the consolidated financial statements of the Company as of December 31, 20X4, and for the
year then ending, these procedures do not constitute all the procedures necessary in an audit conducted in
accordance with generally accepted auditing standards or all the procedures necessary to (1) consider the
Company's internal control as required by generally accepted auditing standards or (2) study the Company's
practices and procedures relevant to the objectives stated in rule 17a-5(g) of the Securities and Exchange
Commission as required by rule 17a-5.

The management of the Company is responsible for establishing and maintaining internal control. In
fulfilling this responsibility, estimates and judgments by management are required to assess the expected
benefits and related costs of controls. The objectives of internal control are to provide management with
reasonable but not absolute assurance that assets are safeguarded against loss from unauthorized use or
disposition and that transactions are executed in accordance with management's authorization and recorded
properly to permit the preparation of financial statements in conformity with generally accepted accounting
principles.
Because of inherent limitations in internal control, errors or fraud may occur and not be detected. Also,
projection of any evaluation of internal control to future periods is subject to the risk that controls may become
inadequate because of changes in conditions or that the effectiveness of the design and operation of controls
may deteriorate.

The purpose of performing certain procedures prior to the date of the financial statements is to facilitate the
expression of an opinion on the Company's financial statements. It must be understood that the procedures
performed would not necessarily disclose all material weaknesses in internal control, including control
activities for safeguarding securities.

However, pursuant to the requirements of rule 17a-5(h)(2), we are to call to the attention of the chief financial
officer any weaknesses that we believe to be material and that were disclosed during the course of interim
work. We have made such notification to the chief financial officer of Standard Stockbrokerage Co., Inc. and
we believe the following additional information is required pursuant to the requirements of the rule.
[List and describe all instances where the independent auditor did not agree with the notification of the broker or dealer
or where the required notification was not made.]
Accounting Firm
New York, New York
December 10, 20X4

[Source: AICPA Audit and Accounting Guide Brokers and Dealers in Securities, Appendix F.]

Note:

AAM section 10,650 illustrates the auditor's reports on the financial statements of brokers and dealers
in securities.
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Independent Auditor's Report on Internal Control Required by Regulation 1.16 of the
Commodity Futures Trading Commission

Board of Directors

ABC Commodities Corporation
In planning and performing our audit of the consolidated financial statements of ABC Commodities
Corporation (the Corporation) for the year ended December 31, 20X4, we considered its internal control,
including control activities for safeguarding customer and firm assets, in order to determine our auditing
procedures for the purpose of expressing our opinion on the consolidated financial statements and not to
provide assurance on internal control.
Also, as required by Regulation 1.16 of the Commodity Futures Trading Commission (CFTC), we have made
a study of the practices and procedures followed by the Corporation including tests of such practices and
procedures that we considered relevant to the objectives stated in Regulation 1.16 in making the following:
1. The periodic computations of minimum financial requirements pursuant to Regulation 1.17

2. The daily computations of the segregation requirements of section 4d(2) of the Commodity Exchange
Act and the regulations thereunder, and the segregation of funds based on such computations
3. The daily computations of the foreign futures and foreign options secured amount requirements
pursuant to Regulation 30.7 of the CFTC.

The management of the Corporation is responsible for establishing and maintaining internal control and the practices
and procedures referred to in the preceding paragraph. In fulfilling this responsibility, estimates and judgments by
management are required to assess the expected benefits and related costs of controls and of the practices and
procedures referred to in the preceding paragraph and to assess whether those practices and procedures can be
expected to achieve the CFTC's above-mentioned objectives. Two of the objectives of internal control and the practices
and procedures are to provide management with reasonable but not absolute assurance that assets for which the
Corporation has responsibility are safeguarded against loss from unauthorized use or disposition, and that
transactions are executed in accordance with management's authorization and recorded properly to permit
preparation of financial statements in conformity with generally accepted accounting principles. Regulation 1.16 lists
additional objectives of the practices and procedures listed in the preceding paragraph.
Because of inherent limitations in internal control or the practices and procedures referred to above, error or
fraud may occur and not be detected. Also, projection of any evaluation of them to future periods is subject
to the risk that they may become inadequate because of changes in conditions or that the effectiveness of
their design and operation may deteriorate.

Our consideration of internal control would not necessarily disclose all matters in internal control that might
be material weaknesses under standards established by the American Institute of Certified Public Account
ants. A material weakness is a condition in which the design or operation of one or more of the specific
internal control components does not reduce to a relatively low level the risk that error or fraud in amounts
that would be material in relation to the financial statements being audited may occur and not be detected
within a timely period by employees in the normal course of performing their assigned functions. However,
we noted no matters involving internal control, including procedures for safeguarding customer and firm
assets, that we consider to be material weaknesses as defined above.1
1 If conditions believed to be material weaknesses are disclosed, the report should describe the weaknesses that have come to the
auditor's attention and may state that these weaknesses do not affect the report on the financial statements. The last sentence of the fifth
paragraph of the report should be modified as follows:
However, we noted the following matters involving the [(control environment, accounting system, control activi
ties, or control activities for safeguarding securities)] and its [(their)] operation that we consider to be material
weaknesses as defined above. These conditions were considered in determining the nature, timing, and extent of
the procedures to be performed in our audit of the consolidated financial statements of the Corporation for the
year ended December 31, 20X4, and this report does not affect our report thereon dated February 15, 20X5.
[A description of the material weaknesses that have come to the auditor's attention and corrective action would follow.]
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We understand that practices and procedures that accomplish the objectives referred to in the second
paragraph of this report are considered by the CFTC to be adequate for its purposes in accordance with the
Commodity Exchange Act and related regulations, and that practices and procedures that do not accomplish
such objectives in all material respects indicate a material inadequacy for such purposes. Based on this
understanding and on our study, we believe that the Corporation's practices and procedures were adequate
at December 31, 20X4, to meet the CFTC's objectives.2
This report is intended solely for the use of the Board of Directors, management, the CFTC, and other
regulatory agencies that rely on Regulation 1.16 of the CFTC and is not intended to be and should not be
used by anyone other than these specified parties.

Accounting Firm
New York, New York
February 15, 20X5
[Source: AICPA Audit and Accounting Guide Brokers and Dealers in Securities, Appendix G.]

[The next page is 10,521.]

2 Whenever inadequacies are described, the report should modify the last sentence of the fifth paragraph as indicated in the note
above. The report should also describe material inadequacies the auditor becomes aware of that existed during the period but were
corrected prior to the end of the period unless management already has reported them to the CFTC.
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Cash Basis Statements
Independent Auditor's Report

Addressee:
We have audited the accompanying statements of assets and liabilities arising from cash transactions of XYZ
Company as of December 31, 20X2 and 20X1, and the related statements of revenue collected and expenses
paid for the years then ended. These financial statements are the responsibility of the Company's manage
ment. Our responsibility is to express an opinion on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

As described in Note X, these financial statements were prepared on the basis of cash receipts and
disbursements, which is a comprehensive basis of accounting other than generally accepted accounting
principles.
In our opinion, the financial statements referred to above present fairly, in all material respects, the assets
and liabilities arising from cash transactions of XYZ Company as of December 31, 20X2 and 20X1, and its
revenue collected and expenses paid during the years then ended, on the basis of accounting described in
Note X.
[Signature]

[Date]
[Source: SAS No. 62, paragraph 8, as amended by SAS No. 77 and with conforming changes due to SAS No.
87 and SAS No. 93 (AU section 623.08).]

Note:

See the AICPA publication, Preparing and Reporting on Cash- and Tax-Basis Financial Statements, for
further guidance on the unique recognition, measurement, and disclosure issues for OCBOA (other
comprehensive basis of accounting) financial statements, including illustrative financial statements
and notes. Call the AICPA at (888) 777-7077 and ask for product number 006701, to order.

AICPA Audit and Accounting Manual

AAM §10,260.010

10,522
.020

Accountants' Reports

64

9-04

Income Tax Basis Statements

Independent Auditor's Report

Addressee:
We have audited the accompanying statements of assets, liabilities, and capital—income tax basis of ABC
Partnership as of December 31,20X2 and 20X1, and the related statements of revenue and expenses—income
tax basis and of changes in partners' capital accounts—income tax basis for the years then ended. These
financial statements are the responsibility of the Partnership's management. Our responsibility is to express
an opinion on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

As described in Note X, these financial statements were prepared on the basis of accounting the Partnership
uses for income tax purposes, which is a comprehensive basis of accounting other than generally accepted
accounting principles.

In our opinion, the financial statements referred to above present fairly, in all material respects, the assets,
liabilities, and capital of ABC Partnership as of December 31, 20X2 and 20X1, and its revenue and expenses
and changes in partners' capital accounts for the years then ended, on the basis of accounting described in
Note X.

[Signature]
[Date]
[Source: SAS No. 62, paragraph 8, as amended by SAS No. 77 and with conforming changes due to SAS No.
87 and SAS No. 93 (AU section 623.08).]

Note:

See the AICPA publication, Preparing and Reporting on Cash- and Tax-Basis Financial Statements, for
further guidance on the unique recognition, measurement, and disclosure issues for OCBOA (other
comprehensive basis of accounting) financial statements, including illustrative financial statements
and notes. Call the AICPA at (888) 777-7077 and ask for product number 006701, to order.
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Independent Auditor's Report

Addressee:
We have audited the accompanying statements of admitted assets, liabilities and surplus—statutory basis
of XYZ Insurance Company as of December 31, 20X2 and 20X1, and the related statements of income and
cash flows—statutory basis and changes in surplus—statutory basis for the years then ended. These financial
statements are the responsibility of the company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

As described in Note X, these financial statements were prepared in conformity with the accounting practices
prescribed or permitted by the Insurance Department of [State], which is a comprehensive basis of accounting
other than generally accepted accounting principles.
In our opinion, the financial statements referred to above present fairly, in all material respects, the admitted
assets, liabilities and surplus of XYZ Insurance Company as of December 31,20X2 and 20X1, and the results
of its operations and its cash flows for the years then ended, on the basis of accounting described in Note X.
This report is intended solely for the information and use of the board of directors and management of XYZ
Insurance Company and [name of regulatory agency] and is not intended to be and should not be used by
anyone other than these specified parties.

[Signature]
[Date]
[Source: SAS No. 62, paragraph 8, as amended by SAS No. 77 and with conforming changes due to SAS No.
87 and SAS No. 93 (AU section 623.08).]
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Report Relating to Amount of Sales for the Purpose of Computing Rental

(Report on one or more specified elements, accounts, or items of a financial statement)

Independent Auditor's Report

Addressee:
We have audited the accompanying schedule of gross sales (as defined in the lease agreement dated March
4,20XX, between ABC Company, as lessor, and XYZ Stores Corporation, as lessee) of XYZ Stores Corporation
at its Main Street store, [City], [State], for the year ended December 31,20X2. This schedule is the responsibility
of XYZ Stores Corporation's management. Our responsibility is to express an opinion on this schedule based
on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the schedule of gross sales is free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the schedule of gross sales. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall schedule presentation. We believe that our audit provides a reasonable basis for our
opinion.

In our opinion, the schedule of gross sales referred to above present fairly, in all material respects, the gross
sales of XYZ Stores Corporation at its Main Street store, [City], [State], for the year ended December 31,20X2,
as defined in the lease agreement referred to in the first paragraph.

This report is intended solely for the information and use of the boards of directors and managements of
XYZ Stores Corporation and ABC Company and is not intended to be and should not be used by anyone
other than these specified parties.

[Signature]
[Date]
[Source: SAS No. 62, paragraph 18, with conforming changes due to SAS No. 87 and SAS No. 93 (AU section
623.18).]
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Royalties

(Report on one or more specified elements, accounts, or items of a financial statement)

Independent Auditor's Report

Addressee:
We have audited the accompanying schedule of royalties applicable to engine production of the Q Division
of XYZ Corporation for the year ended December 31, 20X2, under the terms of a license agreement dated
May 14, 20XX, between ABC Company and XYZ Corporation. This schedule is the responsibility of XYZ
Corporation's management. Our responsibility is to express an opinion on this schedule based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the schedule of royalties is free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the schedule. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
schedule presentation. We believe that our audit provides a reasonable basis for our opinion.

We have been informed that, under XYZ Corporation's interpretation of the agreement referred to in the first
paragraph, royalties were based on the number of engines produced after giving effect to a reduction for
production retirements that were scrapped, but without a reduction for field returns that were scrapped,
even though the field returns were replaced with new engines without charge to customers.
In our opinion, the schedule of royalties referred to above presents fairly, in all material respects, the number
of engines produced by the Q Division of XYZ Corporation during the year ended December 31, 20X2, and
the amount of royalties applicable thereto, under the license agreement referred to above.

This report is intended solely for the information and use of the boards of directors and managements of
XYZ Corporation and ABC Company and is not intended to be and should not be used by anyone other than
these specified parties.

[Signature]
[Date]
[Source: SAS No. 62, paragraph 18, with conforming changes due to SAS No. 87 and SAS No. 93 (AU section
623.18).]
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Profit Participation1

(Report on one or more specified elements, accounts, or items of a financial statement)

Independent Auditor's Report

Addressee:
We have audited, in accordance with auditing standards generally accepted in the United States of America,
the financial statements of XYZ Company for the year ended December 31,20X1, and have issued our report
thereon dated March 10, 20X2. We have also audited XYZ Company's schedule of John Smith's profit
participation for the year ended December 31, 20X1. This schedule is the responsibility of the Company's
management. Our responsibility is to express an opinion on these financial statements based on our audit.
We conducted our audit of the schedule in accordance with auditing standards generally accepted in the
United States of America. Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the schedule of profit participation is free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the schedule. An
audit also includes assessing the accounting principles used and significant estimates made by management,
as well as evaluating the overall schedule presentation. We believe that our audit provides a reasonable basis
for our opinion.

We have been informed that the documents that govern the determination of John Smith's profit participation
are (a) the employment agreement between John Smith and XYZ Company dated February 1, 20X0, (b) the
production and distribution agreement between XYZ Company and Television Network Incorporated dated
March 1,20X0, and (c) the studio facilities agreement between XYZ Company and QRX Studios dated April
1,20X0, as amended November 1,20X0.
In our opinion, the schedule of profit participation referred to above presents fairly, in all material respects,
John Smith's participation in the profits of XYZ Company for the year ended December 31, 20X1, in
accordance with the provisions of the agreements referred to above.

This report is intended solely for the information and use of the boards of directors and managements of
XYZ Company and John Smith and is not intended to be and should not be used by anyone other than these
specified parties.

[Signature]

[Date]
[Source: SAS No. 62, paragraph 18, with conforming changes due to SAS No. 87 and SAS No. 93 (AU section
623.18).]

1 If a specified element, account, or item is, or is based upon, an entity's net income or stockholder's equity or the equivalent thereof
(e.g., profit participation), the auditor should have audited the complete financial statements to express an opinion on the specified
element, account, or item.
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Report on Federal and State Income Taxes in Financial Statements1

(Report on one or more specified elements, accounts, or items of a financial statement)

Independent Auditor's Report

Addressee:
We have audited, in accordance with auditing standards generally accepted in the United States of America,
the financial statements of XYZ Company, Inc., for the year ended June 30,20XX, and have issued our report
thereon dated August 15,20XX. We have also audited the current and deferred provision for the Company's
federal and state income taxes for the year ended June 30,20XX, included in those financial statements, and
the related asset and liability tax accounts as of June 30, 20XX. This income tax information is the responsi
bility of the Company's management. Our responsibility is to express an opinion on it based on our audit.

We conducted our audit of the income tax information in accordance with auditing standards generally
accepted in the United States of America. Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the federal and state income tax accounts are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures
related to the federal and state income tax accounts. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall presentation
of the federal and state income tax accounts. We believe that our audit provides a reasonable basis for our
opinion.
In our opinion, the Company has paid or, in all material respects, made adequate provision in the financial
statements referred to above for the payment of all federal and state income taxes and for related deferred
income taxes that could be reasonably estimated at the time of our audit of the financial statements of XYZ
Company, Inc., for the year ended June 30, 20XX.

[Signature]
[Date]
[Source: SAS No. 62, paragraph 18, with conforming changes due to SAS No. 87 and SAS No. 93 (AU section
623.18).]

1 If a specified element, account, or item is, or is based upon, an entity's net income or stockholder's equity or the equivalent thereof
(e.g., Federal and State Income Taxes), the auditor should have audited the complete financial statements to express an opinion on the
specified element, account, or item.
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Proposed Acquisition
Independent Accountant's Report
on Applying Agreed-Upon Procedures

To the Board of Directors and Management of X Company:
We have performed the procedures enumerated below, which were agreed to by the Board of Directors and
Management of X Company, solely to assist you in connection with the proposed acquisition of Y Company
as of December 31, 20XX. Y Company is responsible for its cash and accounts receivable records. This
agreed-upon procedures engagement was conducted in accordance with attestation standards established
by the American Institute of Certified Public Accountants. The sufficiency of these procedures is solely the
responsibility of the parties specified in this report. Consequently, we make no representation regarding the
sufficiency of the procedures described below either for the purpose for which this report has been requested
or for any other purpose.

The procedures and the associated findings are as follows:
Cash

1.

We obtained confirmation of the cash on deposit from the following banks, and we agreed the
confirmed balance to the amount shown on the bank reconciliations maintained by Y Company.
We mathematically checked the bank reconciliations and compared the resultant cash balances
per book to the respective general ledger account balances.

General Ledger
Account Balances as of
December 31, 20XX

Bank

ABC National Bank
DEF State Bank
XYZ Trust Company—regular account
XYZ Trust Company—payroll account

$

5,000
13,776
86,912
5,000

$110,688

We found no exceptions as a result of the procedures.

Accounts Receivable
2.

We added the individual customer account balances shown in an aged trial balance of accounts
receivable (identified as exhibit A) and compared the resultant total with the balance in the
general ledger account.
We found no difference.

3.

We compared the individual customer account balances shown in the aged trial balance of
accounts receivable (exhibit A) as of December 31, 20XX, to the balances shown in the accounts
receivable subsidiary ledger.
We found no exceptions as a result of the comparisons.

4.

We traced the aging (according to invoice dates) for 50 customer account balances shown in
exhibit A to the details of outstanding invoices in the accounts receivable subsidiary ledger. The
balances selected for tracing were determined by starting at the eighth item and selecting every
fifteenth item thereafter.
We found no exceptions in the aging of the amounts of the 50 customer account balances selected.
The sample size traced was 9.8 percent of the aggregate amount of the customer account balances.
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5.

We mailed confirmations directly to the customers representing the 150 largest customer account
balances selected from the accounts receivable trial balance, and we received responses as
indicated below. We also traced the items constituting the outstanding customer account balance
to invoices and supporting shipping documents for customers from which there was no reply.
As agreed, any individual differences in a customer account balance of less than $300 were to be
considered minor, and no further procedures were performed.

Of the 150 customer balances confirmed, we received responses from 140 customers; 10 custom
ers did not reply. No exceptions were identified in 120 of the confirmations received. The
differences disclosed in the remaining 20 confirmation replies were either minor in amount (as
defined above) or were reconciled to the customer account balance without proposed adjustment
thereto. A summary of the confirmation results according to the respective aging categories is as
follows:
Accounts Receivable
December 31,20XX

Aging Categories

Current
Past due:
Less than one month
One to three months
Over three months

Customer
Account
Balances

Confirmations
Requested

Confirmation
Replies
Received

$156,000

$ 76,000

$ 65,000

60,000
36,000
48,000

30,000
18,000
48,000

19,000
10,000
8,000

$300,000

$172,000

$102,000

We were not engaged to, and did not conduct an audit, the objective of which would be the
expression of an opinion on cash and accounts receivable. Accordingly, we do not express such
an opinion. Had we performed additional procedures, other matters might have come to our
attention that would have been reported to you.

This report is intended solely for the information and use of the board of directors and manage
ment of X Company and is not intended to be and should not be used by anyone other than these
specified parties.

[Source: SSAE No. 10, Chapter 2, Appendix, "Additional Illustrative Reports" (AT section 201.48).]
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Claims of Creditors

Independent Accountant's Report
on Applying Agreed-Upon Procedures
To the Trustee of XYZ Company:

We have performed the procedures described below, which were agreed to by the Trustee of XYZ Company,
with respect to the claims of creditors solely to assist you in determining the validity of claims of XYZ
Company as of May 31, 20XX, as set forth in accompanying Schedule A. XYZ Company is responsible for
maintaining records of claims submitted by creditors of XYZ Company. This agreed-upon procedures
engagement was conducted in accordance with attestation standards established by the American Institute
of Certified Public Accountants. The sufficiency of these procedures is solely the responsibility of the party
specified in this report. Consequently, we make no representation regarding the sufficiency of the procedures
described below either for the purpose for which this report has been requested or for any other purpose.
The procedures and associated findings are as follows:
1.

Compare the total of the trial balance of accounts payable at May 31, 20XX, prepared by XYZ
Company, to the balance in the related general ledger account.

The total of the accounts payable trial balance agreed with the balance in the related general
ledger account.
2.

Compare the amounts for claims received from creditors (as shown in claim documents provided
by XYZ Company) to the respective amounts shown in the trial balance of accounts payable.
Using the data included in the claims documents and in XYZ Company's accounts payable detail
records, reconcile any differences found to the accounts payable trial balance.
All differences noted are presented in column 3 of Schedule A. Except for those amounts shown
in column 4 of Schedule A, all such differences were reconciled.

3.

Obtain the documentation submitted by creditors in support of the amounts claimed and
compare it to the following documentation in XYZ Company's files: invoices, receiving reports,
and other evidence of receipt of goods or services.

No exceptions were found as a result of these comparisons.
We were not engaged to, and did not, conduct an audit, the objective of which would be the
expression of an opinion on the claims of creditors set forth in the accompanying Schedule A.
Accordingly, we do not express such an opinion. Had we performed additional procedures, other
matters might have come to our attention that would have been reported to you.
This report is intended solely for the information and use of the Trustee of XYZ Company and
is not intended to be and should not be used by anyone other than this specified party.

[Source: SSAE No. 10, Chapter 2, Appendix, “Additional Illustrative Reports" (AT section 201.48).]
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Reporting on the Subject Matter
Independent Accountants Report
on Attest Engagements on Financial Information2
Included in XBRL Instance Documents

We have examined the accompanying XBRL Instance Document of XYZ Company, which reflects the data
presented in the financial statements of XYZ Company as of December 31,20XX, and for the year then ended
[optional to include the location of the financial statements, such as included in the Company's Form 10-K for the year
ended December 31, 20XX]. XYZ Company's management is responsible for the XBRL Instance Document.
Our responsibility is to express an opinion based on our examination.
We have also audited, in accordance with auditing standards generally accepted in the United States of
America, the financial statements of XYZ Company as of December 31, 20XX, and for the year then ended,
and in our report dated [Month] XX, 20XX, we expressed an unqualified opinion on those financial
statements.3,4

Our examination was conducted in accordance with attestation standards established by the American
Institute of Certified Public Accountants and, accordingly, included examining, on a test basis, evidence
supporting the XBRL Instance Document and performing such other procedures as we considered necessary
in the circumstances. We believe that our examination provides a reasonable basis for our opinion.
In our opinion, the XBRL Instance Document of XYZ Company referred to above accurately reflects, in all
material respects, the data presented in the financial statements in conformity with [identify the criteria—for
example, specific XBRL taxonomy, such as the XBRL U.S. Consumer and Industrial Taxonomy, and where applicable,
the company extension taxonomy, such as XYZ Company's extension taxonomy, and the XBRL International Technical
Specifications 2.0].
[Signature]

[Date]
[Source: Interpretation No. 5 of SSAE No. 10, Chapter 1 (AT section 9101.47-55).]

2 Financial information includes data presented in audited or reviewed financial statements or other financial information (for
example, Management Discussion and Analysis).
3 If the financial statements have been reviewed, the sentence would read: We have also reviewed, in accordance with [standards
established by the American Institute of Certified Public Accountants] [Statements on Standards for Accounting and Review Services issued by the
American Institute of Certified Public Accountants], the financial statements of XYZ Company as of March 31, 20XX, and for the three
months then ended, the objective of which was the expression of limited assurance on such financial statements, and issued our report
thereon dated [Month] XX, 20XX, [describe any modifications of such report].
If the financial information has not been audited or reviewed, no reference to a report is required. The sentence would read: We
were not engaged to and did not conduct an audit or review of the [identify information], the objectives of which would have been the
expression of an opinion or limited assurance on such [identify information]. Accordingly, we do not express an opinion or any other
assurance on [it] [them].

4 If the audit opinion on the related financial statements is other than unqualified, the practitioner should disclose that fact, and any
substantive reasons therefore.

AICPA Audit and Accounting Manual

AAM §10,260.100

10,532
.110

Accountants' Reports

68

9-05

Reporting on Management's Assertions

Independent Accountants Report
On Attest Engagements on Financial Information5
Included in XBRL Instance Documents
We have examined management's assertion that [identify the assertion—for example, the accompanying XBRL
Instance Document accurately reflects the data presented in the financial statements of XYZ Company as of December
31, 20XX, and for the year then ended in conformity with (identify the criteria for example, specific XBRL taxonomy,
such as the XBRL U.S. Consumer and Industrial Taxonomy, and where applicable, the company extension taxonomy,
such as XYZ Company's extension taxonomy, and the XBRL International Technical Specifications 2.0)]. XYZ
Company's management is responsible for the assertion. Our responsibility is to express an opinion on the
assertion based on our examination.

We have also audited, in accordance with auditing standards generally accepted in the United States of
America, the financial statements of XYZ Company as of December 31, 20XX, and for the year then ended,
and in our report dated [Month] XX, 20XX, we expressed an unqualified opinion on those financial statements.
Our examination was conducted in accordance with attestation standards established by the American
Institute of Certified Public Accountants and, accordingly, included examining, on a test basis, evidence
supporting the XBRL Instance Document and performing such other procedures as we considered necessary
in the circumstances. We believe that our examination provides a reasonable basis for our opinion.
In our opinion, management's assertion referred to above is fairly stated, in all material respects, in
conformity with [identify the criteria for example, specific XBRL taxonomy, such as the XBRL U.S. Consumer and
Industrial Taxonomy, and where applicable, the company extension taxonomy, such as XYZ Company's extension
taxonomy, and the XBRL International Technical Specifications 2.0].
[Signature]

[Date]
[Source: Interpretation No. 5 of SSAE No. 10, Chapter 1 (AT section 9101.47-55).]

5 Financial information includes data presented in audited or reviewed financial statements or other financial information (for
example, Management Discussion and Analysis).
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Compliance With Contractual Provisions (Separate Report)

We have audited, in accordance with auditing standards generally accepted in the United States of America,
the balance sheet of XYZ Company as of December 31, 20X2, and the related statement of income, retained
earnings, and cash flows for the year then ended, and have issued our report thereon dated February 16,
20X3.
In connection with our audit, nothing came to our attention that caused us to believe that the Company failed
to comply with the terms, covenants, provisions, or conditions of sections XX to XX, inclusive, of the
Indenture dated July 21, 20X0, with ABC Bank insofar as they relate to accounting matters. However, our
audit was not directed primarily toward obtaining knowledge of such noncompliance.
This report is intended solely for the information and use of the boards of directors and management of XYZ
Company and ABC Bank and is not intended to be and should not be used by anyone other than these
specified parties.

[Source: SAS No. 62, paragraph 21, with conforming changes due to SAS No. 87 and SAS No. 93 (AU section
623.21).]

Note: When this report is included in the auditor's standard report accompanying financial statements, the
last two paragraphs are examples of the paragraphs that should follow the opinion paragraph of the
auditor's report on the financial statements.
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Report on Financial Statements Prepared Pursuant to Loan Agreements That Results in a
Presentation Not in Conformity With Generally Accepted Accounting Principles or an Other
Comprehensive Basis of Accounting

Independent Auditor's Report

Addressee:
We have audited the accompanying special-purpose statement of assets and liabilities of ABC Company as
of December 31,20X1, and the related special-purpose statements of revenues and expenses and of cash flows
for the year then ended. These financial statements are the responsibility of the Company's management.
Our responsibility is to express an opinion on these financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
The accompanying special-purpose financial statements were prepared for the purpose of complying with
section 4 of a loan agreement between DEF Bank and the Company as described in Note X, and are not
intended to be a presentation in conformity with generally accepted accounting principles.
In our opinion, the special-purpose financial statements referred to above present fairly, in all material
respects, the assets and liabilities of ABC Company as of December 31,20X1, and the revenues, expenses and
cash flows for the year then ended, on the basis of accounting described in Note X.
This report is intended solely for the information and use of the boards of directors and managements of
ABC Company and DEF Bank and is not intended to be and should not be used by anyone other than these
specified parties.

[Signature]
[Date]
[Source: SAS No. 62, paragraph 30, with conforming changes due to SAS No. 87 and SAS No. 93 (AU section
623.30).]
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Report on a Schedule of Gross Income and Certain Expenses to Meet Regulatory Requirements
and to Be Included in a Document Distributed to the General Public
Independent Auditor's Report

Addressee:
We have audited the accompanying Historical Summaries of Gross Income and Direct Operating Expenses
of ABC Apartments, City, State (Historical Summaries), for each of the three years in the period ended
December 31,20XX. These Historical Summaries are the responsibility of the Apartments' management. Our
responsibility is to express an opinion on the Historical Summaries based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the Historical Summaries are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the Historical Summaries. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall presentation of the Historical Summaries. We believe that our audits provide a
reasonable basis for our opinion.

The accompanying Historical Summaries were prepared for the purpose of complying with the rules and
regulations of the Securities and Exchange Commission (for inclusion in the registration statement on Form
S-l 1 of DEF Company) as described in Note X, and are not intended to be a complete presentation of the
Apartments' revenues and expenses.
In our opinion, the Historical Summaries referred to above present fairly, in all material respects, the gross
income and direct operating expenses described in Note X of ABC Apartments for each of the three years in
the period ended December 31, 20XX, in conformity with accounting principles generally accepted in the
United States of America.

[Signature]
[Date]
[Source: SAS No. 62, paragraph 26, with conforming changes due to SAS No. 87 and SAS No. 93 (AU section
623.26).]
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Report on a Statement of Assets Sold and Liabilities Transferred to Comply With a Contractual
Agreement

Independent Auditor's Report
Addressee:

We have audited the accompanying statement of net assets sold of ABC Company as of June 8, 20XX. This
statement of net assets sold is the responsibility of ABC Company's management. Our responsibility is to
express an opinion on the statement of net assets based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the statement of net assets sold is free of material misstatement. An audit includes examining, on a
test basis, evidence supporting the amounts and disclosures in the statement. An audit also includes assessing
the accounting principles used and significant estimates made by management, as well as evaluating the
overall presentation of the statement of net assets sold. We believe that our audit provides a reasonable basis
for our opinion.

The accompanying statement was prepared to present the net assets of ABC Company sold to XYZ
Corporation pursuant to the purchase agreement described in Note X, and is not intended to be a complete
presentation of ABC Company's assets and liabilities.

In our opinion, the accompanying statement of net assets sold presents fairly, in all material respects, the net
assets of ABC Company as of June 8, 20XX, sold pursuant to the purchase agreement referred to in Note X,
in conformity with accounting principles generally accepted in the United States of America.

This report is intended solely for the information and use of the boards of directors and managements of
ABC Company and XYZ Corporation and is not intended to be and should not be used by anyone other than
these specified parties.
[Signature]

[Date]
[Source: SAS No. 62, paragraph 26, with conforming changes due to SAS No. 87 and SAS No. 93 (AU section
623.26).]
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Report on the Application of Accounting Principles*

Introduction
We have been engaged to report on the appropriate application of accounting principles generally accepted in the
United States of America to the specific transaction described below. This report is being issued to ABC Company
for assistance in evaluating accounting principles for the described specific transaction. Our engagement has been
conducted in accordance with standards established by the American Institute of Certified Public Accountants.
Description of Transaction

The facts, circumstances, and assumptions relevant to the specific transaction as provided to us by the
management of ABC Company are as follows:
[Describe transaction]

Appropriate Accounting Principles
[Text discussing generally accepted accounting principles]

Concluding Comments
The ultimate responsibility for the decision on the appropriate application of accounting principles generally
accepted in the United States of America for an actual transaction rests with the preparers of financial
statements, who should consult with their continuing accountants. Our judgment on the appropriate
application of accounting principles generally accepted in the United States of America for the described
specific transaction is based solely on the facts provided to us as described above; should these facts and
circumstances differ, our conclusion may change.

Restricted Use

This report is intended solely for the information and use of the board of directors and management of ABC
Company and is not intended to be and should not be used by anyone other than these specified parties.
[Source: SAS No. 50, as amended, paragraph 11, as amended by SAS No. 97 (AU section 625.11).]

Notes: This illustrative report is intended for a reporting accountant either in connection with a proposal to
obtain a new client or otherwise, should apply when preparing a written report on (1) The application
of accounting principles to specified transactions, either completed or proposed, involving facts and
circumstances of a specific entity ("specific transactions"), or (2) The type of opinion that may be
rendered on a specific entity's financial statements.

[Source: SAS No. 50, as amended, paragraph 3, as amended by SAS No. 97 (AU section 625.03).]
Because of the nature of a transaction not involving facts or circumstances of a specific entity
("hypothetical transaction"), a reporting accountant cannot know, for example, whether the continu
ing accountant has reached a different conclusion on the application of accounting principles for the
same or similar transaction, or how the specific entity has accounted for similar transactions in the
past. Therefore an accountant should not undertake an engagement to provide a written report on
the application of accounting principles to a hypothetical transaction.
[Source: SAS No. 97, paragraph 4 (AU section 625.04).]
In June 2002, the Auditing Standards Board issued SAS No. 97, Amendment to Statement on Auditing Standards No. 50, Reports on the
Application of Accounting Principles (AU section 625). This Statement revises SAS No. 50 (AU section 625) to prohibit an accountant
from providing a written report on the application of accounting principles not involving facts and circumstances of a specific entity.
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Report on Financial Statements Presented in Conformity With a Prescribed Basis of Accounting
(Property and Liability Insurance Company)

Independent Auditor's Report

To the Board of Directors
ABC Insurance Company
We have audited the accompanying statutory statements of admitted assets, liabilities, and surplus of ABC
Insurance Company as of December 31, 20X2 and 20X1, and the related statutory statements of income and
changes in surplus, and cash flows for the years then ended. These financial statements are the responsibility
of the Company's management. Our responsibility is to express an opinion on these financial statements
based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America.+ Those standards require that we plan and perform the audits to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

As described more fully in Note X to the financial statements, the Company prepared these financial
statements using accounting practices prescribed or permitted by the Insurance Department of the State of
[state of domicile], which practices differ from generally accepted accounting principles. The effects on the
financial statements of the variances between statutory accounting practices and accounting principles
generally accepted in the United States of America, although not reasonably determinable, are presumed
to be material.
In our opinion, because of the effects of the matter discussed in the preceding paragraph, the financial
statements referred to above do not present fairly, in conformity with accounting principles generally
accepted in the United States of America, the financial position of ABC Insurance Company as of December
31, 20X2 and 20X1, or the results of its operations or its cash flows for the years then ended.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
admitted assets, liabilities, and surplus of ABC Insurance Company as of December 31, 20X2 and 20X1,
and the results of its operations and its cash flows for the years then ended, on the basis of accounting
described in Note X.
+ For audits of issuers, as defined by the Sarbanes-Oxley Act, and other entities when prescribed by the rules of the Securities and
Exchange Commission (collectively referred to as "issuers"), Public Company Accounting Oversight Board (PCAOB) Standard No. 1,
References in Auditors' Reports to the Standards of the Public Company Accounting Oversight Board (PC section 130), replaces this sentence
with the following sentence: "We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States)." On May 14, 2004, the SEC approved PCAOB Auditing Standard No. 1 and also issued an interpretive release to
help with its implementation. The SEC's interpretive release is designed to assist the PCAOB, registrants, auditors and investors by,
among other things, addressing certain transitional implementation issues and clarifying the impact of Auditing Standard No. 1 on
existing references in the SEC rules and regulations to "generally accepted auditing standards." (See Release No. 33-8422 for more
information) The release specifies that effective May 24, 2004, references in SEC rules and staff guidance and in the federal securities
laws to GAAS or to specific standards under GAAS, as they relate to issuers, should be understood to mean the standards of the
PCAOB, plus any applicable rules of the SEC. Registered public accounting firms must comply with the standards of the PCAOB in
connection with the preparation of issuance of any audit report on the financial statements of an issuer and in their auditing and related
attestation practices.
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[Signature]

[Date]
[Source: AICPA Audit and Accounting Guide Property and Liability Insurance Companies, paragraph 8.27.]

[The next page is 10,571.]

AICPA Audit and Accounting Manual

AAM §10,260.170

46

10,571

Unaudited Financial Statements of a Public Entity

9-00

AAM Section 10,270
Unaudited Financial Statements of a
Public Entity
(When an accountant is associated with the financial statements but has not audited or reviewed such
statements)

.01

Disclaimer

Addressee:

The accompanying balance sheet of X Company as of December 31, 20X1, and the related statements of
income, retained earnings, and cash flows for the year then ended were not audited by us, and, accordingly,
we do not express an opinion on them.
[Signature]

[Date]
[Source: SAS No. 26, paragraph 5 (AU section 504.05).]

Notes: The disclaimer may accompany the unaudited financial statements or it may be placed directly on
them. In addition, each page of the financial statements should be clearly and conspicuously marked
as unaudited.

If the unaudited financial statements are those of a privately held (nonpublic) company, this example
is not appropriate. See AAM sections 2510 and 2520.
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Current Period Financial Statements Unaudited—Prior Period Financial Statements Audited

Addressee:

The accompanying balance sheet of ABC Company as of December 31, 20X2, and the related statements of
income, retained earnings, and cash flows for the year then ended were not audited by us and, accordingly,
we do not express an opinion on them.
The financial statements for the year ended December 31,20X1, were audited by us (other accountants) and
we (they) expressed an unqualified opinion on them in our (their) report dated March 1,20X2, but we (they)
have not performed any auditing procedures since that date.
[Signature]
[Date]
[Source: SAS No. 26, paragraphs 5 and 16 (AU section 504.05 and .16).]

Notes: The disclaimer may accompany the unaudited financial statements or it may be placed directly on
them. In addition, each page of the financial statements should be clearly and conspicuously marked
as unaudited.

If the unaudited financial statements are those of a privately held (nonpublic) company, this example
is not appropriate. See AAM sections 2510 and 2520.
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Disclaimer—Cash Basis Statements

(When an accountant is associated with unaudited financial statements of a public entity prepared in
accordance with a comprehensive basis of accounting other than generally accepted accounting princi
ples)
Addressee:

The accompanying statement of assets and liabilities resulting from cash transactions of XYZ Corporation
as of December 31,20X1, and the related statement of revenues collected and expenses paid during the year
then ended were not audited by us and, accordingly, we do not express an opinion on them.
[Signature]

[Date]
[Source: SAS No. 26, paragraph 7 (AU section 504.07).]

Notes: A note to the financial statements should describe how the basis of presentation differs from generally
accepted accounting principles, but the monetary effect of such differences need not be stated.

The disclaimer may accompany the unaudited financial statements or it may be placed directly on
them. In addition, each page of the financial statements should be clearly and conspicuously marked
as unaudited.
If the unaudited financial statements are those of a privately held (nonpublic) company, this example
is not appropriate. See AAM sections 2510 and 2520.
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Disclaimer—Regulatory (Statutory) Basis Statements

(When an accountant is associated with unaudited financial statements of a public entity prepared in
accordance with a comprehensive basis of accounting other than generally accepted accounting princi
ples)
Addressee:
The accompanying statement of admitted assets, liabilities, and surplus—statutory basis of XYZ Insurance
Company as of December 31,20XX, and the related statements of income—statutory basis, cash flows—statu
tory basis, and changes in surplus—statutory basis for the year then ended were not audited by us and,
accordingly, we do not express an opinion on them.
[Signature]

[Date]

[Source: SAS No. 26, paragraph 7 (AU section 504.07).]

Notes: A note to the financial statements should describe how the basis of presentation differs from generally
accepted accounting principles, but the monetary effect of such differences need not be stated.

The disclaimer may accompany the unaudited financial statements or it may be placed directly on
them. In addition, each page of the financial statements should be clearly and conspicuously marked
as unaudited.
If the unaudited financial statements are those of a privately held (nonpublic) company, this example
is not appropriate. See AAM sections 2510 and 2520.

[The next page is 10,621.]

AAM §10,270.04

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

46

Lack of Independence

9-00

10,621

AAM Section 10,280
Lack of Independence
.01

Disclaimer

Addressee:
We are not independent with respect to XYZ Company, and the accompanying balance sheet as of December
31, 20X1 and the related statements of income, retained earnings, and cash flows for the year then ended
were not audited by us and, accordingly, we do not express an opinion on them.

[Signature]
[Date]
[Source: SAS No. 26, paragraph 10 (AU section 504.10).]

Notes: When an accountant is not independent, any procedures he or she might perform would not be in
accordance with generally accepted auditing standards and he or she would be precluded from
expressing an opinion on the financial statements. Accordingly, he or she should disclaim an opinion
with respect to the financial statements and state specifically that he or she is not independent. The
accountant should not include in his or her disclaimer the reasons for the lack of independence or
any description of the procedures he or she has performed; including such matters might confuse
readers concerning the importance of the lack of independence.
If the financial statements are those of a nonpublic entity, the guidance in Statements on Standards
for Accounting and Review Services (SSARS) should be followed. (See AAM section 2510.03.)

[The next page is 10,671.]
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AAM Section 10,300

Review of Interim Financial Information
.01

Independent Accountant's Report
Independent Accountant's Report

Addressee:
We have reviewed the accompanying [describe the interim financial information or statements reviewed] of ABC
Company and consolidated subsidiaries as of September 30,20X1, and for the three-month and nine-month
periods then ended. This (these) interim financial information (statements) is (are) the responsibility of the
company's management.
We conducted our review in accordance with standards established by the American Institute of Certified
Public Accountants. A review of interim financial information consists principally of applying analytical
procedures to financial data and making inquiries of persons responsible for financial and accounting
matters. It is substantially less in scope than an audit conducted in accordance with generally accepted
auditing standards, the objective of which is the expression of an opinion regarding the financial statements
taken as a whole. Accordingly, we do not express such an opinion.

Based on our review, we are not aware of any material modifications that should be made to the accompa
nying interim financial information (statements) for it (them) to be in conformity with accounting principles
generally accepted in the United States of America.

[Signature]
[Date]
[Source: SAS No. 100, paragraph 38 (AU section 722.38).]

Note:

SAS No. 100, Interim Financial Information (AU section 722), provides guidance on the nature, timing,
and extent of the procedures to be performed by an independent accountant when conducting a
review of interim financial information, as that term is defined in paragraph 2 of SAS No. 100 (AU
section 722.02).

[The next page is 10,701.]
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AAM Section 10,400
Accountants’ Reports on Condensed
Financial Statements and Selected
Financial Data
.01

Unqualified Opinion on Condensed Financial Statements1

Independent Auditor's Report
Addressee:

We have audited, in accordance with auditing standards generally accepted in the United States of America,
the consolidated balance sheet of X Company and subsidiaries as of December 31, 20X0, and the related
consolidated statements of income, retained earnings, and cash flows for the year then ended (not presented
herein); and in our report dated February 15, 20X1, we expressed an unqualified opinion on those consoli
dated financial statements.

In our opinion, the information set forth in the accompanying condensed consolidated financial statements
is fairly stated, in all material respects, in relation to the consolidated financial statements from which it has
been derived.

[Signature]
[Date]
[Source: SAS No. 42, paragraph 6, with conforming changes due to SAS No. 93 (AU section 552.06).]

1 This report is appropriate when reporting in a client-prepared document on condensed financial statements (either for an annual
or an interim period) that are derived from audited financial statements of a public entity that is required to file, at least annually,
complete audited financial statements with a regulatory agency. (See SAS No. 42, paragraph la [AU section 552.01a].)
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Adverse Opinion on Condensed Financial Statements Due to Inadequate Disclosure2

Independent Auditor's Report

Addressee:
We have audited the consolidated balance sheet of X Company and subsidiaries as of December 31, 20X0,
and the related earnings and cash flows for the year then ended (not presented herein). These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

The condensed consolidated balance sheet as of December 31,20X0, and the related condensed consolidated
statements of income, retained earnings, and cash flows for the year then ended, presented on pages XX-XX,
are presented as a summary and therefore do not include all of the disclosures required by accounting
principles generally accepted in the United States of America.
In our opinion, because of the significance of the omission of the information referred to in the preceding
paragraph, the condensed consolidated financial statements referred to above do not present fairly, in
conformity with accounting principles generally accepted in the United States of America, the financial
position of X Company and subsidiaries as of December 31,20X0, or results of their operations and their cash
flows for the year then ended.

[Signature]

[Date]
[Source: SAS No. 42, paragraph 7, footnote 6, with conforming changes due to SAS No. 93 (AU section
552.07).]

2 This report is appropriate if a statement naming the auditor and stating that condensed financial statements have been derived
from audited financial statements is made in a client-prepared document that does not include audited financial statements and the
client is not a public entity that is required to file complete audited financial statements with a regulatory agency at least annually. (See
SAS No. 42, paragraph 7, footnote 6 [AU section 552.07].)
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Review Report on Condensed Financial Statements
Independent Auditor's Report

Addressee:

We have reviewed the condensed consolidated balance sheet of ABC Company and subsidiaries as of March
31, 20X1, and the related condensed consolidated statements of income and cash flows for the three-month
periods ended March 31, 20X1 and 20X0. These financial statements are the responsibility of the company's
management.
We conducted our review in accordance with standards established by the American Institute of Certified
Public Accountants. A review of interim financial information consists principally of applying analytical
procedures to financial data and making inquiries of persons responsible for financial and accounting
matters. It is substantially less in scope than an audit conducted in accordance with generally accepted
auditing standards, the objective of which is the expression of an opinion regarding the financial statements
taken as a whole. Accordingly, we do not express such an opinion.

Based on our review, we are not aware of any material modifications that should be made to the condensed
consolidated financial statements referred to above for them to be in conformity with accounting principles
generally accepted in the United States of America.
We have previously audited, in accordance with auditing standards generally accepted in the United States
of America, the consolidated balance sheet of ABC Company and subsidiaries as of December 31,20X0, and
the related consolidated statements of income, retained earnings, and cash flows for the year then ended (not
presented herein); and in our report dated February 15,20X1, we expressed an unqualified opinion on those
consolidated financial statements. In our opinion, the information set forth in the accompanying condensed
consolidated balance sheet as of December 31,20X0, is fairly stated in all material respects, in relation to the
consolidated balance sheet from which it has been derived.

[Signature]

[Date]
[Source: SAS No. 100, paragraph 39 (AU section 722.39).]

Note:

This is an illustrative review report on a condensed balance sheet as of March 31,20X1, and the related
condensed statements of income and cash flows for the three-month periods ended March 31, 20X1
and 20X0, and a condensed balance sheet derived from audited financial statements as of December
31, 20X0, included in Form 10-Q.
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AAM Section 10,500
Reports on Personal Financial Statements
.01

Auditor's Standard Report

Independent Auditor's Report

Addressee:
I (We) have audited the accompanying statement of financial condition of James and Jane Person as of [date],
and the related statement of changes in net worth for the [period] then ended. These financial statements are
the responsibility of James and Jane Person. My (our) responsibility is to express an opinion on these financial
statements based on my (our) audit.
I (We) conducted my (our) audit in accordance with auditing standards generally accepted in the United
States of America. Those standards require that I (we) plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by James and
Jane Person, as well as evaluating the overall financial statement presentation. I (We) believe that my (our)
audit provides a reasonable basis for my (our) opinion.
In my (our) opinion, the financial statements referred to above present fairly, in all material respects, the
financial condition of James and Jane Person as of [date] and the changes in their net worth for the [period]
then ended in conformity with accounting principles generally accepted in the United States of America.
[Signature]
[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.14.]

AICPA Audit and Accounting Manual

AAM §10,500.01

10,752
.02

Accountants' Reports

50

10-01

Audit Report—Statement of Financial Condition Only

Independent Auditor's Report

Addressee:
I (We) have audited the statement of financial condition of James and Jane Person as of [date]. This financial
statement is the responsibility of James and Jane Person. My (our) responsibility is to express an opinion on
this financial statement based on my (our) audit.

I (We) conducted my (our) audit in accordance with auditing standards generally accepted in the United
States of America. Those standards require that I (we) plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting amounts and disclosures in the statements of financial
condition. An audit also includes assessing the accounting principles used and significant estimates made
by James and Jane Person, as well as evaluating the overall presentation of the statement of financial
condition. I (We) believe that my (our) audit provides a reasonable basis for my (our) opinion.
In my (our) opinion, the financial statement referred to above presents fairly, in all material respects, the
financial condition of James and Jane Person as of [date] in conformity with accounting principles generally
accepted in the United States of America.

[Signature]
[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.21.]
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.03 Audit Report—Departure From GAAP—Inappropriate Valuation Methods—Adverse Opinion

Independent Auditor's Report
Addressee:

I (We) have audited the accompanying statement of financial condition of James and Jane Person as of [date],
and the related statement of changes in net worth for the [period] then ended. These financial statements are
the responsibility of James and Jane Person. My (our) responsibility is to express an opinion on these financial
statements based on my (our) audit.
I (We) conducted my (our) audit in accordance with auditing standards generally accepted in the United
States of America. Those standards require that I (we) plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by James and
Jane Person, as well as evaluating the overall financial statement presentation. I (We) believe that my (our)
audit provides a reasonable basis for my (our) opinion.

As discussed in Note X to the financial statements, assets amounting to $XX,XXX (XX percent of total assets)
as of [date] have been valued at estimated current value as determined by James Person. I (We) have reviewed
the procedures applied by James Person in valuing the assets and have inspected the underlying documen
tation. In my (our) opinion those procedures are not appropriate to determine the estimated current values
of the assets in conformity with generally accepted accounting principles. The effects on the financial
statements of not applying appropriate procedures to determine the estimated current values of the assets
are not reasonably determinable.
In my (our) opinion, because of the effects of the matters discussed in the preceding paragraph, the financial
statements referred to above do not present fairly, in conformity with accounting principles generally
accepted in the United States of America, the financial condition of James and Jane Person as of [date] and
the changes in their net worth for the [period] then ended.

[Signature]
[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.19.]
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Audit Report—Departure From GAAP—Inappropriate Valuation Methods—Qualified Opinion

Independent Auditor's Report

Addressee:

I (We) have audited the accompanying statement of financial condition of James and Jane Person as of [date],
and the related statement of changes in net worth for the [period] then ended. These financial statements are
the responsibility of James and Jane Person. My (our) responsibility is to express an opinion on these financial
statements based on my (our) audit.
I (We) conducted my (our) audit in accordance with auditing standards generally accepted in the United
States of America. Those standards require that 1 (we) plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by James and
Jane Person, as well as evaluating the overall financial statement presentation. I (We) believe that my (our)
audit provides a reasonable basis for my (our) opinion.

As discussed in Note X to the financial statements, assets amounting to $XX,XXX (XX percent of total assets)
as of [date] have been valued at estimated current value as determined by James Person. I (We) have reviewed
the procedures applied by James Person in valuing the assets and have inspected the underlying documen
tation. In my (our) opinion, those procedures are not appropriate to determine the estimated current values
of the assets in conformity with generally accepted accounting principles. The effects on the financial
statements of not applying appropriate procedures to determine the estimated current values of the assets
are not reasonably determinable.
In my (our) opinion, except for the effects of the valuation of assets determined by James Person as described
in the preceding paragraph, the financial statements referred to above present fairly, in all material respects,
the financial condition of James and Jane Person as of [date], and the changes in their net worth for the [period]
then ended in conformity with accounting principles generally accepted in the United States of America.

[Signature]

[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.18.1
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Audit Report—Disclaim Opinion Because of Scope Limitation—Inadequate Records
Independent Auditor's Report

Addressee:

I (We) was engaged to audit the accompanying statement of financial condition of James and Jane Person as
of [date], and the related statement of changes in net worth for the [period] then ended. These financial
statements are the responsibility of James and Jane Person.

James and Jane Person do not maintain accounting records sufficient to assure that all transactions are
recorded. Accordingly, it was not practicable for me (us) to extend my (our) auditing procedures sufficiently
to determine that all of their assets and liabilities and the changes in their net worth are recorded in the
financial statements referred to above.
Because James and Jane Person do not maintain certain accounting records and supporting documentation,
and I was (we were) unable to apply adequate auditing procedures regarding the recording of transactions,
the scope of my (our) work was not sufficient to enable me (us) to express, and I (we) do not express, an
opinion on these financial statements.

[Signature]

[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.17.]
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Audit Report—Scope Limitation—Inadequate Records
Independent Auditor's Report

Addressee:

I (We) have audited the accompanying statement of financial condition of James and Jane Person as of [date],
and the related statement of changes in net worth for the [period] then ended. These financial statements are
the responsibility of James and Jane Person. My (our) responsibility is to express an opinion on these financial
statements based on my (our) audit.
Except as explained in the following paragraph, I (we) conducted my (our) audit in accordance with auditing
standards generally accepted in the United States of America. Those standards require that I (we) plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting principles used and significant
estimates made by James and Jane Person, as well as evaluating the overall financial statement presentation.
I (We) believe that my (our) audit provides a reasonable basis for my (our) opinion.
James and Jane Person do not maintain accounting records sufficient to assure that all transactions are
recorded. Accordingly, it was not practicable for me (us) to extend my (our) auditing procedures sufficiently
to determine that all of their assets and liabilities and the changes in their net worth are recorded in the
financial statements referred to above.
In my (our) opinion, except for the effects of such adjustments, if any, as might have been determined to be
necessary had I (we) been able to determine that all assets and liabilities and changes in net worth were
recorded in the financial statements, the financial statements referred to in the first paragraph above present
fairly, in all material respects, the financial condition of James and Jane Person as of [date], and the changes
in their net worth for the [period] then ended in conformity with accounting principles generally accepted in
the United States of America.

[Signature]

[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.16.]
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Audit Report—Income Tax Basis

Independent Auditor's Report

Addressee:
I (We) have audited the accompanying statement of assets and liabilities—income tax basis of James and
Jane Person as of [date], and the related statement of changes in net worth—income tax basis for the [period]
then ended. These financial statements are the responsibility of James and Jane Person. My (Our) responsi
bility is to express an opinion on these financial statements based on my (our) audit.

I (We) conducted my (our) audit in accordance with auditing standards generally accepted in the United
States of America. Those standards require that I (we) plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by James and
Jane Person, as well as evaluating the overall financial statement presentation. I (We) believe that my (our)
audit provides a reasonable basis for my (our) opinion.
As described in Note X, these financial statements were prepared on the basis of accounting James and Jane
Person use for income tax purposes, which is a comprehensive basis of accounting other than generally
accepted accounting principles.
In my (our) opinion, the financial statements referred to above present fairly, in all material respects, the
assets and liabilities of James and Jane Person as of [date], and the changes in their net assets for the [period]
then ended on the basis of accounting described in Note X.

[Signature]
[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.20.]
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Accountant's Standard Compilation Report

Addressee:

I (We) have compiled the accompanying statement of financial condition of James and Jane Person as of
[date], and the related statement of changes in net worth for the [period] then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants.
A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of the individuals whose financial statements are presented. I (We) have not audited or reviewed
the accompanying financial statements and, accordingly, do not express an opinion or any other form of
assurance on them.

[Signature]
[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.04.]
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Compilation Report—Statement of Financial Condition Only

Addressee:

I (We) have compiled the accompanying statement of financial condition of James and Jane Person as of
[date], in accordance with Statements on Standards for Accounting and Review Services issued by the
American Institute of Certified Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of the individuals whose financial statements are presented. I (We) have not audited or reviewed
the accompanying statement of financial condition and, accordingly, do not express an opinion or any other
form of assurance on it.
[Signature]

[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.21.1
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Compilation Report—Omission of Substantially All Disclosures

Addressee:

I (We) have compiled the accompanying statement of financial condition of James and Jane Person as of
[date], and the related statement of changes in net worth for the [period] then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants.
A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of the individuals whose financial statements are presented. I (We) have not audited or reviewed
the accompanying financial statements and, accordingly, do not express an opinion or any other form of
assurance on them.

James and Jane Person have elected to omit substantially all of the disclosures required by generally accepted
accounting principles. If the omitted disclosures were included in the financial statements, they might
influence the user's conclusions about the financial condition of James and Jane Person and changes in their
net worth. Accordingly, these financial statements are not designed for those who are not informed about
such matters.
[Signature]

[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.05.]

Note:

When personal financial statements omit substantially all disclosures and do not disclose that the
assets are presented at their estimated current values and that the liabilities are presented at their
estimated current amounts, the accountant should include the following sentence at the end of the
first paragraph of his or her report:

The financial statements are intended to present the assets of James and Jane Person at
estimated current values and their liabilities at estimated current amounts.
[Source: AICPA Personal Financial Statements Guide, paragraph 5.06.]
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Compilation Report—GAAP Departure—Material Assets at Cost

Addressee:
I (We) have compiled the accompanying statement of financial condition of James and Jane Person as of
[date], and the related statement of changes in net worth for the [period] then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of the individuals whose financial statements are presented. I (We) have not audited or reviewed
the accompanying financial statements and, accordingly, do not express an opinion or any other form of
assurance on them. However, I (we) did become aware of a departure from generally accepted accounting
principles that is described in the following paragraph.

As disclosed in Note X to the financial statements, generally accepted accounting principles require that
assets be presented at their estimated current values and that liabilities be presented at their estimated current
amounts. James and Jane Person have informed me (us) that their investment in ABC Company is stated in
the accompanying financial statements at cost and that the effects of this departure from generally accepted
accounting principles on their financial condition and the changes in their net worth have not been
determined.
[Signature]

[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.13.]
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Compilation Report—Income Tax Basis

Addressee:

I (We) have compiled that accompanying statement of asset and liabilities—income tax basis of James and
Jane Person as of [date], and the related statement of changes in net assets—income tax basis for the [period]
then ended, in accordance with Statement on Standards for Accounting and Review Services issued by the
American Institute of Certified Public Accountants.
A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of the individuals whose financial statements are presented. I (We) have not audited or reviewed
the accompanying financial statements and, accordingly, do not express an opinion or any other form of
assurance on them.

[Signature]

[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.20.1

Note:

When personal financial statements are prepared in accordance with a comprehensive basis of
accounting other than generally accepted accounting principles, the notes ordinarily would state the
basis of presentation and describe how that basis differs from generally accepted accounting
principles. [Source: Accounting and Review Services Interpretation No. 12 of SSARS No. 1 (AR
section 9100.42).]
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Compilation Report—Financial Statements Included in a Prescribed Form

Addressee:
I (We) have compiled the [identification offinancial statements, including period covered and name of individual(s)]
included in the accompanying prescribed form, in accordance with Statements on Standards for Accounting
and Review Services issued by the American Institute of Certified Public Accountants.
My (Our) compilation was limited to presenting in the form prescribed by [name of body] information that is
the representation of the individuals whose financial statements are presented. I (We) have not audited or
reviewed the financial statements referred to above and, accordingly, do not express an opinion or any other
form of assurance on them.
These financial statements (including related disclosures) are presented in accordance with the requirements
of [name of body], which differ from generally accepted accounting principles. Accordingly, these financial
statements are not designed for those who are not informed about such differences.

[Signature]
[Date]

[Source: AICPA Personal Financial Statements Guide, paragraph 5.09.]
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10-01

Accountant's Standard Review Report

Addressee:

I (We) have reviewed the accompanying statement of financial condition of James and Jane Person as of
[date], and the related statement of changes in net worth for the [period] then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants. All information included in these financial statements is the representation of James and
Jane Person.
A review of personal financial statements consists principally of inquiries of the individuals whose financial
statements are presented and analytical procedures applied to financial data. It is substantially less in scope
than an audit in accordance with generally accepted auditing standards, the objective of which is the
expression of an opinion regarding the financial statements taken as a whole. Accordingly, I (we) do not
express such an opinion.

Based on my (our) review, I am (we are) not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with generally accepted accounting
principles.

[Signature]
[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.11.]
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Review Report—Statement of Financial Condition Only

Addressee:

I (We) have reviewed the accompanying statement of financial condition of James and Jane Person as of
[date], in accordance with Statements on Standards for Accounting and Review Services issued by the
American Institute of Certified Public Accountants. All information included in this financial statement is
the representation of James and Jane Person.
A review of personal financial statements consists principally of inquiries of the individuals whose financial
statements are presented and analytical procedures applied to financial data. It is substantially less in scope
than an audit in accordance with generally accepted auditing standards, the objective of which is the
expression of an opinion regarding the financial statements taken as a whole. Accordingly, I (we) do not
express such an opinion.
Based on my (our) review, I am (we are) not aware of any material modifications that should be made to the
accompanying statement of financial condition in order for it to be in conformity with generally accepted
accounting principles.

[Signature]
[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.21.]
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Review Report—GAAP Departure—Failure to Include a Provision for Estimated Income Taxes
on the Differences Between the Estimated Current Values of Assets and the Estimated Current
Amounts of Liabilities and Their Tax Bases

Addressee:
I (We) have reviewed the accompanying statement of financial condition of James Person as of [date], and
the related statement of changes in net worth for the [period] then ended, in accordance with Statements on
Standards for Accounting and Review Services issued by the American Institute of Certified Public Account
ants. All information included in these financial statements is the representation of James Person.
A review of personal financial statements consists principally of inquiries of the individual whose financial
statements are presented and analytical procedures applied to financial data. It is substantially less in scope
than an audit in accordance with generally accepted auditing standards, the objective of which is the
expression of an opinion regarding the financial statements taken as a whole. Accordingly, I (we) do not
express such an opinion.

Based on my (our) review, with the exception of the matter described in the following paragraph, I am (we
are) not aware of any material modifications that should be made to the accompanying financial statements
in order for them to be in conformity with generally accepted accounting principles.

Generally accepted accounting principles require that personal financial statements include a provision for
estimated income taxes on the differences between the estimated current values of assets and the estimated
current amounts of liabilities and their tax bases. The accompanying financial statements do not include such
a provision and the effect of this departure from generally accepted accounting principles has not been
determined.
[Signature]
[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.13.]
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Review Report—Historical Cost Basis

Addressee:
I (We) have reviewed the accompanying statement of assets and liabilities—historical cost basis of James and
Jane Person as of [date], and the related statement of changes in net worth—historical cost basis for the [period]
then ended, in accordance with Statements on Standards for Accounting and Review Services issued by the
American Institute of Certified Public Accountants. All information included in these financial statements is
the representation of James and Jane Person.

A review of personal financial statements consists principally of inquiries of the individuals whose financial
statements are presented and analytical procedures applied to financial data. It is substantially less in scope
than an audit in accordance with generally accepted auditing standards, the objective of which is the
expression of an opinion regarding the financial statements taken as a whole. Accordingly, I (we) do not
express such an opinion.
Based on my (our) review, I am (we are) not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with the historical cost basis of
accounting described in Note X.
[Signature]

[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.20.]
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AAM Section 10,600

Reports on Employee Benefit Plans
Practice Tip
Audits of 11-K Filers—Performance and Reporting Requirements
SEC Requirements

The Securities and Exchange Commission (SEC) requires employee stock purchase, savings and similar plans
with interests that constitute securities registered under the Securities Act of 1933 to file Form 11-K pursuant
to Section 15(d) of the Securities Exchange Act of 1934. Reports on Form 11-K must be filed with the SEC
within 90 days after the end of the fiscal year of the plan, provided that plans subject to the Employee
Retirement Income Security Act of 1974 (ERISA) file the plan financial statements within 180 days after the
plan's fiscal year end.
Applicable Audit Standards

Plans that are required to file Form 11-Ks are deemed to be "issuers" under the Sarbanes-Oxley Act and must
submit to the SEC an audit in accordance with the auditing and related professional practice standards
promulgated by the Public Company Accounting Oversight Board (PCAOB). These plans may also be subject
to ERISA and must submit to the U.S. Department of Labor (DOL) an audit in accordance with generally
accepted auditing standards (GAAS) promulgated by the AICPA's Auditing Standards Board. It is our
understanding that the SEC will not accept an audit report that references GAAS, and the DOL will not
accept an audit report that does not reference GAAS.

Performance and Reporting Requirements
Based on AICPA staff discussions with the SEC and PCAOB staff to seek clarification of the performance
and reporting requirements for audits of 11-K filers, firms will need to conduct their audits of these 11-K plans in
accordance with two sets of standards and prepare two separate audit reports; an audit report referencing PCAOB
standards for Form 11-K filings with the SEC and a separate audit report referencing GAAS for DOL filings. The
PCAOB and SEC staff believe that an opinion issued in accordance with PCAOB Auditing Standard No. 1
does not allow a reference to GAAS, hence a "dual" standard report is not appropriate and will not be
accepted by the SEC.

Any questions regarding performance and reporting requirements of audits of financial statements of Form
11-K filers should be directed to the SEC Division of Corporation Finance, Office of the Chief Accountant at
(202) 942-2960.
.01

Unqualified Opinion—Defined Benefit Plan Assuming End-of-Year Benefit Information Date

Independent Auditor's Report
Addressee:
We have audited the accompanying statements of net assets available for benefits and of accumulated plan
benefits of XYZ Pension Plan as of December 31, 20X2 and 20X1, and the related statements of changes in
net assets available for benefits and of changes in accumulated plan benefits for the year ended December
31, 20X2. These financial statements are the responsibility of the Plan's management. Our responsibility is
to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. [Optional: An audit includes consideration
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of internal control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Plan's internal control over
financial reporting. Accordingly, we express no such opinion.]1 An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
status of the Plan as of December 31,20X2 and 20X1, and the changes in its financial status for the year ended
December 31, 20X2 in conformity with accounting principles generally accepted in the United States of
America.
[Signature of Firm]

[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Employee Benefit Plans, paragraph 13.04.]

Note:

Department of Labor Regulations, section 2520.103-1 requires the accountant's report to be dated,
manually signed, indicate the city and state where issued and identify the financial statements and
schedules covered by the report.

1 This optional language may be added to the auditor's standard report to clarify that an audit performed in accordance with GAAS
does not require the same level of testing and reporting on internal control over financial reporting as an audit of an issuer when Section
404(b) of the Sarbanes-Oxley Act is applicable. If this optional language is added then the remainder of the paragraph should read as
follows:
"An audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial state
ments, assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion."
See Auditing Interpretation No. 17, "Clarification in the Audit Report of the Extent of Testing of Internal Control Over Financial
Reporting in Accordance With Generally Accepted Auditing Standards," of SAS No. 58, Reports on Audited Financial Statements, as
amended (AU section 9508.85-88), issued in June 2004.
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Unqualified Opinion—Defined Benefit Plan Assuming Beginning-of-Year Benefit
Information Date
Independent Auditor's Report

Addressee:
We have audited the accompanying statements of net assets available for benefits of XYZ Pension Plan as of
December 31, 20X2 and 20X1, and the related statements of changes in net assets available for benefits for
the years then ended and the statement of accumulated plan benefits as of December 31,20X1, and the related
statement of changes in accumulated plan benefits for the year then ended. These financial statements are
the responsibility of the Plan's management. Our responsibility is to express an opinion on these financial
statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. [Optional: An audit includes consideration
of internal control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Plan's internal control over
financial reporting. Accordingly, we express no such opinion.]2 An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, information
regarding the Plan's net assets available for benefits as of December 31, 20X2, and changes therein for the
year then ended and its financial status as of December 31,20X1, and changes therein for the year then ended
in conformity with accounting principles generally accepted in the United States of America.
[Signature of Firm]

[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Employee Benefit Plans, paragraph 13.05.]

2 This optional language may be added to the auditor's standard report to clarify that an audit performed in accordance with GAAS
does not require the same level of testing and reporting on internal control over financial reporting as an audit of an issuer when Section
404(b) of the Sarbanes-Oxley Act is applicable. If this optional language is added then the remainder of the paragraph should read as
follows:
"An audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial state
ments, assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion."
See Auditing Interpretation No. 17 of SAS No. 58, as amended (AU section 9508.85-.88), issued in June 2004.
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Unqualified Opinion—Defined Contribution Profit-Sharing Plan

Independent Auditor's Report
Addressee:
We have audited the accompanying statements of net assets available for benefits of ABC Company
Profit-Sharing Plan as of December 31, 20X2 and 20X1, and the related statement of changes in net assets
available for benefits for the year ended December 31,20X2. These financial statements are the responsibility
of the Plan's management. Our responsibility is to express an opinion on these financial statements based
on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. [Optional: An audit includes consideration
of internal control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Plan's internal control over
financial reporting. Accordingly, we express no such opinion.]3 An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the net assets
available for benefits of the Plan as of December 31, 20X2 and 20X1, and the changes in net assets available
for benefits for the year ended December 31, 20X2 in conformity with accounting principles generally
accepted in the United States of America.
[Signature of Firm]
[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Employee Benefit Plans, paragraph 13.06.]

3 This optional language may be added to the auditor's standard report to clarify that an audit performed in accordance with GAAS
does not require the same level of testing and reporting on internal control over financial reporting as an audit of an issuer when Section
404(b) of the Sarbanes-Oxley Act is applicable. If this optional language is added then the remainder of the paragraph should read as
follows:
"An audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial state
ments, assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion."
See Auditing Interpretation No. 17 of SAS No. 58, as amended (AU section 9508.85-.88), issued in June 2004.

AAM §10,600.03

Copyright © 2005, American Institute of Certified Public Accountants, Inc.

68

Reports on Employee Benefit Plans

9-05

.04

10,805

Unqualified Opinion—Employee Health and Welfare Benefit Plans

Independent Auditor's Report
Addressee:

We have audited the accompanying statements of net assets available for benefits and of plan benefit
obligations of Allied Industries Health Care Benefit Plan as of December 31, 20X2 and 20X1, and the related
statements of changes in net assets available for benefits and of changes in benefit obligations for the year
ended December 31, 20X2. These financial statements are the responsibility of the Plan's management. Our
responsibility is to express an opinion on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. [Optional: An audit includes consideration
of internal control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Plan's internal control over
financial reporting. Accordingly, we express no such opinion.]4 An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
status of the Plan as of December 31, 20X2 and 20X1, and the changes in financial status for the year ended
December 31, 20X2 in conformity with accounting principles generally accepted in the United States of
America.
[Signature of Firm]

[City and State]
[Date]
[Source: AICPA Audit and Accounting Guide Employee Benefit Plans, paragraph 13.07.]

4 This optional language may be added to the auditor's standard report to clarify that an audit performed in accordance with GAAS
does not require the same level of testing and reporting on internal control over financial reporting as an audit of an issuer when Section
404(b) of the Sarbanes-Oxley Act is applicable. If this optional language is added then the remainder of the paragraph should read as
follows:
"An audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial state
ments, assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion."
See Auditing Interpretation No. 17 of SAS No. 58, as amended (AU section 9508.85-.88), issued in June 2004.
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Unqualified Opinion—Supplemental Schedules Required by ERISA and DOL Regulations
Independent Auditor's Report

Addressee:
Our audits were performed for the purpose of forming an opinion on the basic financial statements taken as
a whole. The supplemental schedules of [identify title of schedules and period covered] are presented for the
purpose of additional analysis and are not a required part of the basic financial statements but are
supplementary information required by the Department of Labor's Rules and Regulations for Reporting and
Disclosure under the Employee Retirement Income Security Act of 1974. These supplemental schedules are
the responsibility of the Plan's management. The supplemental schedules have been subjected to the auditing
procedures applied in the audits of the basic financial statements and, in our opinion, are fairly stated in all
material respects in relation to the basic financial statements taken as a whole.

[Signature of Firm]

[City and State]
[Date]
[Source: AICPA Audit and Accounting Guide Employee Benefit Plans, paragraph 13.11.]

Notes: This paragraph can be shown separately in the auditor-submitted document or as a separate
paragraph, after the opinion paragraph, of the auditor's standard report, when the auditor's report
covers additional information and the auditor has applied auditing procedures and is expressing an
opinion on the additional information.
Examples of paragraphs that should be added to the standard auditor's report when the report on
the supplemental schedules is modified because of omitted information or an omitted schedule
required by DOL regulations are presented in AAM section 10,600.07, .08, and .18.
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Unqualified Opinion—Defined Benefit Pension Plan Prepared on the Modified Cash Basis
Independent Auditor's Report

Addressee:
We have audited the accompanying statements of net assets available for benefits (modified cash basis) of
XYZ Pension Plan as of December 31, 20X2 and 20X1, and the related statement of changes in net assets
available for benefits (modified cash basis) for the year ended December 31,20X2. These financial statements
are the responsibility of the Plan's management. Our responsibility is to express an opinion on these financial
statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. [Optional: An audit includes consideration
of internal control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Plan's internal control over
financial reporting. Accordingly, we express no such opinion.]5 An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

As described in Note X, these financial statements and supplemental schedules were prepared on a modified
cash basis of accounting, which is a comprehensive basis of accounting other than generally accepted
accounting principles.
In our opinion, the financial statements referred to above present fairly, in all material respects, the net assets
available for benefits and the accumulated plan benefits of XYZ Pension Plan as of December 31, 20X2 and
20X1, and the changes in net assets available for benefits and changes in accumulated plan benefits for the
year ended December 20X2, on the basis of accounting described in Note X.
Our audits were performed for the purpose of forming an opinion on the financial statements taken as a
whole. The supplemental schedules (modified cash basis) of (1) Schedule H, line 4i—Schedule of Assets (Held
at End of Year), (2) Schedule G, Part I—Schedule of Loans or Fixed Income Obligations in Default or Classified
as Uncollectible, (3) Schedule G, Part II—Schedule of Leases in Default or Classified as Uncollectible, (4)
Schedule H, line 4j—Schedule of Reportable Transactions, and (5) Schedule G, Part III—Schedule of
Nonexempt Transactions as of or for the year ended December 31, 20X2, are presented for the purpose of
additional analysis and are not a required part of the basic financial statements, but are supplementary
information required by the Department of Labor's Rules and Regulations for Reporting and Disclosure
under the Employee Retirement Income Security Act of 1974. These supplemental schedules are the
responsibility of the Plan's management. The supplemental schedules have been subjected to the auditing
procedures applied in the audits of the basic financial statements and, in our opinion, are fairly stated in all
material respects in relation to the basic financial statements taken as a whole.

5 This optional language may be added to the auditor's standard report to clarify that an audit performed in accordance with GAAS
does not require the same level of testing and reporting on internal control over financial reporting as an audit of an issuer when Section
404(b) of the Sarbanes-Oxley Act is applicable. If this optional language is added then the remainder of the paragraph should read as
follows:
"An audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial state
ments, assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion."
See Auditing Interpretation No. 17 of SAS No. 58, as amended (AU section 9508.85-.88), issued in June 2004.
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[Signature of Firm]

[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Employee Benefit Plans, paragraph 13.22.]

Note: When reporting on financial statements prepared in conformity with a basis of accounting other than
generally accepted accounting principles (OCBOA), the auditor should consider whether the finan
cial statements and notes thereto include all informative disclosures that are appropriate for the basis
of accounting used. The Interpretation, "Evaluating the Adequacy of Disclosure in Financial State
ments Prepared on the Cash, Modified Cash, or Income Tax Basis of Accounting" (AU section
9623.88), states that if cash, modified cash, or income tax basis financial statements contain elements,
accounts, or items for which GAAP would require disclosure, the statements should either provide
the relevant disclosure that would be required for those items in a GAAP presentation or provide
information that communicates the substance of that disclosure. That may result in substituting
qualitative information for some of the quantitative information required for GAAP presentations.
Regardless of the basis of accounting used (GAAP or OCBOA), accumulated plan benefits disclosures
should be made. If such disclosures are not made, the auditor should comment in his or her report
on the lack of such disclosures and should express a qualified or adverse opinion on the financial
statements. [Source: AICPA Audit and Accounting Guide Employee Benefit Plans, paragraph 13.23.]
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Modified Report—Omitted Information or Omitted Schedule Required Under DOL Regulations

Following are examples of paragraphs that should be added to the auditor's report when the auditor should
modify his or her report on the supplemental schedules because of omitted information or an omitted
schedule which is required under DOL regulations.
Independent Auditor's Report

Addressee:

[Same first, second, and third paragraphs as the standard report. See AAM section 10,600.01-.03.]
Our audits were performed for the purpose of forming an opinion on the financial statements taken as a
whole. The supplemental schedules of [identify title of schedules and period covered] are presented for the
purpose of additional analysis and are not a required part of the basic financial statements, but are
supplementary information required by the Department of Labor's Rules and Regulations for Reporting and
Disclosure under the Employee Retirement Income Security Act of 1974. These supplemental schedules are
the responsibility of the Plan's management. The supplemental schedules have been subjected to the auditing
procedures applied in the audits of the basic financial statements and, in our opinion, are fairly stated in all
material respects in relation to the basic financial statements taken as a whole.

The supplemental Schedule H, line 4i—Schedule of Assets (Held at End of Year) as of December 31, 20X2
that accompanies the Plan's financial statements does not disclose the historical cost of certain nonparticipant
directed plan assets held by the Plan trustee [or custodian]. Disclosure of this information is required by the
Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement
Income Security Act of 1974.
or

The Plan has not presented the supplemental Schedule H, line 4j—Schedule of Reportable Transactions for
the year ended December 31, 20X2. Disclosure of this information is required by the Department of Labor's
Rules and Regulations for Reporting and Disclosure under the Employee Retirement Income Security Act
of 1974.
[Signature of Firm]

[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Employee Benefit Plans, paragraph 13.16.]
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Qualified Opinion—Omitted or Incomplete Schedule or Material Inconsistency

The following paragraphs should be added to the auditor's report when the auditor concludes that his or
her opinion on the supplemental schedules should be qualified because a schedule, or information thereon,
was omitted (when the schedules are not covered by a trustee's certification as to completeness and accuracy),
or because information in a required schedule is materially inconsistent with the financial statements.
Independent Auditor's Report

Addressee:
[Same first, second, and third paragraphs as the standard report. See AAM section 10,600.01-03.]

The supplemental Schedule H, line 4i—Schedule of Assets (Held at End of Year) as of December 31, 20X2
that accompanies the Plan's financial statements does not disclose that the Plan had loans to participants
which are considered assets held for investment purposes. Disclosure of this information is required by the
Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement
Income Security Act of 1974.
Our audits were performed for the purpose of forming an opinion on the financial statements taken as a
whole. The supplemental schedules of [identify title of schedules and period covered] are presented for the
purpose of additional analysis and are not a required part of the basic financial statements, but are
supplementary information required by the Department of Labor's Rules and Regulations for Reporting and
Disclosure under the Employee Retirement Income Security Act of 1974. These supplemental schedules are
the responsibility of the Plan's management. The supplemental schedules have been subjected to the auditing
procedures applied in the audits of the basic financial statements and, in our opinion, except for the omission
of the information discussed in the preceding paragraph, are fairly stated in all material respects in relation
to the basic financial statements taken as a whole.
[Signature of Firm]
[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Employee Benefit Plans, paragraph 13.16.]
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Qualified Opinion—Disclosure of Material Prohibited Transaction With Party in Interest
Omitted*

The following paragraphs should be added to the auditor's report on the plan's financial statements when
the auditor concludes that his or her opinion on the supplemental schedules should be qualified because
disclosure of a material prohibited transaction with a party in interest is omitted.
Independent Auditor's Report

Addressee:

[Same first, second, and third paragraphs as the standard report. See AAM section 10,600.01-03.]

The supplemental Schedule G, Part III—Schedule of Nonexempt Transactions that accompanies the plan's
financial statements does not disclose that the Plan [describe prohibited transaction]. Disclosure of this infor
mation is required by the Department of Labor's Rules and Regulations for Reporting and Disclosure under
the Employee Retirement Income Security Act of 1974.
Our audits were performed for the purpose of forming an opinion on the financial statements taken as a
whole. The supplemental schedules [identify title of schedules and period covered] are presented for the purpose
of additional analysis and are not a required part of the basic financial statements, but are supplementary
information required by the Department of Labor's Rules and Regulations for Reporting and Disclosure
under the Employee Retirement Income Security Act of 1974. These supplemental schedules are the
responsibility of the Plan's management. The supplemental schedules have been subjected to the auditing
procedures applied in the audits of the basic financial statements and, in our opinion, except for the omission
of the information discussed in the preceding paragraph, are fairly stated in all material respects in relation
to the basic financial statements taken as a whole.

[Signature of Firm]
[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Employee Benefit Plans, paragraph 13.17.]

Note: If a material party in interest transaction that is not disclosed in the supplementary schedule is also considered a relatedparty transaction and if that transaction is not properly disclosed in the notes to the financial statements, the auditor should express a
qualified or adverse opinion on the financial statements as well as on the supplemental schedule. See AAM section 10,600.12.
AICPA Audit and Accounting Manual
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Adverse Opinion—Disclosure of Material Prohibited Transaction With Party in Interest Omitted

The following paragraphs should be added to the auditor's report on the plan's financial statements when
the auditor decides that an adverse opinion should be expressed on the supplemental schedules because
disclosure of a material prohibited transaction with a party in interest is omitted.
Independent Auditor's Report

Addressee:
[Same first, second, and third paragraphs as the standard report. See AAM section 10,600.01-03.]

The supplemental Schedule G, Part III—Schedule of Nonexempt Transactions that accompanies the plan's
financial statements does not disclose that the Plan [describe prohibited transaction]. Disclosure of this infor
mation is required by the Department of Labor's Rules and Regulations for Reporting and Disclosure under
the Employee Retirement Income Security Act of 1974.
Our audits were performed for the purpose of forming an opinion on the financial statements taken as a
whole. The supplemental schedules of [identify title of schedules and period covered] are presented for the
purpose of additional analysis and are not a required part of the basic financial statements, but are
supplementary information required by the Department of Labor's Rules and Regulations for Reporting and
Disclosure under the Employee Retirement Income Security Act of 1974. These supplemental schedules are
the responsibility of the Plan's management. The supplemental schedules have been subjected to the auditing
procedures applied in the audits of the basic financial statements and, in our opinion, because of the omission
of the information discussed in the preceding paragraph are not fairly stated in all material respects in relation
to the basic financial statements taken as a whole.

[Signature of Firm]
[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Employee Benefit Plans, paragraph 13.17.]
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Modified Report—Disclosure of Immaterial Prohibited Transaction With Party in Interest
Omitted

The following paragraphs should be added to the auditor's report on the plan's financial statements when
the auditor decides to modify his or her report on the supplemental schedules because disclosure of a
prohibited transaction with a party in interest that is not material to the financial statements has been omitted.
Independent Auditor's Report

Addressee:
[Same first, second, and third paragraphs as the standard report. See AAM section 10,600.01-03.]
Our audits were performed for the purpose of forming an opinion on the financial statements taken as a
whole. The supplemental schedules of [identify title of schedules and period covered] are presented for the
purpose of additional analysis and are not a required part of the basic financial statements, but are
supplementary information required by the Department of Labor's Rules and Regulations for Reporting and
Disclosure under the Employee Retirement Income Security Act of 1974. These supplemental schedules are
the responsibility of the Plan's management. The supplemental schedules have been subjected to the auditing
procedures applied in the audits of the basic financial statements and, in our opinion, are fairly stated in all
material respects in relation to the basic financial statements taken as a whole.

The supplemental Schedule G, Part III—Schedule of Nonexempt Transactions that accompanies the plan's
financial statements does not disclose that the Plan [describe prohibited transaction]. Disclosure of this infor
mation, which is not considered material to the financial statements taken as a whole, is required by the
Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement
Income Security Act of 1974.
[Signature of Firm]
[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Employee Benefit Plans, paragraph 13.17.]
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Qualified Opinion—Disclosure of Material Prohibited Transaction With Party in Interest
Omitted—Related-Party Transaction
Independent Auditor's Report

Addressee:
We have audited the accompanying statement of net assets available for benefits of XYZ Company ProfitSharing Plan as of December 31,20X1 and 20X0, and the related statement of changes in net assets available
for benefits for the year ended December 31, 20X1. These financial statements are the responsibility of the
Plan's management. Our responsibility is to express an opinion on these financial statements based on our
audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

The Plan's financial statements do not disclose that the Plan [describe related-party transaction]. Disclosure of
this information is required by accounting principles generally accepted in the United States of America.
In our opinion, except for the omission of the information discussed in the preceding paragraph, the financial
statements referred to above present fairly, in all material respects, the net assets available for benefits of the
Plan as of December 31,20X1 and 20X0, and the changes in net assets available for benefits for the year ended
December 31, 20X1 in conformity with accounting principles generally accepted in the United States of
America.

The supplemental Schedule G, Part III—Schedule of Nonexempt Transactions that accompanies the plan's
financial statements does not disclose that the plan [describe prohibited transaction]. Disclosure of this infor
mation is required by the Department of Labor's Rules and Regulations for Reporting and Disclosure under
the Employee Retirement Income Security Act of 1974.
Our audits were performed for the purpose of forming an opinion on the financial statements taken as a
whole. The supplemental schedules of [identify title of schedules and period covered] are presented for the
purpose of additional analysis and are not a required part of the basic financial statements, but are
supplementary information required by the Department of Labor's Rules and Regulations for Reporting and
Disclosure under the Employee Retirement Income Security Act of 1974. These supplemental schedules are
the responsibility of the Plan's management. The supplemental schedules have been subjected to the auditing
procedures applied in the audits of the basic financial statements and, in our opinion, except for the omission
of the information discussed in the preceding paragraph, are fairly stated in all material respects in relation
to the basic financial statements taken as a whole.
[Signature of Firm]

[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Employee Benefit Plans, paragraph 13.18.]
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Limited-Scope Audits Under DOL Regulations
Independent Auditor's Report

Addressee:

We were engaged to audit the financial statements and supplemental schedules of XYZ Pension Plan as of
December 31,20X1 and 20X0, and for the year ended December 31,20X1, as listed in the accompanying index.
These financial statements and supplemental schedules are the responsibility of the Plan's management.

As permitted by 29 CFR 2520.103-8 of the Department of Labor's Rules and Regulations for Reporting and
Disclosure under the Employee Retirement Income Security Act of 1974, the plan administrator instructed
us not to perform, and we did not perform, any auditing procedures with respect to the information
summarized in Note X, which was certified by ABC Bank, the trustee (or custodian) of the Plan, except for
comparing such information with the related information included in the financial statements and supple
mental schedules. We have been informed by the plan administrator that the trustee (or custodian) holds the
Plan's investment assets and executes investment transactions. The plan administrator has obtained a
certification from the trustee (or custodian) as of December 31, 20X1 and 20X0 and for the year ended
December 31, 20X1 that the information provided to the plan administrator by the trustee (or custodian) is
complete and accurate.
Because of the significance of the information that we did not audit, we are unable to, and do not, express
an opinion on the accompanying financial statements and supplemental schedules taken as a whole. The
form and content of the information included in the financial statements and supplemental schedules, other
than that derived from the information certified by the trustee or custodian, have been audited by us in
accordance with auditing standards generally accepted in the United States of America and, in our opinion,
are presented in compliance with the Department of Labor's Rules and Regulations for Reporting and
Disclosure under the Employee Retirement Income Security Act of 1974.

[Signature of Firm]
[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Employee Benefit Plans, paragraph 13.26.1

Note:

If the plan's financial statements are prepared on the cash basis or a modified cash basis of accounting,
the auditor's report should also include a paragraph stating the basis of presentation and that cash
basis is a comprehensive basis of accounting other than GAAP (see paragraph 13.21 of the AICPA
Audit and Accounting Guide Employee Benefit Plans, for wording of such a paragraph). [Source:
AICPA Audit and Accounting Guide Employee Benefit Plans, paragraph 13.26, footnote 6.]
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Limited-Scope Audit in Prior Year

Independent Auditor's Report
Addressee:
We have audited the accompanying statements of net assets available for benefits of XYZ Pension Plan as of
December 31,20X2 and 20X1, and the related statement of changes in net assets available for benefits for the
year ended December 31, 20X2, and the statements of accumulated plan benefits as of December 31, 20X2
and 20X1, and the related statement of changes in accumulated plan benefits for the year ended December
31, 20X2. These financial statements are the responsibility of the Plan's management. Our responsibility is
to express an opinion on these financial statements based on our audits.

Except as explained in the following paragraph, we conducted our audits in accordance with auditing
standards generally accepted in the United States of America. Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.
As permitted by 29 CFR 2520.103-8 of the Department of Labor's Rules and Regulations for Reporting and
Disclosure under the Employee Retirement Income Security Act of 1974, investment assets held by ABC Bank,
the trustee (or custodian) of the Plan, and transactions in those assets were excluded from the scope of our audit
of the Plan's 20X1 financial statements, except for comparing the information provided by the trustee (or
custodian), which is summarized in Note X, with the related information included in the financial statements.

Because of the significance of the information that we did not audit, we are unable to, and do not, express an opinion
on the Plan's financial statements as of December 31,20X1. The form and content of the information included in the
20X1 financial statements, other than that derived from the information certified by the trustee (or custodian), have
been audited by us and, in our opinion, are presented in compliance with the Department of Labor's Rules and
Regulations for Reporting and Disclosure under the Employee Retirement Income Security Act of 1974.
In our opinion, the financial statements, referred to above, of XYZ Pension Plan as of December 31, 20X2,
and for the year then ended present fairly, in all material respects, the financial status of XYZ Pension Plan
as of December 31, 20X2, and changes in its financial status for the year then ended in conformity with
accounting principles generally accepted in the United States of America.

Our audit of the Plan's financial statements as of and for the year ended December 31, 20X2, was made for the
purpose of forming an opinion on the financial statements taken as a whole. The supplemental schedules of (1)
Schedule H, line 4i—Schedule of Assets (Held at End of Year), (2) Schedule G, Part I—Schedule of Loans or Fixed
Income Obligations in Default or Classified as Uncollectible, (3) Schedule G, Part II—Schedule of Leases in Default
or Classified as Uncollectible, (4) Schedule H, line 4j—Schedule of Reportable Transactions, and (5) Schedule G,
Part III—Nonexempt Transactions as of or for the year ended December 31,20X2, are presented for the purpose
of additional analysis and are not a required part of the basic financial statements, but are supplementary
information required by the Department of Labor's Rules and Regulations for Reporting and Disclosure under
the Employee Retirement Income Security Act of 1974. These supplemental schedules are the responsibility of
the Plan's management. The supplemental schedules have been subjected to the auditing procedures applied in
the audit of the basic financial statements for the year ended December 31, 20X2, and, in our opinion, are fairly
stated in all material respects in relation to the basic financial statements taken as a whole.
[Signature of Firm]

[City and State]
[Date]
[Source: AICPA Audit and Accounting Guide Employee Benefit Plans, paragraph 13.28.]
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Limited-Scope Audit in Current Year
Independent Auditor's Report

Addressee:

We were engaged to audit the accompanying statement of net assets available for benefits of XYZ Pension
Plan as of December 31, 20X2 and the related statement of changes in net assets available for benefits for the
year ended December 31,20X2 and the supplemental schedules of (1) Schedule H, line 4i—Schedule of Assets
(Held at End of Year), (2) Schedule H, line 4j—Schedule of Reportable Transactions, and (3) Schedule G, Part
I—Schedule of Loans or Fixed Income Obligations in Default or Classified as Uncollectible as of or for the
year ended December 31,20X2. These financial statements and supplemental schedules are the responsibility
of the Plan's management.

As permitted by 29 CFR 2520.103-8 of the Department of Labor's Rules and Regulations for Reporting and
Disclosure under the Employee Retirement Income Security Act of 1974, the plan administrator instructed
us not to perform, and we did not perform, any auditing procedures with respect to the information
summarized in Note X, which was certified by ABC Bank, the trustee (or custodian) of the Plan, except for
comparing the information with the related information included in the 20X2 financial statements and
supplemental schedules. We have been informed by the plan administrator that the trustee (or custodian)
holds the Plan's investment assets and executes investment transactions. The plan administrator has obtained
a certification from the trustee (or custodian) as of and for the year ended December 31, 20X2, that the
information provided to the plan administrator by the trustee (or custodian) is complete and accurate.
Because of the significance of the information in the Plan's 20X2 financial statements that we did not audit,
we are unable to, and do not, express an opinion on the accompanying financial statements and supplemental
schedules as of or for the year ended December 31, 20X2. The form and content of the information included
in the financial statements and supplemental schedules, other than that derived from the information
certified by the trustee (or custodian), have been audited by us in accordance with auditing standards
generally accepted in the United States of America and, in our opinion, are presented in compliance with the
Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement
Income Security Act of 1974.

We have audited the statement of net assets available for benefits of XYZ Pension Plan as of December 31,
20X1 and, in our report dated May 20,20X2, we expressed our opinion that such financial statement presents
fairly, in all material respects, the financial status of XYZ Pension Plan as of December 31,20X1, in conformity
with accounting principles generally accepted in the United States of America.
[Signature of Firm]
[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Employee Benefit Plans, paragraph 13.29.1
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Initial Limited-Scope Audit in Current Year, Prior Year Limited-Scope Audit Performed by
Other Auditors
Report of Independent Certified Public Accountants

Addressee:
We were engaged to audit the accompanying statements of net assets available for benefits of ABC Company
Profit-Sharing Plan (the "Plan") as of December 31, 20X2 and 20X1, and the related statement of changes in
net assets available for benefits for the year ended December 31,20X2 and the supplemental Schedule H, line
4i—Schedule of Assets (Held at End of Year) as of December 31, 20X2. These financial statements and
supplemental schedule are the responsibility of the Plan's management. The financial statements of the plan
as of December 31, 20X1 were audited by other auditors. As permitted by 29 CFR 2520.103-8 of the
Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement
Income Security Act of 1974 ("ERISA"), the Plan administrator instructed the other auditors not to perform
and they did not perform, any auditing procedures with respect to the information certified by the Trustee.
Their report, dated May 20, 20X2, indicated that (a) because of the significance of the information that they
did not audit, they were unable to, and did not, express an opinion on the financial statements taken as a
whole and (b) the form and content of the information included in the financial statements other than that
derived from the information certified by the Trustee, were presented in compliance with the Department
of Labor's Rules and Regulations for Reporting and Disclosure under ERISA.

As permitted by 29 CFR 2520.103-8 of the Department of Labor's Rules and Regulations for Reporting and
Disclosure under the Employee Retirement Income Security Act of 1974, the Plan administrator instructed
us not to perform, and we did not perform, any auditing procedures with respect to the information
summarized in note E, which was certified by Bank & Trust Company, the trustee of the Plan, except for
comparing such information with the related information included in the 20X2 financial statements and
supplemental schedule. We have been informed by the Plan administrator that the trustee holds the Plan's
investment assets and executes investment transactions. The Plan administrator has obtained a certification
from the trustee as of and for the year ended December 31, 20X2, that the information provided to the Plan
administrator by the trustee is complete and accurate.
Because of the significance of the information in the Plan's 20X2 financial statements and supplemental
schedule that we did not audit, we are unable to, and do not, express an opinion on the accompanying 20X2
financial statements and supplemental schedule taken as a whole. The form and content of the information
included in the 20X2 financial statements and supplemental schedule, other than that derived from the
information certified by the trustee, have been audited by us in accordance with auditing standards generally
accepted in the United States of America and, in our opinion, are presented in compliance with the
Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement
Income Security Act of 1974.

[Signature of Firm]
[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Employee Benefit Plans, paragraph 13.30.]
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10,819

Limited Scope Audit—Change in Trustee

Report of Independent Certified Public Accountants

Addressee:
We were engaged to audit the accompanying statements of net assets available for benefits and of accumu
lated plan benefits of XYZ Pension Plan as of December 31, 20X2 and 20X1, and the related statements of
changes in net assets available for benefits and of changes in accumulated plan benefits for the year ended
December 31, 20X2, and the supplemental schedules of (1) Schedule H, line 4i—Schedule of Assets (Held at
End of Year) as of December 31, 20X2, and (2) Schedule H, line 4j—Schedule of Reportable Transactions for
the year ended December 31, 20X2. These financial statements and schedules are the responsibility of the
Plan's management.

As permitted by 29 CFR 2520.103-8 of the Department of Labor's Rules and Regulations for Reporting and
Disclosure under the Employee Retirement Income Security Act of 1974, the plan administrator instructed
us not to perform, and we did not perform, any auditing procedures with respect to the investment
information summarized in Note X, which was certified by the ABC Bank and XYZ Trust Company, the
trustees of the Plan, except for comparing such information with the related information included in the
financial statements and supplemental schedules. We have been informed by the plan administrator that
XYZ Trust Company held the Plan's investment assets and executed investment transactions from July 1,
20X2 to December 31, 20X2, and that ABC Bank held the Plan's investment assets and executed investment
transactions as of December 31, 20X1 and for the period January 1, 20X1 to June 30, 20X2. The plan
administrator has obtained certifications from the trustees as of and for the years ended December 31, 20X2
and 20X1, that the information provided to the plan administrator by the trustees is complete and accurate.
Because of the significance of the information that we did not audit, we are unable to, and do not, express
an opinion on the accompanying financial statements and supplemental schedules taken as a whole. The
form and content of the information included in the financial statements and supplemental schedules, other
than that derived from the investment information certified by the trustees, have been audited by us in
accordance with auditing standards generally accepted in the United States and, in our opinion, are presented
in compliance with the Department of Labor's Rules and Regulations for Reporting and Disclosure under
the Employee Retirement Income Security Act of 1974.

[Signature of Firm]

[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Employee Benefit Plans, paragraph 13.31.]
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Audit of Multiemployer Defined Benefit Pension Plan With Scope Limitation

Independent Auditor's Report
Addressee:
We were engaged to audit the statements of [identify title of schedules and period covered] of XYZ Multiemployer
Pension Plan as of December 31,20X2 and 20X1, and for the years then ended. These financial statements are
the responsibility of the Plan's management.

The Plan's records and procedures are not adequate to assure the completeness of participants' data on which
contributions and benefit payments are determined, and the Board of Trustees did not engage us to perform,
and we did not perform, any other auditing procedures with respect to participants' data maintained by the
sponsor companies or individual participants.
Because of the significance of the information that we did not audit, the scope of our work was not sufficient
to enable us to express, and we do not express, an opinion on these financial statements.

[Signature of Firm]

[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Employee Benefit Plans, paragraph 13.32.1
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Modified Report—Omitted Information or Omitted Schedule Required Under DOL Regulations
in a Limited Scope Engagement
Independent Auditor's Report

Addressee:

[Same first and second paragraphs as the limited-scope report. See AAM section 10,600.13.]
The supplemental Schedule H, line 4i—Schedule of Assets (Held at End of Year) as of December 31, 20X2
that accompanies the Plan's financial statements does not disclose that the Plan has loans to participants
which are considered assets held for investment purposes. Disclosure of this information is required by the
Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement
Income Security Act of 1974.

or

The Plan has not presented the supplemental Schedule H, line 4j—Schedule of Reportable Transactions for
the year ended December 31,20X2. Disclosure of this information is required by the Department of Labor's
Rules and Regulations for Reporting and Disclosure under the Employee Retirement Income Security Act
of 1974.

Because of the significance of the information that we did not audit, we are unable to, and do not, express
an opinion on the accompanying financial statements and schedules taken as a whole. The form and content
of the information included in the financial statements and schedules, other than that derived from the
information certified by the trustee, have been audited by us in accordance with auditing standards generally
accepted in the United States of America and, in our opinion, except for the omission of the information
discussed in the preceding paragraph, are presented in compliance with the Department of Labor's Rules
and Regulations for Reporting and Disclosure under the Employee Retirement Income Security Act of 1974.
[Signature of Firm]

[City and State]
[Date]
[Source: AICPA Audit and Accounting Guide Employee Benefit Plans, paragraph 13.16.]
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Trust Established Under an Employee Benefit Plan

Independent Auditor's Report

Addressee:
We have audited the accompanying statement of net assets of ABC Pension Trust as of December 31, 20X2,
and the related statement of changes in net assets and trust balance for the year then ended. These financial
statements are the responsibility of the Trust's management. Our responsibility is to express an opinion on
these financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the net assets
of ABC Pension Trust as of December 31,20X2, and the changes in its net assets and trust balance for the year
then ended in conformity with accounting principles generally accepted in the United States of America.

The accompanying statements are those of ABC Pension Trust, which is established under XYZ Pension Plan;
the statements do not purport to present the financial status of XYZ Pension Plan. The statements do not
contain certain information on accumulated plan benefits and other disclosures necessary for fair presenta
tion of the financial status of XYZ Pension Plan in conformity with accounting principles generally accepted
in the United States of America. Furthermore, these statements do not purport to satisfy the Department of
Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement Income Security
Act of 1974 relating to the financial statements of employee benefit plans.
[Signature of Firm]
[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Employee Benefit Plans, paragraph 13.33.]
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Defined Benefit Plan Assuming Inadequate Procedures to Value Investments

Independent Auditor's Report
Addressee:

We have audited the accompanying statements of net assets available for benefits of XYZ Pension Plan as of
December 31, 20X2 and 20X1 and of accumulated plan benefits as of December 31, 20X2, and the related
statements of changes in net assets available for benefits and of changes in accumulated plan benefits for the
year ended December 31,20X2. These financial statements are the responsibility of the Plan's management.
Our responsibility is to express an opinion on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. [Optional: An audit includes consideration
of internal control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Plan's internal control over
financial reporting. Accordingly, we express no such opinion.]6 An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

As discussed in Note X, investments amounting to $(percent of net assets available for benefits)
as of December 31, 20X2, have been valued at estimated fair value as determined by the Board of Trustees.
We have reviewed the procedures applied by the trustees in valuing the securities and have inspected the
underlying documentation. In our opinion, those procedures are not adequate to determine the fair value of
the investments in conformity with accounting principles generally accepted in the United States of America.
The effect on the financial statements and supplemental schedules of not applying adequate procedures to
determine the fair value of the securities is not determinable.
In our opinion, except for the effects of the procedures used by the Board of Trustees to determine the
valuation of investments as described in the preceding paragraph, the financial statements referred to above
present fairly, in all material respects, the financial status of XYZ Pension Plan as of December 31, 20X2, and
information regarding the plan's net assets available for benefits as of December 31, 20X1, and the changes
in its financial status for the year ended in December 31, 20X2 in conformity with accounting principles
generally accepted in the United States of America.
Our audits were performed for the purpose of forming an opinion on the financial statements taken as a
whole. The supplemental schedules of (1) Schedule H, line 4i—Schedule of Assets (Held at End of Year), (2)
Schedule G, Part I—Schedule of Loans or Fixed Income Obligations in Default or Classified as Uncollectible,
(3) Schedule G, Part II—Schedule of Leases in Default or Classified as Uncollectible, (4) Schedule H, line
4j—Schedule of Reportable Transactions, and (5) Schedule G, Part III—Nonexempt Transactions as of or for
the year ended December 31,20X2, are presented for the purpose of additional analysis and are not a required
part of the basic financial statements, but are supplementary information required by the Department of
Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement Income Security
Act of 1974. These supplemental schedules are the responsibility of the Plan's management. That additional
6 This optional language may be added to the auditor's standard report to clarify that an audit performed in accordance with GAAS
does not require the same level of testing and reporting on internal control over financial reporting as an audit of an issuer when Section
404(b) of the Sarbanes-Oxley Act is applicable. If this optional language is added then the remainder of the paragraph should read as
follows:
"An audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial state
ments, assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion."
See Auditing Interpretation No. 17 of SAS No. 58, as amended (AU section 9508.85-.88), issued in June 2004.
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information has been subjected to the auditing procedures applied in the audit of the basic financial
statements for the year ended December 31, 20X2; and in our opinion, except for the effects of the valuation
of investments, as described above, the additional information is fairly stated in all material respects in
relation to the basic financial statements taken as a whole.

[Signature of Firm]
[City and State]
[Date]
[Source: AICPA Audit and Accounting Guide Employee Benefit Plans, paragraph 13.38.]
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Form 11-K Filing
Report of Independent Registered Public Accounting Firm

Addressee:
We have audited the accompanying statements of net assets available for benefits of the ABC 401 (k) plan
(the "Plan") as of December 31, 20X2 and 20X1, and the related statement of changes in net assets available
for benefits for the year ended December 31, 20X2. These financial statements are the responsibility of the
Plan's management. Our responsibility is to express an opinion on these financial statements based on our
audits.
We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by management,
as well as evaluating the overall financial statement presentation. We believe that our audits provide a
reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the net assets
available for benefits of the Plan as of December 31, 20X2 and 20X1, and the changes in net assets available
for benefits for the year ended December 31, 20X2 in conformity with U.S. generally accepted accounting
principles.
[Signature of Firm]

[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Employee Benefit Plans, paragraph 13.19.]

Note:

Reporting Considerations for Nonaccelerated Filer Audit Reports. In an audit of a nonaccelerated
filer that has determined it is not required to obtain, nor did it request the auditor to perform, an
audit of internal control over financial reporting (under Section 404(b) of the Sarbanes-Oxley Act of
2002 and Item 308(b) of SEC Regulation S-K), firms may wish to consider expanding their audit report
to include a statement that the purpose and extent of the auditor's consideration of internal controls
over financial reporting were to determine that the nature, timing, and extent of tests to be performed
are appropriate in the circumstances but were not sufficient to express an opinion on the effectiveness
of internal control over financial reporting. Firms are not required to expand their audit report to
include this statement. However, the SEC staff has indicated that if a firm chooses to expand its report
to clarify this point, the language in Interpretation No. 18, "Reference to PCAOB Standards in an
Audit Report on a Nonissuer," of SAS No. 58 (AU section 9508.89-92), provides appropriate
language to consider in an audit conducted in accordance with PCAOB standards. Accordingly, the
scope section of the auditor's report might be modified as follows:
We conducted our audit in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free of material misstate
ment. The Plan is not required to have, nor were we engaged to perform, an audit of its internal
control over financial reporting. Our audit included consideration of internal control over
financial reporting as a basis for designing audit procedures that are appropriate in the circum
stances, but not for the purpose of expressing an opinion on the effectiveness of the Plan's internal
control over financial reporting. Accordingly, we express no such opinion. An audit also includes
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examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements, assessing the accounting principles used and significant estimates made by manage
ment, as well as evaluating the overall financial statement presentation. We believe that our audit
provides a reasonable basis for our opinion.

As an alternative to the first additional sentence suggested by Interpretation No. 18 to SAS No. 58, a
firm also might consider the following:
The Plan has determined that it is not required to have, nor were we engaged to perform, an audit
of its internal control over financial reporting.

[Source: Center for Public Company Audit Firms (CPCAF)—CPCAF Alert #46—March 22, 2005.]

[The next page is 10,851.]
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Reports on Financial Statements of
Brokers and Dealers in Securities
.01

Unqualified Opinion on Financial Statements and Supplementary Schedules Required by the SEC
Independent Auditor's Report

Addressee:
We have audited the accompanying consolidated statement of financial condition of Standard Stockbroker
age Co., Inc. and Subsidiaries (the Company) as of December 31, 20X4, and the related consolidated
statements of income, changes in stockholders' equity, changes in liabilities subordinated to claims of general
creditors, and cash flows for the year then ended that you are filing pursuant to rule 17a-5 under the Securities
Exchange Act of 1934. These financial statements are the responsibility of the Company's management. Our
responsibility is to express an opinion on these financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America.1 Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. [Optional: An audit includes consideration
of internal control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Company's internal control
over financial reporting. Accordingly, we express no such opinion.]12 An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing
the accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audit provides a reasonable basis for our opinion.
1 For audits conducted in accordance with PCAOB standards, PCAOB Auditing Standard No. 1, References in Auditors' Reports to the
Standards of the Public Company Accounting Oversight Board, replaces this sentence with the following sentence: "We conducted our
audits in accordance with the standards of the Public Company Accounting Oversight Board (United States)." On May 14, 2004, the
SEC issued an interpretive release to help with the implementation of PCAOB Auditing Standard No. 1. See Release No. 33-8422 for
more information. The release specifies that effective May 14, 2004, references in SEC rules and staff guidance and in the federal
securities laws to GAAS or to specific standards under GAAS, as they relate to issuers, should be understood to mean the standards of
the PCAOB, plus any applicable rules of the SEC. The guidance in this release is applicable only to auditors' engagements that are
governed by PCAOB rules. The PCAOB, for example, has not established particular auditing standards for nonissuer broker-dealers or
investment advisers. This release is not applicable to such engagements and related filings.
The staff of the PCAOB published a series of questions and answers ("Q&As") on PCAOB Auditing Standard No. 1. See the
PCAOB Web site at www.pcaobus.org for more information.
In June 2004, the Auditing Standards Board ("ASB") issued Auditing Interpretation No. 18, "Reference to PCAOB Standards in an
Audit Report of a Nonissuer," of SAS No. 58, Reports on Audited Financial Statements, as amended (AU section 9508.89-.92), which
provides reporting guidance for audits of nonissuers. Auditing Interpretation No. 18 provides guidance on the appropriate referencing
of PCAOB auditing standards in audit reports when an auditor is engaged to perform the audit in accordance with both GAAS and
PCAOB auditing standards. The ASB also has undertaken a project to determine what amendments, if any, should be made to SAS No.
58. See the AICPA Web site at www.aicpa.org/members/div/auditstd/index.htm for more information.

2 This optional wording may be added in accordance with Auditing Interpretation No. 17, "Clarification in the Audit Report of the
Extent of Testing of Internal Control Over Financial Reporting in Accordance With Generally Accepted Auditing Standards," of SAS
No. 58, as amended (AU section 9508.85-.88), which was issued by the ASB in June 2004 and provides reporting guidance for audits of
nonissuers. Auditing Interpretation No. 17 addresses how auditors may expand their independent audit report to explain that their
consideration of internal control was sufficient to provide the auditor sufficient understanding to plan the audit and determine the
nature, timing and extent of tests to be performed, but was not sufficient to express an opinion on the effectiveness of the internal
control. If this optional language is added, then the remainder of the paragraph should read as follows:
"An audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial state
ments, assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion."
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In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of Standard Stockbrokerage Co., Inc. and Subsidiaries at December 31, 20X4,
and the results of their operations and their cash flows for the year then ended in conformity with accounting
principles generally accepted in the United States of America.

Our audit was conducted for the purpose of forming an opinion on the basic financial statements taken as a
whole. The information contained in Schedules I, II, III, and IV is presented for purposes of additional analysis
and is not a required part of the basic financial statements, but is supplementary information required by
rule 17a-5 under the Securities Exchange Act of 1934. Such information has been subjected to the auditing
procedures applied in the audit of the basic financial statements and, in our opinion, is fairly stated in all
material respects in relation to the basic financial statements taken as a whole.
[Signature of Firm]
[City and State]

[Date]

Additional Guidance When Performing Integrated Audits of Financial
Statements and Internal Control Over Financial Reporting
When performing an integrated audit of financial statements and internal control over financial reporting in
accordance with the standards of the PCAOB, the auditor may choose to issue a combined report or separate
reports on the company's financial statements and on internal control over financial reporting. Refer to
paragraphs 162-199 of PCAOB Auditing Standard No. 2, An Audit of Internal Control Over Financial Reporting
Performed in Conjunction with An Audit of Financial Statements (AICPA, PCAOB Standards and Related Rules,
AU sec. 320), for direction about reporting on internal control over financial reporting. In addition, see
Appendix A, "Illustrative Reports on Internal Control Over Financial Reporting," of PCAOB Auditing
Standard No. 2 for an illustrative combined audit report and examples of separate reports. (Conforming
Amendments to PCAOB Interim Standards Resulting from the Adoption of PCAOB Auditing Standard No. 2, AU
sec. 508.01)

If the auditor issues separate reports on the company's financial statements and on internal control over
financial reporting, the following paragraph should be added to the auditor's report on the company's
financial statements. (Conforming Amendments to PCAOB Interim Standards Resulting from the Adoption of
PCAOB Auditing Standard No. 2, AU sec. 508.08):

"We also have audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), the effectiveness of the Company's internal control over financial reporting as of
December 31, 20X4, based on [identify control criteria] and our report dated [date of report, which should be
the same as the date of the report on the financial statements] expressed [include nature of opinions]."
When performing an integrated audit of financial statements and internal control over financial reporting in
accordance with the standards of the PCAOB, the auditor's report on the company's financial statements
and on internal control over financial reporting should be dated the same date. Refer to paragraphs 171-172
of PCAOB Auditing Standard No. 2 for direction about the report date in an audit of internal control over
financial reporting. (Conforming Amendments to PCAOB Interim Standards Resulting from the Adoption of PCAOB
Auditing Standard No. 2, AU sec. 530.01)
[Source: AICPA Audit and Accounting Guide Brokers and Dealers in Securities, Appendix A.]

Notes: SEC Regulation S-X section 210.2-02 requires the accountant's report to be dated, signed manually,
indicate the city and state where issued, and identify without detailed enumeration the financial
statements covered by the report.
AAM section 10,250.150 and .160 contain illustrative reports on internal control required by SEC
Rule 17a-5.
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.02

10,853

Qualified Opinion—Departure From GAAP

Independent Auditor's Report

Addressee:
We have audited the accompanying consolidated statement of financial condition of Standard Stockbroker
age Co., Inc. and Subsidiaries (the Company) as of December 31, 20X4, and the related consolidated
statements of income, changes in stockholders' equity, changes in liabilities subordinated to claims of general
creditors, and cash flows for the year then ended that you are filing pursuant to rule 17a-5 under the Securities
Exchange Act of 1934. These financial statements are the responsibility of the Company's management. Our
responsibility is to express an opinion on these financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America.3 Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. [Optional: An audit includes
consideration of internal control over financial reporting as a basis for designing audit procedures that are appropriate
in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Company's internal
control over financial reporting. Accordingly, we express no such opinion.]4 An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

As discussed in Note 1 to the financial statements, investment securities not readily marketable amounting
to $10,730,685 (27 percent of stockholders' equity) at December 31, 20X4, have been valued at fair value as
determined by the Board of Directors. We have reviewed the procedures applied by the directors in valuing
such securities and investments and have inspected underlying documentation. In our opinion, those
procedures are not reasonable, and the documentation is not appropriate to determine the fair value of the
3 For audits conducted in accordance with PCAOB standards, PCAOB Auditing Standard No. 1, References in Auditors' Reports to the
Standards of the Public Company Accounting Oversight Board, replaces this sentence with the following sentence: "We conducted our
audits in accordance with the standards of the Public Company Accounting Oversight Board (United States)." On May 14, 2004, the
SEC issued an interpretive release to help with the implementation of PCAOB Auditing Standard No. 1. See Release No. 33-8422 for
more information. The release specifies that effective May 14, 2004, references in SEC rules and staff guidance and in the federal
securities laws to GAAS or to specific standards under GAAS, as they relate to issuers, should be understood to mean the standards of
the PCAOB, plus any applicable rules of the SEC. The guidance in this release is applicable only to auditors' engagements that are
governed by PCAOB rules. The PCAOB, for example, has not established particular auditing standards for nonissuer broker-dealers or
investment advisers. This release is not applicable to such engagements and related filings.
The staff of the PCAOB published a series of questions and answers ("Q&As") on PCAOB Auditing Standard No. 1. See the
PCAOB Web site at www.pcaobus.org for more information.
In June 2004, the Auditing Standards Board ("ASB") issued Auditing Interpretation No. 18, "Reference to PCAOB Standards in an
Audit Report of a Nonissuer," of SAS No. 58, Reports on Audited Financial Statements, as amended (AU section 9508.89-.92), which
provides reporting guidance for audits of nonissuers. Auditing Interpretation No. 18 provides guidance on the appropriate referencing
of PCAOB auditing standards in audit reports when an auditor is engaged to perform the audit in accordance with both GAAS and
PCAOB auditing standards. The ASB also has undertaken a project to determine what amendments, if any, should be made to SAS No.
58. See the AICPA Web site at www.aicpa.org/members/div/auditstd/index.htm for more information.
4 This optional wording may be added in accordance with Auditing Interpretation No. 17, "Clarification in the Audit Report of the
Extent of Testing of Internal Control Over Financial Reporting in Accordance With Generally Accepted Auditing Standards," of SAS
No. 58, as amended (AU section 9508.85-.88), which was issued by the ASB in June 2004 and provides reporting guidance for audits of
nonissuers. Auditing Interpretation No. 17 addresses how auditors may expand their independent audit report to explain that their
consideration of internal control was sufficient to provide the auditor sufficient understanding to plan the audit and determine the
nature, timing and extent of tests to be performed, but was not sufficient to express an opinion on the effectiveness of the internal
control. If this optional language is added, then the remainder of the paragraph should read as follows:
"An audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial state
ments, assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion."
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securities in conformity with accounting principles generally accepted in the United States of America. The
effect on the financial statements of not applying adequate valuation procedures is not readily determinable.*
In our opinion, except for the effects on the financial statements of the valuation of investment securities
determined by the Board of Directors, as described in the preceding paragraph, the financial statements
referred to above present fairly, in all material respects, the consolidated financial position of Standard
Stockbrokerage Co., Inc. and Subsidiaries as of December 31, 20X4, and the results of their operations and
their cash flows for the year then ended in conformity with accounting principles generally accepted in the
United States of America.

Our audit was conducted for the purpose of forming an opinion on the basic financial statements taken as a
whole. The information contained in Schedules I, II, III, and IV is presented for purposes of additional analysis
and is not a required part of the basic financial statements, but is supplementary information required by
rule 17a-5 of the Securities Exchange Act of 1934. Such information has been subjected to the auditing
procedures applied in our audit of the basic financial statements and, in our opinion, except for the effects
on [identify the schedules affected] of the valuation of investment securities determined by the Board of
Directors, as described in the second preceding paragraph, the information is fairly stated in all material
respects in relation to the basic financial statements taken as a whole.

[Signature of Firm]
[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Brokers and Dealers in Securities, Appendix B.]

Notes: In certain circumstances, depending on materiality, the qualification could apply only to the income
statement.

AAM section 10,250.150 and .160 contain illustrative reports on internal control required by SEC Rule
17a-5.

SEC regulations require auditors to state if they have reviewed the procedures applied by the directors in valuing the securities,
if they have inspected the underlying documentation, and if they believe the procedures are reasonable and documentation
appropriate.
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Separate Report on Supplementary Schedules
Independent Auditor's Report on Supplementary Information
Required by Rule 17a-5 of the Securities and Exchange Commission

Addressee:

We have audited the accompanying consolidated financial statements of Standard Stockbrokerage Co., Inc.
and Subsidiaries as of and for the year ended December 31,20X4, and have issued our report thereon dated
February 15, 20X5. Our audit was conducted for the purpose of forming an opinion on the basic financial
statements taken as a whole. The information contained in Schedules I, II, III, and IV is presented for purposes
of additional analysis and is not a required part of the basic financial statements, but is supplementary
information required by rule 17a-5 under the Securities Exchange Act of 1934. Such information has been
subjected to the auditing procedures applied in the audit of the basic financial statements and, in our opinion,
is fairly stated in all material respects in relation to the basic financial statements taken as a whole.
[Signature of Firm]

[City and State]
[Date]
[Source: AICPA Audit and Accounting Guide Brokers and Dealers in Securities, Appendix C.]

Note:

This paragraph can be shown separately in the auditor-submitted document or as a separate
paragraph, after the opinion paragraph, of the auditor's standard report.

[The next page is 10,901.]
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Reports for Investment Companies
.01

Unqualified Opinion on the Financial Statements of a Registered Investment Company

Report of Independent Registered Public Accounting Firm

Addressee:
We have audited the accompanying statement of assets and liabilities of XYZ Investment Company,
including the schedule of investments, as of December 31, 20X4, and the related statements of operations
and cash flows’ for the year then ended, the statements of changes in net assets for each of the two years in
the period then ended, and the financial highlights for each of the five years in the period then ended. These
financial statements and financial highlights are the responsibility of the Company's management. Our
responsibility is to express an opinion on these financial statements and financial highlights based on our
audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements and financial highlights are free of material misstatement.
An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. Our procedures included confirmation of securities owned as of December 31, 20X4,
by correspondence with the custodian and brokers. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis for our opinion.
In our opinion, the financial statements and financial highlights referred to above present fairly, in all material
respects, the financial position of XYZ Investment Company as of December 31, 20X4, the results of its
operations and its cash flows* for the year then ended, the changes in its net assets for each of the two years
in the period then ended, and the financial highlights for each of the five years in the period then ended, in
conformity with accounting principles generally accepted in the United States of America.
[Signature of Firm]
[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Investment Companies, paragraph 11.09.]

Note:

The reference to "and brokers" in the fourth sentence of the scope paragraph is not normally required
if the investment company's financial statements do not show an amount payable for securities
purchased. When broker confirmations are not received and alternative procedures are performed,
the sentence may be modified to read "and brokers or by other appropriate auditing procedures
where replies from brokers were not received." Also, if securities were physically inspected or subject
to other extended procedures for purposes of the audit, the report should be modified to state that
those procedures were performed.

FASB Statement No. 102, Statement of Cash Flows—Exemption of Certain Enterprises and Classification of Cash Flows from Certain
Securities Held for Resale, amends FASB Statement No. 95, Statement ofCash Flows, to exempt highly liquid companies that meet specified
conditions from the requirement to provide a statement of cash flows.
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Unqualified Opinion on the Financial Statements for a Multicolumnar Presentation of the
Portfolios Constituting the Series
Report of Independent Registered Public Accounting Firm

Addressee:
We have audited the accompanying statements of assets and liabilities, including the schedules of invest
ments, of XYZ Series Investment Company comprising the Foreign, Domestic Common Stock, Long-Term
Bond, and Convertible Preferred Portfolios as of December 31,20X4, and the related statements of operations
and cash flows’ for the year then ended, the statements of changes in net assets for each of the two years in
the period then ended, and the financial highlights for each of the five years in the period then ended. These
financial statements and financial highlights are the responsibility of the Company's management. Our
responsibility is to express an opinion on these financial statements and financial highlights based on our
audits.
We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements and financial highlights are free of material misstatement.
An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. Our procedures included confirmation of securities owned as of December 31, 20X4,
by correspondence with the custodian and brokers. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements and financial highlights referred to above present fairly, in all material
respects, the financial position of each of the portfolios constituting the XYZ Series Investment Company as
of December 31,20X4, the results of their operations and their cash flows* for the year then ended, the changes
in their net assets for each of the two years in the period then ended, and the financial highlights for each of
the five years in the period then ended, in conformity with accounting principles generally accepted in the
United States of America.
[Signature of Firm]

[City and State]
[Date]
[Source: AICPA Audit and Accounting Guide Investment Companies, paragraph 11.13.]

FASB Statement No. 102, Statement of Cash Flows—Exemption of Certain Enterprises and Classification of Cash Flows from Certain
Securities Held for Resale, amends FASB Statement No. 95, Statement ofCash Flows, to exempt highly liquid companies that meet specified
conditions from the requirement to provide a statement of cash flows.
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10,903

Unqualified Opinion on the Financial Statements Presenting One of the Portfolios or Entities
Constituting the Series

Report of Independent Registered Public Accounting Firm
Addressee:
We have audited the accompanying statement of assets and liabilities, including the schedule of investments,
of the Convertible Preferred Portfolio (one of the portfolios constituting the XYZ Series Investment Company
[the Company]) as of December 31, 20X4, and the related statements of operations and cash flows* for the
year then ended, the statements of changes in net assets for each of the two years in the period then ended,
and the financial highlights for each of the five years in the period then ended. These financial statements
and financial highlights are the responsibility of the Company's management. Our responsibility is to express
an opinion on these financial statements and financial highlights based on our audits.
We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements and financial highlights are free of material misstatement.
An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. Our procedures included confirmation of securities owned as of December 31, 20X4,
by correspondence with the custodian and brokers. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements and financial highlights referred to above present fairly, in all material
respects, the financial position of the Convertible Preferred Portfolio of the XYZ Series Investment Company
as of December 31,20X4, and the results of its operations and cash flows’ for the year then ended, the changes
in its net assets for each of the two years in the period then ended, and the financial highlights for each of
the five years in the period then ended, in conformity with accounting principles generally accepted in the
United States of America.
[Signature of Firm]

[City and State]
[Date]
[Source: AICPA Audit and Accounting Guide Investment Companies, paragraph 11.14.]

FASB Statement No. 102, Statement of Cash Flows—Exemption of Certain Enterprises and Classification of Cash Flows from Certain
Securities Held for Resale, amends FASB Statement No. 95, Statement ofCash Flows, to exempt highly liquid companies that meet specified
conditions from the requirement to provide a statement of cash flows.
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Unqualified Opinion on the Financial Statements of a Nonregistered Investment Company

Independent Auditor's Report

Addressee:
We have audited the accompanying statement of assets and liabilities of XYZ Investment Company (the
Company), including the schedule of investments, as of December 31, 20X4, and the related statements of
operations, cash flows’ and changes in net assets, and the financial highlights for the year then ended. These
financial statements and financial highlights are the responsibility of the Company's management. Our
responsibility is to express an opinion on these financial statements and financial highlights based on our
audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements and financial highlights are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by management,
as well as evaluating the overall financial statement presentation. We believe that our audit provides a
reasonable basis for our opinion.

In our opinion, the financial statements and financial highlights referred to above present fairly, in all material
respects, the financial position of XYZ Investment Company as of December 31, 20X4, the results of its
operations, its cash flows,* the changes in its net assets, and its financial highlights for the year then ended,
in conformity with accounting principles generally accepted in the United States of America.
[Signature of Firm]

[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Investment Companies, paragraph 11.02.]

[The next page is 11,001.]

FASB Statement No. 102, Statement of Cash Flows—Exemption of Certain Enterprises and Classification of Cash Flows from Certain
Securities Held for Resale, amends FASB Statement No. 95, Statement ofCash Flows, to exempt highly liquid companies that meet specified
conditions from the requirement to provide a statement of cash flows.
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These sample quality control documents are presented for illustrative purposes only.
They are intended as an aid for users of this Manual who may want points of departure
when establishing their own quality control policies and procedures. These
illustrations are neither all inclusive nor are they prescribed minimums. Auditors and
accountants should rely on professional standards and their individual professional
judgment in determining what may be needed in individual circumstances.
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AAM Section 11,100

Quality Control—General
AICPA Requirements
.01 Article VI—Scope and Nature of Services—of the AICPA's Principles of Professional Conduct (ET section
57), requires that "members should practice in firms that have in place internal quality-control procedures
to ensure that services are competently delivered and adequately supervised." Because of the public interest
in the services provided by and the reliance placed on the objectivity and integrity of CPA's, a CPA firm
should have a system of quality control for its practice.
.02 The AICPA has issued statements on quality control standards to give firms improved guidance for
establishing and maintaining a quality control system for their accounting and auditing practices. The
statements include: Statement on Quality Control Standards (SQCS) No. 2, System of Quality Control for a CPA
Firm's Accounting and Auditing Practice, as amended by SQCS No. 6, Amendment to Statement on Quality Control
Standards No. 2, System of Quality Control for a CPA Firm's Accounting and Auditing Practice (QC section
20), SQCS No. 3, Monitoring a CPA Firm's Accounting and Auditing Practice (QC section 30), SQCS No. 4, System
of Quality Control for a CPA Firm's Accounting and Auditing Practice (QC section 20), and SQCS No. 5, The
Personnel Management Element of a Firm's System of Quality Control—Competencies Required by a Practitioner-inCharge of an Attest Engagement (QC section 40). SQCS No. 2 (QC section 20) supersedes SQCS No. 1, System
of Quality Control for a CPA Firm, issued in 1979. SQCS No. 4 amends paragraph 18 of SQCS No. 2. SQCS No.
6 amends paragraph 3 of SQCS No. 2.

.03 Presented in AAM section 11,200 is a Practice Aid for Establishing and Maintaining a System of Quality
Control for a CPA Firm's Accounting and Auditing Practice. Following the practice aid, in AAM section 11,300
are sample quality control forms to aid practitioners in implementing a quality control system.

[The next page is 11,201.]
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AAM Section 11,200

Practice Aid for Establishing and
Maintaining a System of Quality
Control for a CPA Firm ’s Accounting
and Auditing Practice
NOTICE TO READERS
This AICPA Audit and Accounting Practice Aid supersedes Guide for Establishing and Maintaining a System
of Quality Control for a CPA Firm's Accounting and Auditing Practice (guide), which was issued in 1996. This
Practice Aid is intended to help practitioners better understand and apply the Statements on Quality
Control Standards (SQCSs) issued by the American Institute of Certified Public Accountants. Those
standards are included in Appendix B of this Practice Aid [AAM section 11,250]. This version of the guide,
prepared by the Quality Control Standards Task Force (task force), has been revised to incorporate new
policies and procedures that a firm should consider including in its system of quality control to be
responsive to the changing environment. The policies and procedures presented in this Practice Aid are
illustrative, and firms are encouraged to consider them in designing and maintaining a system of quality
control that is appropriate for their accounting and auditing practices. Some of the policies and procedures
presented in this Practice Aid are not explicitly required by the SQCSs; however, they represent the views of
the task force regarding best practices for a quality control system. Although this Practice Aid has been
reviewed by the AICPA Audit and Attest Standards staff, it has not been approved, disapproved, or otherwise
acted upon by any senior technical committee of the AICPA and has no official or authoritative status.
On July 30,2002, President Bush signed the Sarbanes-Oxley Act of 2002 (Act) which created a five-member
Public Company Accounting Oversight Board (PCAOB) and charged it with overseeing audits of
issuers,* as defined by the Act. Under the Act, the PCAOB's duties include, among other things, establishing
auditing, quality control, ethics, independence, and other standards relating to audits of issuers.
This Practice Aid does not address the quality control ramifications of the Act nor does it address the
quality control ramifications of PCAOB standards that must be followed by auditors of issuers. Auditors
of issuers should become familiar with the provisions of these other standards and make changes to their
firm's quality control systems as necessary. Auditors of nonissuers who are engaged to report on audit
engagements in accordance with PCAOB auditing standards also must report on those engagements in
accordance with generally accepted auditing standards (GAAS). Interpretation No. 17, "Clarification in
the Audit Report of the Extent of Testing of Internal Control Over Financial Reporting in Accordance
With Generally Accepted Auditing Standards," and Interpretation No. 18, "Reference to PCAOB
Standards in an Audit Report on a Nonissuer," of SAS No. 58, Reports on Audited Financial Statements (AU
section 9508.85-.88 and .89-92, respectively), provide reporting guidance for audits of nonissuers when
the auditor is asked to report in accordance with GAAS and PCAOB auditing standards.

As previously stated, this Practice Aid does not purport to include any modifications that may be
necessary for a firm's system of quality control to conform to PCAOB standards. Additional information
about the PCAOB and the Act can be obtained at the PCAOB Web site: http: / /www.pcaobus.org and the
AICPA Web site: http://www.aicpa.org/info/Sarbanes-Oxley2002.asp.
For a handy paperback version of this Practice Aid call the AICPA Order Department at (888) 777-7077.
Paragraph 7 of Section 2, "Definitions," of the Sarbanes-Oxley Act of 2002 states, "The term 'issuer' means an issuer (as defined in
section 3 of the Securities Exchange Act of 1934 (15 U.S.C. 78c)), the securities of which are registered under section 12 of that Act (15
U.S.C. 781), or that is required to file reports under section 15(d) (15 U.S.C. 78o(d)), or that files or has filed a registration statement that
has not yet become effective under the Securities Act of 1933 (15 U.S.C. 77a et seq.), and that it has not withdrawn."
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Chapter 1
OVERVIEW OF STATEMENTS ON QUALITY CONTROL STANDARDS
.01 A system of quality control is a process that encompasses the firm's1 organizational structure and
the policies and procedures it establishes. The nature, extent, and formality of a firm's quality control policies
and procedures should be sufficiently comprehensive and suitably designed in relation to the firm's size, the
number of its offices, the degree of authority allowed its personnel and its offices, the knowledge and
experience of its personnel, the nature and complexity of the firm's practice, and appropriate cost-benefit
considerations.

.02 The objective of a system of quality control is to provide a CPA firm with reasonable assurance12 that
its personnel comply with applicable professional standards and the firm's standards of quality. Statements
on Quality Control Standards (SQCSs), which are issued by the Auditing Standards Board (ASB) of the
American Institute of Certified Public Accountants (AICPA), consist of the following three standards:
a. SQCS No. 2, System of Quality Control for a CPA Firm's Accounting and Auditing Practice (QC section
20), as amended. This standard:

•

Defines the term quality control

•

Describes the elements of quality control

•

Establishes the requirement for a CPA firm to have a system of quality control for its accounting
and auditing practice

•

Provides guidance on how to design, implement, and maintain a system of quality control

b. SQCS No. 3, Monitoring a CPA Firm's Accounting and Auditing Practice (QC section 30). This standard
provides guidance on how a CPA firm implements the monitoring element of a quality control
system.

c.

SQCS No. 5, The Personnel Management Element of a Firm's System of Quality Control—Competencies
Required by a Practitioner-in-Charge of an Attest Engagement (QC section 40). This standard describes
the personnel management element of a system of quality control and the competencies a practi
tioner-in-charge3 should have or obtain. SQCS No. 5 (QC section 40.04), defines competencies as the
knowledge, skills, and abilities that enable a practitioner-in-charge to be qualified to perform an
accounting, auditing, or attestation engagement.

.0 3 A firm should establish a system of quality control that includes policies and procedures that address
each of the following five elements of quality control identified in SQCS No. 2.
a.

Independence, Integrity, and Objectivity

b.

Personnel Management

c.

Acceptance and Continuance of Clients and Engagements

1 Terms defined in the "Glossary of Selected Terms" [AAM section 11,200.104] are in boldface type the first time they appear.
2 The term reasonable assurance is used because absolute assurance cannot be attained. Statement on Quality Control Standards
(SQCS) No. 2, System of Quality Control for a CPA Firm's Accounting and Auditing Practice (QC section 20.05), as amended, states, "Any
system of quality control has inherent limitations that can reduce its effectiveness. Variance in an individual's performance and
understanding of (a) professional requirements or (b) the firm's quality control policies and procedures affects the degree of compliance
with a firm's prescribed quality control policies and procedures and, therefore, the effectiveness of the system."
3 SQCS No. 5, The Personnel Management Element of a Firm's System of Quality Control—Competencies Required by a Practitioner-in-Charge
of an Attest Engagement (QC section 40.03), defines a practitioner-in-charge as an individual who is responsible for supervising
accounting, auditing, and attestation engagements and signing or authorizing an individual to sign the accountant's report on such
engagements.
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d. Engagement Performance
e.

Monitoring

.04 The elements of quality control are interrelated. For example, for a firm to maintain independence,
integrity, and objectivity, it must continually assess client relationships that affect policies and procedures
related to the acceptance and continuance of clients and engagements. Similarly, the personnel management
element of quality control encompasses criteria related to professional development, hiring, advancement,
and assignment of firm personnel to engagements, which all affect policies and procedures related to
engagement performance. In addition, policies and procedures related to the monitoring element of quality
control enable a firm to evaluate whether its policies and procedures for each of the other four elements of
quality control are suitably designed and effectively applied.

.05 If a firm merges, acquires, sells, or otherwise changes a portion of its practice, the surviving firm
should evaluate and, as necessary, revise, implement, and maintain firm-wide quality control policies and
procedures that are appropriate for the changed circumstances.

Independence, Integrity, and Objectivity
.06 The objective of the independence, integrity, and objectivity element of a system of quality control is
to provide the firm with reasonable assurance that personnel maintain independence (in fact and in
appearance) in all required circumstances, perform all professional responsibilities with integrity, and
maintain objectivity in discharging professional responsibilities. Establishing and maintaining policies such
as the following ordinarily would satisfy this objective:
•

Requiring that personnel adhere to applicable independence, integrity, and objectivity requirements
such as those in regulations, interpretations, and rules of the AICPA, state CPA societies, state boards
of accountancy, state statutes, the U.S. Government Accountability Office (GAO; formerly the
General Accounting Office) and any other applicable regulators.

•

Having the firm's senior management set a tone for the organization that stresses the importance of
ethical values, especially as they pertain to accounting and auditing engagements, and communicat
ing related policies and procedures to firm personnel.

•

Establishing procedures to help mitigate possible threats to independence and objectivity.

•

Establishing procedures for confirming the independence of another firm or firm personnel in
associated member firms who perform part of the engagement. This would apply to national firm
personnel and foreign firm personnel, including foreign-associated firms.4

Personnel Management
. 07 The objective of the personnel management element of a system of quality control is to provide the
firm with reasonable assurance that all personnel have the competencies to perform their assigned respon
sibilities. Attributes or qualities that enhance the competencies of personnel who perform, supervise, or
review work include integrity, objectivity, intelligence, judgment, competence, experience, and motivation.
This objective ordinarily would be satisfied by establishing and maintaining policies such as the following:
•

Hiring personnel who possess the characteristics that enable them to perform competently.

•

Assigning personnel who have the knowledge, skills, and abilities required in the circumstances.
In making assignments, the nature and extent of supervision to be provided should be considered.

4 A foreign-associated firm is a firm domiciled outside of the United States and its territories that is a member of, correspondent with,
or similarly associated with an international firm or international association of firms.
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Generally, the more qualified and experienced the personnel assigned to a particular engagement,
the less direct supervision needed; the less qualified and less experienced the personnel assigned to
a particular engagement, the more direct supervision needed.
•

Having personnel participate in general and industry-specific continuing professional education and
professional development activities that should enable them to accomplish assigned responsibilities
and satisfy applicable continuing professional education requirements of the AICPA, state boards of
accountancy, and other regulators.

•

Selecting for advancement only those individuals who have the qualifications necessary to accom
plish the responsibilities they will be called on to assume.

•

Compensating partners and senior-level employees in a manner that provides an incentive and
reward for quality work and for maintaining independence, integrity, and objectivity.

Acceptance and Continuance of Clients and Engagements
. 08 The objective of the quality control element that addresses acceptance and continuance of clients and
engagements is to establish criteria for deciding whether to accept or continue a client relationship and
whether to perform a specific engagement for a client. A firm's client acceptance and continuance policies
represent a key element in mitigating litigation and business risk. Accordingly, a firm should be aware that
the integrity and reputation of a client's management could reflect on the reliability of the client's accounting
records and financial representations, and therefore on the firm's reputation or involvement in litigation. A
firm's policies and procedures related to the acceptance and continuance of clients and engagements should
provide the firm with reasonable assurance that:

•

The likelihood of association with a client whose management lacks integrity is minimized.

•

The firm undertakes only those engagements that can be completed with professional competence.

•

The risks associated with providing professional services in particular circumstances are appropri
ately considered.

•

An understanding is reached with the client regarding the services to be performed.

. 09 These objectives ordinarily should be satisfied for the initial period in which the firm is performing
a service and for subsequent periods by establishing and maintaining policies such as the following.
•

Evaluating factors that have a bearing on management's integrity.

•

Evaluating whether the engagement can be completed with professional competence, undertaking
only those engagements that can be completed with professional competence, and appropriately
considering the risk associated with providing professional services in particular circumstances.5

•

Obtaining an understanding with the client regarding the services to be performed.

Engagement Performance
. 10 The objective of the engagement performance element of quality control is to provide the firm with
reasonable assurance that the work performed by engagement personnel meets applicable professional
5 Such considerations would include the risk of providing professional services to significant clients or to other clients for which the
practitioner's objectivity or the appearance of independence may be impaired. In broad terms, the significance of a client to a member
or a firm refers to relationships that could diminish a practitioner's objectivity and independence in performing attest services.
Examples of factors to consider in determining the significance of a client to an engagement partner, office, or practice unit include (a)
the amount of time the partner, office, or practice unit devotes to the engagement, (b) the effect on the partner's stature within the firm
as a result of his or her service to the client, (c) the manner in which the partner, office, or practice unit is compensated, or (d) the effect
that losing the client would have on the partner, office, or practice unit.
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standards, regulatory requirements, and the firm's standards of quality. Policies and procedures for engage
ment performance should address all phases of the design and execution of the engagement. To the extent
appropriate and as required by applicable professional standards, these policies and procedures should
cover planning, performing, supervising, reviewing, documenting, and communicating the results of each
engagement. Policies and procedures also should require personnel to refer to authoritative literature or
other sources and to consult, on a timely basis, with individuals within or outside the firm, when appropriate.
The objective of the engagement performance element of quality control ordinarily would be satisfied by
establishing and maintaining policies such as the following:
•

Requiring that all engagements be planned to meet professional, regulatory, and the firm's require
ments.

•

Requiring that the work performed and the reports and other communications issued meet profes
sional, regulatory, and the firm's requirements.

•

Establishing policies and procedures for the review of high-risk engagements.

•

Identifying areas and specialized situations for which consultation is necessary and requiring
personnel to refer to authoritative literature or other sources, or consult on a timely basis with
individuals within or outside the firm, when appropriate, for example, when addressing complex,
unusual, or unfamiliar issues.

Monitoring
. 11 The objective of the monitoring element of a system of quality control is to provide the firm with
reasonable assurance that the policies and procedures related to the other elements of quality control are
suitably designed and effectively applied. Monitoring involves an ongoing consideration and evaluation of
a firm's quality control policies and procedures, and the firm's compliance therewith. A firm may satisfy this
objective through ongoing inquiry, testing, and observation about such matters as:
•

The relevancy and adequacy of the firm's quality control policies and procedures in relation to the
size of the firm.

•

The appropriateness of the firm's guidance materials and practice aids.

•

The effectiveness of the firm's professional development activities.

•

The firm's compliance with its policies and procedures, and with professional standards.

.12 Monitoring the elements of quality control related to independence, integrity, and objectivity;
personnel management; and acceptance and continuance of clients and engagements; involves an ongoing
consideration from a firm-wide perspective of the matters listed in AAM section 11,200.11.

.13 Monitoring of the engagement performance element of quality control may be performed through
either preissuance or postissuance engagement review. A preissuance review is performed periodically on
selected engagements throughout the year, prior to the firm's release of its reports and the financial
statements for these engagements. A postissuance review is performed during a designated period in the
year on a sample of engagements for which the firm has already released its reports and the financial
statements.
.14 Both preissuance and postissuance review require a full review of the reports, financial statements,
and workpapers to determine whether the firm has complied with its policies and procedures and profes
sional standards. An example of evaluating engagement-level compliance with a firm's quality control
policies and procedures would be determining whether the documentation for a review of a Yellow-Book
engagement indicates that the reviewer assessed whether the engagement staff had obtained the required
CPE for such engagements.
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Applying the Quality Control Standards to
Four Hypothetical Firms
.15 The remainder of the chapters in this Practice Aid present four different hypothetical firms and the
quality control policies and procedures the firms implement to address each of the quality control elements.
Following is a description of those firms and their characteristics.

•

Multi-Office CPA Firm has 10 offices in 3 states and is centrally managed. It has approximately 35
partners, and 200 professionals. Its accounting and auditing practice has a concentration of financialinstitution clients for which it performs audit and attest services. Multi-Office CPA Firm has no SEC
clients. (Chapter 2)

•

Single-Office CPA Firm has 1 office, 3 partners, and 10 professionals. Its accounting and auditing
practice has a concentration of employee benefit plan audits. Single-Office CPA Firm has no SEC
clients. (Chapter 3)

•

Sole Practitioner, CPA, is a sole owner who has no professional staff and occasionally hires per diem
professionals. Her accounting practice consists only of engagements subject to Statements on Stand
ards for Accounting and Review Services (SSARSs). (Chapter 4)

•

An alternative practice structure is a nontraditional structure in the practice of public accounting
consisting of an attest and a nonattest portion of the practice. The attest portion is conducted through
a firm owned and controlled by CPAs. The nonattest portion is conducted through a separate entity,
which may be an issuer or nonissuer, owned and controlled by individuals who are not CPAs.
(Chapter 5)

The policies and procedures described in each chapter are those that a firm of a similar size and type should
consider establishing and maintaining. The policies and procedures used by an actual firm need not
necessarily include all those used by the illustrative firms nor be limited to those used by the illustrative
firms.

. 16 Most firms will find it appropriate to communicate their policies and procedures in writing. Readers
of this Practice Aid should assume that the quality control policies and procedures for the illustrative firms
are in writing and distributed or made available electronically to all professional personnel.
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Chapter 2
SYSTEM OF QUALITY CONTROL FOR A CPA FIRM'S ACCOUNTING
AND AUDITING PRACTICE—FIRM WITH MULTIPLE OFFICES
.17 This chapter describes how a CPA firm that has multiple offices and is centrally managed (Multi
Office CPA Firm) implements each element of quality control in its accounting and auditing practice.
Multi-Office CPA Firm is a hypothetical firm that has 10 offices in 3 states and is centrally managed.
Multi-Office CPA Firm has 35 partners, 200 professionals, and a concentration of financial-institution clients
for which it performs audit and attest services. It has no Securities and Exchange Commission (SEC) clients.6

Independence, Integrity, and Objectivity
.18 The objective of the independence, integrity, and objectivity element of a system of quality control is
to provide the firm with reasonable assurance that personnel maintain independence (in fact and in
appearance) in all required circumstances, perform all professional responsibilities with integrity, and
maintain objectivity in discharging professional responsibilities. Multi-Office CPA Firm satisfies this objec
tive by establishing and maintaining the policies and procedures described in AAM section 11,200.19 to .22.

.19 Policy 1: Personnel adhere to applicable independence, integrity, and objectivity requirements
such as those in regulations, interpretations, and rules of the AICPA, state CPA societies, state boards of
accountancy, state statutes, the U.S. Government Accountability Office7 (GAO), Department of Labor
(DOL), Federal Deposit Insurance Corporation (FDIC), and any other applicable regulators. Multi-Office
CPA Firm implements this policy by:
•

For matters related to independence, integrity, and objectivity, designating one of its partners to be
responsible for responding to questions, resolving matters, and determining the circumstances for
which consultation with sources outside the firm may be required.

•

Identifying circumstances for which documentation of the resolution of matters is appropriate.

•

Maintaining a current list of (a) all entities with which firm personnel are prohibited from having a
business relationship, and (b) all activities in which the firm is prohibited8 from engaging, as defined
in the firm's independence policies.

•

Obtaining written representations from personnel, upon hire and on an annual basis, stating that
they have read the firm's independence, integrity, and objectivity policies, understand the applica
bility of those policies to their activities, and have complied with the requirements of those policies
since their last representation. (Such written representations should be accompanied by the most
current list of all entities with which firm personnel are prohibited from having a business relation
ship.)

•

Assigning responsibility to the firm's quality-control partner for obtaining such written repre
sentations, reviewing independence compliance files for completeness, and resolving reported
exceptions.

6 If Multi-Office CPA Firm were to be engaged to perform audit services for an issuer, it might need to revise its quality control
policies and procedures to comply with Public Company Accounting Oversight Board (PCAOB) standards and to reflect Securities and
Exchange Commission (SEC) requirements applicable to audits of issuers.

7 The U.S. Government Accountability Office was formerly known as the U.S. General Accounting Office.
8 Examples of prohibited activities include providing certain valuation and information technology services to an audit client.
Readers should refer to the rules of specific standard-setters to determine the extent and relevance of any prohibition.
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•

Establishing clear and concise written independence guidance covering relationships and activities
that impair independence, including but not limited to investments, loans, brokerage accounts,
business relationships, employment relationships, and fee arrangements.

•

Designating a senior-level partner to be responsible for overseeing the adequate functioning of the
firm's independence policies.

•

Implementing a system to identify investment holdings of partners and managers that might impair
independence.

•

Requiring all professionals to report, on a timely basis when identified, apparent violations of
independence, integrity, or objectivity policies involving themselves, their spouses, or their depend
ents, and the corrective actions taken or proposed to be taken.

•

Establishing a requirement for all professional personnel to notify the managing partner in each office
of any potential activities that might impair independence or violate ethics rules, including services
provided to entities with which firm personnel are prohibited from having a business relationship.

•

Establishing a program that protects professional personnel who report potential ethics or inde
pendence violations to the proper parties in compliance with firm policy.

•

Requiring the managing partner in each office, or a person designated by the managing partner, to
periodically review unpaid fees from clients to ascertain whether any outstanding amounts impair
the firm's independence.

•

Developing guidance that sets forth the consequences for professional personnel who violate the
firm's independence policies and procedures, including engaging in activities with entities with
which firm personnel are prohibited from having a business relationship.

•

Requiring all professional personnel to review the list of entities with which firm personnel are
prohibited from having a business relationship before a professional or the spouse or dependent of
a professional obtains a security or financial interest in an entity.

. 20 Policy 2: The firm's senior management sets a tone for the organization that stresses the importance
of ethical values, especially as they pertain to accounting and auditing engagements, and communicates
related policies and procedures to firm personnel. Multi-Office CPA Firm implements this policy by:
•

Having the managing partner (through e-mails, letters, recordings, and so on), emphasize the
concepts of independence, integrity, and objectivity (including the significance of client9 engage
ments) in its professional development meetings, in the acceptance and continuance of clients and
engagements, and in the performance of engagements. Because Multi-Office CPA Firm has a
concentration of financial-institution clients, this also would include discussing the applicability of
these concepts to engagements for financial institutions, such as the prohibition against any member
of the engagement team having a loan with the institution, and the types of nonattest services that
could affect independence.

•

Providing each of its professional personnel with access to applicable professional and regulatory
literature and advising them that they are expected to be familiar with that literature.

•

Requiring periodic independence and ethics training for all professional personnel. Such training
covers the firm's independence and ethics policies and the independence and ethical requirements
of all applicable regulators.

9 In broad terms, the significance of a client to a member or a firm refers to relationships that could diminish a practitioner's
objectivity and independence in performing attest services. Examples of factors to consider in determining the significance of a client
to an engagement partner, office, or practice unit include (a) the amount of time the partner, office, or practice unit devotes to the
engagement, (b) the effect on the partner's stature within the firm as a result of his or her service to the client, (c) the manner in which
the partner, office, or practice unit is compensated, or (d) the effect that losing the client would have on the partner, office, or practice
unit.
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Informing personnel on a timely basis of those entities to which independence policies apply, by:
— Preparing and maintaining a list of entities with which firm personnel are prohibited from having
a business relationship.
— Making the list available to personnel so they may evaluate their independence (including
personnel new to the firm or an office).

— Notifying personnel on a timely basis of changes in the list.
.21 Policy 3: The firm establishes procedures to help mitigate possible threats to independence and
objectivity. Multi-Office CPA Firm implements this policy by:
•

Assigning a partner who is not otherwise associated with the engagement, or who practices in an
office other than the office that performs the attest engagement, to review the engagement.

•

Subjecting the assignment of engagement personnel to approval by another partner or manager.

•

Periodically rotating engagement partners.

•

Designing and implementing compensation systems that (a) reward partners and staff involved in
the accounting and auditing practice for the quality of their work and their compliance with
professional standards, and (b) provide disincentives for behavior, for example, the cross-selling of
certain consulting services, that might be perceived as impairing the independence or objectivity of
their work.

•

Establishing additional procedures that provide safeguards when the firm performs audit or other
attest work for (a) significant clients or (b) clients at which partners or other senior personnel are
offered management positions, or accept offers of employment.

.22 Policy 4: The firm establishes procedures for confirming the independence of other firms, or firm
personnel in associated member firms who are performing part of an engagement. Multi-Office CPA
Firm implements this policy by:

•

Describing in its policies and procedures manual the form, content, and frequency of independence
representations to be obtained.

•

Requiring that such representations be documented.

Personnel Management
.23 The objective of the personnel management element of a system of quality control is to provide the
firm with reasonable assurance that all personnel have the appropriate characteristics to perform their
assigned responsibilities competently. Attributes or qualities that enhance the competency of personnel who
perform, supervise, or review work include integrity, objectivity, intelligence, judgment, experience, and
motivation. Multi-Office CPA Firm satisfies this objective by establishing and maintaining the policies and
procedures described in AAM section 11,200.24 through .28.

.24 Policy 1: Personnel who are hired possess the characteristics that enable them to perform compe
tently. Multi-Office CPA Firm implements this policy by maintaining firm-wide hiring standards and
evaluating the firm's personnel needs, including:
•

Designating a partner or other qualified individual in each office to be responsible for evaluating the
overall personnel needs in that practice office and establishing hiring objectives based on factors such
as existing clientele, anticipated growth, personnel turnover, and individual advancement.

•

Developing and maintaining personnel policies and procedures that identify attributes, achieve
ments, and experiences desired in entry-level and experienced personnel.
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•

Establishing criteria for evaluating personal characteristics such as integrity, competence, and moti
vation.

•

Establishing guidelines for the additional procedures to be performed when hiring experienced
personnel, such as performing background checks and inquiring about any outstanding regulatory
actions.

•

Preparing budgets that identify personnel needs at all levels.

•

Identifying sources of employment candidates such as universities and executive recruiters.

•

Selecting and training the individuals who will be interviewing candidates or otherwise participating
in the hiring process.

•

Summarizing and evaluating the results of the hiring process for each candidate, including approval
of all hiring decisions.

.25 Policy 2: The firm assigns personnel (including partners) based on the knowledge, skills, and
abilities required in the circumstances and the nature and extent of supervision needed. Multi-Office CPA
Firm implements this policy by:
•

Specifying the competencies that the practitioners-in-charge of accounting, auditing, and attest
engagements (or other person responsible for supervising and signing or authorizing someone to
sign the firm's report on such engagements) should possess. Such competencies include having an
understanding of:
— The role of the firm's system of quality control and the Code of Professional Conduct, both of
which play critical roles in assuring the integrity of the accounting, auditing, and attest function
to users of reports.

— The performance, supervision, and reporting aspects of the engagement, which ordinarily are
gained through participation or training in similar engagements.
— The industry in which the client operates, including its organization and operating charac
teristics, sufficient to identify areas of high or unusual risk associated with the engagement and
to evaluate the reasonableness of industry-specific estimates.

— The professional standards applicable to the engagement being performed and to the industry
in which the client operates. Such standards include accounting, auditing, and attestation
standards, as well as rules and regulations issued by applicable regulators.

— The skills that contribute to sound professional judgment, including the ability to exercise
professional skepticism.
— How the organization uses information technology, and the manner in which information
systems are used to record and maintain financial information.
•

Designating an appropriate person(s) in each office to be responsible for assigning personnel to
engagements based on such factors as:

— Engagement type, size, significance, complexity, and risk profile.
— Specialized experience or expertise required and competencies gained through previous experi
ence or education.
— Need for and availability of staff and supervisors.
— Timing of the work to be performed.
— Continuity and rotation of personnel.
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— Opportunities for on-the-job training.
— Situations for which independence or objectivity concerns exist.
•

Establishing a policy for monitoring the continuation and rotation of engagement partners.

The individual who makes partner and manager assignments should be a partner, and in the case of high-risk
engagements or significant client engagements, second-level approval of such assignments should be
obtained, for example, from the industry partner or the quality assurance partner.
.26 Policy 3: Personnel participate in general and industry-specific continuing professional education
(CPE) and professional development activities that should enable them to accomplish assigned respon
sibilities and satisfy applicable CPE requirements of the AICPA, state societies, state boards of account
ancy, and other applicable regulators. Multi-Office CPA Firm implements this policy by:
•

Designating a partner to oversee the development of firm requirements and materials for a profes
sional development program covering subjects relevant to the firm's clients and services. Such
responsibilities include:

— Establishing guidelines for participation by personnel in professional development programs,
and considering the requirements of the AICPA, state boards of accountancy, and applicable
regulators in establishing the firm's CPE requirements.
— Maintaining appropriate documentation evidencing that personnel have met the professional
education requirements of the firm, the AICPA, state boards of accountancy, and other applicable
regulators.
— Providing an orientation program and training for new personnel to inform them of their
professional responsibilities and firm policies.

— Preparing and providing publications and programs to inform personnel of their responsibilities
and opportunities.
— Developing in-house staff training programs that focus on general and industry-specific account
ing and auditing subjects, including audits of financial institutions.

•

Communicating and distributing to personnel changes in accounting, auditing, attestation, and
quality control standards, as well as independence, integrity, and objectivity requirements.

•

Encouraging professional personnel at each level in the firm to participate in external professional
development activities such as:

— Continuing professional education courses
— Meetings of professional organizations
— Serving on professional committees
— Writing for professional publications

— Speaking to professional groups
.27 Policy 4: Only those individuals who have the qualifications necessary to accomplish the
responsibilities they will be called on to assume are selected for advancement. Multi-Office CPA Firm
implements this policy by:
•

Appointing a director of human resources to identify and communicate, in the firm's policies and
procedures manual, the qualifications necessary to accomplish responsibilities at each professional
level in the firm. This includes:

— Establishing criteria for evaluating personnel at each professional level and for advancing to the
next higher level of responsibility. Such criteria give due recognition and reward to the develop
ment and maintenance of competence and commitment to ethical principles.
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— Developing evaluation forms for each professional-staff classification, including partners. Such
forms include evaluation of performance quality and adherence to ethical principals.
— Informing personnel that failure to adhere to the firm's policies and procedures regarding
performance quality and commitment to ethical principles may result in disciplinary action.
•

Assigning responsibility to a partner for making advancement and termination decisions for staff,
and recommendations to the firm's management committee for manager and partner-level advance
ment and termination. Such responsibilities include:

— Identifying responsibilities and requirements for evaluation at each level and indicating who will
prepare these evaluations and when they will be prepared.

— Reviewing evaluations on a timely basis with the individual being evaluated.
•

Advising personnel regarding their progress and career opportunities by:
— At least annually, summarizing and reviewing with personnel their performance evaluations,
including assessing their progress with the firm. Considerations should include past perform
ance, future objectives of the firm and the individual, assignment preferences, and career
opportunities.

— Periodically evaluating partners by means of performance reviews, peer evaluations, or self
appraisals, as appropriate, to determine whether they continue to have the qualifications to
accomplish their assigned responsibilities and to assume additional responsibilities.
.28 Policy 5: Partners and senior-level employees are compensated in a manner that provides an
incentive and reward for quality work and for maintaining independence, integrity, and objectivity.
Multi-Office CPA Firm implements this policy by:
•

Establishing a compensation system that predominantly rewards accounting and auditing partners
and senior-level employees for the quality of their accounting and auditing work. The compensation
system:
— Takes into consideration firm feedback based on concurring reviews, internal inspections, and
outside reviews of the work performed.
— Rewards partners and personnel for timely identifying significant and emerging accounting and
auditing issues and for timely seeking consultation with firm experts.
— Does not include any material rewards for the cross-selling of services.

Acceptance and Continuance of Clients and Engagements
. 29 The objective of the acceptance and continuance of clients and engagements element of a system of
quality control is to establish criteria for deciding whether to accept or continue a client relationship and
whether to perform a specific engagement for a client. Such policies and procedures should provide the firm
with reasonable assurance that:
•

The likelihood of association with a client whose management lacks integrity is minimized.

•

The firm undertakes only those engagements it can reasonably expect to complete with professional
competence.

•

The risks associated with providing professional services in particular circumstances are appropri
ately considered.

•

An understanding with the client regarding the services to be performed is reached.
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Multi-Office CPA Firm satisfies this objective, both with respect to the initial period for which the firm is
performing its service and for subsequent periods, by establishing and maintaining the policies and
procedures described in AAM section 11,200.30 through .32.
.30 Policy 1: The firm evaluates factors that have a bearing on management's integrity. Multi-Office
CPA Firm implements this policy by:
•

Developing and maintaining a manual that contains policies and procedures related to the acceptance
of prospective clients and the continuance of existing clients. Such policies and procedures state that
the firm's clients should not present undue risks to the firm, including damage to the firm's
reputation.

•

Advising professional personnel that they are expected to be familiar with the firm's policies and
procedures for the acceptance and continuance of clients.

•

Obtaining and evaluating applicable information before accepting or continuing any client. The
following are examples of such information:

— Information regarding the client and its operations from sources such as annual reports, interim
financial statements, reports to regulators, enforcement actions by regulators, and income tax
returns.
— Management's understanding of the nature and purpose of the services to be provided.
— Information obtained from inquiries of third parties about the client, its management, and
principals that may have a bearing on evaluating the client. Examples of such third parties are
bankers, legal counsel, investment bankers, underwriters, and other members of the financial or
business community who may have applicable knowledge. Inquiries also might be made
regarding management's attitude toward compliance with regulators or legislative requirements
and the presence of reportable conditions, especially those that management is unwilling to
correct.
•

Communicating with the predecessor accountant or auditor when required or suggested by profes
sional standards. This communication also includes inquiries regarding the nature of any disagree
ments, and whether there is evidence of opinion-shopping.

•

Assessing management's commitment to implementing and maintaining effective internal control.

•

Assessing management's commitment to the appropriate application of generally accepted account
ing principles.

If the firm is unable to obtain sufficient information about the prospective client after completing the steps
listed above, or there is an indication that management or someone affiliated with the prospective client may
be less than reputable, the firm conducts a background check of the business, its officers, and the person(s)
in question by using an investigative firm and evaluates the information obtained regarding management's
integrity.
. 31 Policy 2: The firm (a) evaluates whether the engagement can be completed with professional
competence, (b) undertakes only those engagements that can be completed with professional competence,
and (c) appropriately considers the risk associated with providing professional services in particular
circumstances.10 Multi-Office CPA Firm implements this policy by:
•

Evaluating whether the practice office has obtained or can reasonably expect to obtain the knowledge
and expertise necessary to perform the engagement, for example, through the resources of another
practice office.

10 Such considerations would include the risk of providing professional services to significant clients or to other clients for which the
practitioner's objectivity or the appearance of independence may be impaired.
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•

Defining high-risk engagements.

•

Specifying conditions that trigger the requirement between annual audits to reevaluate a client or
engagement. The following are examples of such conditions.

— Significant changes in the client, for example, a major change in ownership, senior client
personnel, directors, advisers, the nature of the business, or its financial stability.

— Changes in the nature or scope of the engagement, for example, an initial public offering or a
request to step down from an audit to a review engagement.
— Changes in the composition or strategic focus of the firm, for example, the inability to replace the
loss of key personnel who are particularly knowledgeable about a specialized industry, or a
decision by the CPA firm to discontinue services to clients in a particular industry.

— The existence of conditions that would have caused the firm to reject the engagement had such
conditions existed at the time of the initial acceptance, for example, aggressive earnings manage
ment, unreliable processes for developing accounting estimates, questionable estimates by
management, questions regarding the entity's ability to continue as a going concern, and other
factors that may increase the risk of being associated with the client.
— The client's delinquency in paying fees. (This may also affect the firm's independence.)
— Engagements for entities operating in highly specialized or regulated industries, such as financial
institutions, governmental entities, and employee benefit plans.

— Engagements for entities in the development stage.
•

Obtaining relevant information to determine whether the relationship should be continued and
establishing the frequency with which client continuance evaluations should be made.

•

Evaluating the information obtained regarding acceptance or continuance of a client or engagement.
The evaluation process includes the following steps:

— All information obtained about the client or the specific engagement is evaluated by the engage
ment partner, including information about the significance of the client to the firm,11 and a
recommendation is made as to whether the client or engagement should be accepted or contin
ued.
— The engagement partner completes a client acceptance form and submits it to the managing
partner of the practice office for approval.
— The engagement partner signs a step in the planning program noting that he or she has considered
whether the client should be continued, and if conditions exist that trigger the requirement
between annual audits to reevaluate a client or engagement, prepares a form documenting his
or her rationale and conclusion regarding client continuance.
— The partner responsible for the quality control function evaluates and approves the recommen
dation made by the engagement partner. In certain defined circumstances, such as high-risk
engagements, acceptance or continuance decisions also may require approval of the firm's
managing partner.
.32 Policy 3: The firm establishes an understanding with the client regarding the services to be
performed. Multi-Office CPA Firm implements this policy by requiring that for all engagements, the firm
prepare a written engagement letter documenting the understanding with the client, and obtain the client's
signature on that letter, thus minimizing the risk of misunderstandings regarding the nature, scope, and
limitations of the services to be performed.
11 See footnote 9.

AAM §11,200.32

Copyright © 2005, American Institute of Certified Public Accountants, Inc.

68

11,215

Quality Control Practice Aid

9-05

Engagement Performance
.33 The objective of the engagement performance element of a system of quality control is to provide the
firm with reasonable assurance that the work performed by engagement personnel meets applicable
professional standards, regulatory requirements, and the firm's standards of quality. Policies and procedures
for engagement performance encompass all phases of the design and execution of the engagement. To the
extent appropriate and as required by applicable professional standards, these policies and procedures
should cover planning, performing, supervising, reviewing, documenting, and communicating the results
of each engagement. Policies and procedures also should require that personnel refer to authoritative
literature or other sources and consult, on a timely basis, with individuals within or outside the firm when
appropriate (for example, when addressing complex, unusual, or unfamiliar issues). Multi-Office CPA Firm
satisfies this objective by establishing and maintaining the policies and procedures described in AAM section
11,200.34 to .37.
.34 Policy 1: Planning for engagements meets professional, regulatory, and the firm's requirements.
Multi-Office CPA Firm implements this policy by developing, maintaining, and providing personnel with
the firm's policies and procedures manual which delineates the factors the engagement team should consider
in the planning process, and the extent of documentation of these considerations. Planning considerations
may vary depending on the size and complexity of the engagement. Planning generally includes:
• Assigning responsibility to the engagement partner for planning the engagement and assigning
responsibilities to appropriate personnel during the planning phase.

•

Developing or updating background information about the client.

•

Considering client significance to the firm.

• For all initial audit clients designated as high risk by the firm, establishing a requirement for an
independent review of planning considerations.

•

Requiring planning documentation that includes:
— Proposed work programs tailored to the specific engagement.

— Staffing requirements, including the need for personnel with specialized knowledge who may
have to be obtained from other practice offices.

— Consideration of the economic conditions affecting the client and its industry, and its potential
effect on the conduct of the engagement.
— Consideration of risks and how they may affect the procedures to be performed.
— A budget that allocates a sufficient amount of time for the engagement to be performed in
accordance with professional standards and the firm's quality control policies and procedures.

— Evidence of review of planning by an independent review partner.
.35 Policy 2: The engagement is performed, supervised, reviewed, documented, and reported (or
communicated) in accordance with the requirements of professional standards, applicable regulators, and
the firm. Multi-Office CPA Firm implements this policy by:

•

Providing personnel with the firm's policies and procedures manual which:

— Prescribes the form and content of documentation of the work performed and conclusions
reached, including forms, checklists, and questionnaires to be used in performing engagements.
— Prescribes the form in which instructions are to be given to other offices or other auditors
performing part of an engagement, and the extent to which such work is to be reviewed and
documented.
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— Specifies the extent of overall engagement review required, at all professional levels, to ensure
that the financial statements meet professional and firm presentation and disclosure require
ments.
— Specifies the extent of review to be performed of required communications to management and
the board of directors.
•

Assigning responsibility for the review of all reports, financial statements, and documentation of the
work performed and conclusions reached to a reviewer senior to the preparer in accordance with
procedures outlined in the firm's manual to obtain reasonable assurance that:

— The nature, timing, and extent of procedures performed are consistent with risk assessments and
the approach described in the planning documentation, and that exceptions are appropriately
investigated. The appropriateness of planned procedures should be reconsidered if significant
changes in risk factors occur or are identified between the planning phase of the engagement and
the execution of procedures.

— Firm-prescribed forms, checklists, and questionnaires, tailored as appropriate, are used in
performing and reporting on the engagement.
•

Requiring a second review, by a partner or manager, of the report, financial statements, and selected
documentation of the work performed and conclusions reached, as prescribed in the firm's policies
and procedures manual. The extent of review varies based on the type of engagement. For example,
engagements for financial institutions, high-risk engagements, and those performed for significant
clients, as defined by the firm, receive the most extensive review.

•

Adhering to the following firm guidelines regarding review of documentation of the work performed
and conclusions reached, the financial statements, and documentation of the review process:

— All reviewers should have appropriate experience, competence, and responsibility and access to
the firm's reference material and other resources.
— All work performed and the reports and financial statements issued are to be complete and
comply with professional standards and firm policy.
— For each engagement, there should be appropriate documentation evidencing review of the
documentation of the work performed and conclusions reached, the financial statements, and
the report.
•

Requiring that all differences of professional judgment within an engagement team be resolved by
the engagement and quality control partner. The resolution of the differences should be appropriately
documented. If a member of the engagement team continues to disagree with the resolution, he or
she may disassociate himself or herself from the resolution of the matter and should be offered the
opportunity to document that a disagreement continues to exist.

. 36 Policy 3: Establishing procedures for the review of high-risk engagements. Multi-Office CPA Firm
implements this policy by developing procedures with respect to:
•

The qualifications of partners performing independent reviews of high-risk engagements. The firm's
procedures require that an independent review partner:

— Have sufficient technical expertise and experience.

— Carry out his or her responsibilities with objectivity and due professional care without regard to
the relative positions of the audit engagement partner and the independent review partner.
— Not assume any of the responsibilities of the engagement partner or have responsibility for the
audit of any significant subsidiaries, divisions, benefit plans, or affiliated or related entities.
•

The nature, timing, and extent of the review. The firm's procedures require that the independent
review partner:
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— Discuss significant accounting, auditing, and financial reporting matters with the engagement
partner.
— Discuss with the engagement partner the engagement team's identification and audit of high-risk
transactions and account balances.

— Hold a discussion with the engagement team if there has been consultation regarding significant
accounting, auditing, or financial reporting matters.
— Review documentation of the resolution of significant accounting, auditing, and financial report
ing matters, including documentation of consultation with firm personnel or external sources.
— Review the summary of unadjusted audit differences, if one exists.
— Read the financial statements and auditor's report.
— Confirm with the engagement partner that there are no significant unresolved matters.

— Review the workpapers to the extent considered necessary or as required by firm policy.
— Complete his or her review before the release of the audit report or reissuance of the audit report
if the performance of subsequent-events procedures is required by professional standards.
•

The resolution of conflicting opinions between the engagement partner and the independent review
partner regarding significant matters. The policy requires documentation of the resolution of con
flicting opinions before the release of the audit report or reissuance of the audit report if the
performance of subsequent-events procedures is required by professional standards.

•

Documentation by the independent review partner. The firm requires:

— That the engagement files contain evidence that the firm's policies and procedures with respect
to the requirement for independent partner review were complied with before issuance of the
firm's report.

— Documentation that the independent review partner performed the procedures specified by the
firm's policies.
— Documentation that no matters have come to the attention of the independent review partner
that would cause him or her to believe that (a) the financial statements are not in conformity with
U.S. generally accepted accounting principles in all material respects, or (b) the firm's audit was
not performed in accordance with U.S. generally accepted auditing standards.
.37 Policy 4: The firm identifies areas and specialized situations for which consultation is necessary
and requires personnel to refer to authoritative literature and practice aids and to consult, on a timely
basis, with individuals within or outside the firm when appropriate, for example, when addressing
complex, unusual, or unfamiliar issues. Multi-Office CPA Firm implements this policy by:
•

Providing personnel with the firm's policies and procedures manual which specifies the firm's
consultation policies and procedures. Areas or specialized situations that may require consultation
include:

— Application of newly issued technical pronouncements.

— Industries with special accounting, auditing, or reporting requirements.
— Emerging practice problems.
— Choices among alternative generally accepted accounting principles upon initial adoption or
when an accounting change is made.

— Reissuance of a report, consideration of omitted procedures after a report has been issued, or
subsequent discovery of facts that existed at the date a report was issued.

— Filing requirements of regulators.
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— Meetings with regulators at which the firm is to be called upon to support the application of
generally accepted accounting principles or generally accepted auditing standards that have been
questioned.
— Designating individuals within the firm as consultants in certain areas. Personnel are to consult
with the designated individual when issues arise. If differences arise between the engagement
partner and the consultant, the matter is to be resolved by the partner(s) responsible for the
quality control function.
•

Maintaining or providing access to adequate and up-to-date references in each office which includes
materials related to specific industries, specialties, and regulatory requirements.

•

Requiring that documentation of consultation include all relevant facts and circumstances, the
sections of the professional literature used in making a determination, the conclusion reached, and
the signatures of the engagement partner and consultant. This documentation is to be retained with
the engagement documentation of the work performed and conclusions reached, and, at the discre
tion of the consultant, entered in a retrievable database to promote consistency in the application of
generally accepted accounting principles in similar circumstances.

Monitoring
. 38 The objective of the monitoring element of a system of quality control is to provide the firm with
reasonable assurance that the policies and procedures relating to the other elements of quality control are
suitably designed and effectively applied. Monitoring is an ongoing consideration and evaluation process.
Multi-Office CPA Firm satisfies this objective by establishing and maintaining the policies and procedures
described in AAM section 11,200.39 through .42.
. 39 Policy 1: The firm considers and evaluates, on an ongoing basis, the relevance and adequacy of its
quality control policies and procedures. Multi-Office CPA Firm implements this policy by designating a
partner or a management-level individual with appropriate authority to be responsible for quality assurance,
including:

•

Assuring that the firm's quality control policies and procedures and its audit methodology remain
relevant and adequate. Factors to be considered include:

— Mergers and divestitures of portions of the practice.
— Changes in professional standards and other regulatory requirements applicable to the firm's
practice.

— Results of inspections and peer reviews.
— Reviews of litigation and regulatory enforcement actions against the firm and others.
— The effect that changes in technology may have on a client's method of doing business.
— Changes in a client's industry that affect its operations, for example, overcapacity in the telecom
industry.

— Changes in applicable AICPA membership requirements.
•

Determining whether personnel have been appropriately informed of their responsibilities for
maintaining the firm's standards of quality in performing their duties.

•

Identifying the need to:
— Revise policies and procedures related to the other elements of quality control because they are
ineffective or inappropriately designed.

— Improve compliance with firm policies and procedures related to the other elements of quality
control.
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.40 Policy 2: The firm considers and evaluates, on an ongoing basis, the appropriateness of its
guidance materials and practice aids. Multi-Office CPA Firm implements this policy by:
•

Reviewing and updating firm practice aids, such as audit programs, forms, and checklists, to reflect
new or revised professional pronouncements.

•

Issuing guidance regarding new professional standards, regulatory requirements, and related
changes to firm policy.

•

Soliciting comments from partners and managers as to the effectiveness of practice aids and tools.

.41 Policy 3: The firm considers and evaluates, on an ongoing basis, the effectiveness of its profes
sional development programs. Multi-Office CPA Firm implements this policy by:

•

Designating a partner or qualified individual in each office to review the summary of the evaluations
of in-house training programs to determine whether the programs are achieving their objectives.

•

Designating a partner or qualified individual in each office to review summaries of CPE records for
that office's professional staff to determine that the office has established a means of tracking each
individual's compliance with the requirements of the AICPA and other applicable regulators.

•

Interviewing selected professional personnel regarding the effectiveness of training programs.

•

Considering the results of the firm's inspection as it relates to the effectiveness of the firm's
professional development program.

•

Ascertaining whether inquiries received by individuals consulted within the firm indicate the need
for additional CPE programs.

. 42 Policy 4: The firm considers and evaluates, on an ongoing basis, compliance with its policies and
procedures and with professional standards. Multi-Office CPA Firm implements this policy by assigning
responsibility to its quality control partner for preparing inspection checklists and guidance materials, or
using materials prepared by the AICPA for performing inspection procedures. These procedures include:
•

Developing and coordinating the firm's inspection program to obtain feedback about the effective
ness of the firm's policies and procedures.

•

Developing a plan to test a sample of engagements for compliance with the firm's policies and
procedures. Such a review may be preissuance or postissuance.

•

Reviewing the resolution of matters reported by professional personnel on independence-confirma
tion forms to determine that matters have been appropriately considered and resolved.

•

Interviewing personnel at all professional management and staff levels to obtain information about
operating procedures in practice offices, whether personnel are knowledgeable about firm policies
and procedures, and whether such policies and procedures are being effectively communicated.

•

Reviewing the following documentation to determine compliance with firm policies and procedures:

— Personnel evaluations, including documentation of hiring and advancement decisions
— Documentation of client acceptance and continuance decisions

— Participants' evaluations of practice office training programs
— Professional development records of personnel
— Correspondence regarding the resolution of independence matters within the practice office
•

Reviewing a cross-section of engagements from selected practice offices using the following criteria
for inclusion in the sample selected:
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—

Engagements involving all partners and managers who have significant accounting and auditing
responsibilities in the selected offices.

—

Engagements for financial institutions.

—

First-year engagements.

—

Significant client engagements.

—

Specialized industries with emphasis given to high-risk industries.

—

Level of service performed (audit, review, compilation, and attestation).

—

Level of attestation services performed (examination, review, and agreed-upon procedures).

—

Engagements for which there have been complaints or allegations that the work performed by
the firm fails to comply with professional standards, regulatory requirements, or the firm's
system of quality control.

—

Engagements in which there were significant disagreements between the quality review partner
and the engagement partner.

•

Summarizing findings resulting from the inspection procedures.

•

Communicating findings to practice office personnel and determining the corrective actions to be
taken for the engagements reviewed. These findings are discussed and communicated in a report
issued to each office. The practice office responds regarding the specific corrective actions or steps to
be taken to improve compliance with the firm's policies and procedures and professional standards.

•

Preparing a summary inspection report for the firm's senior management that evaluates the overall
results of the inspection to determine whether:

—

The firm as a whole needs to improve compliance with the firm's policies and procedures.

—

Revisions to the firm's quality control policies and procedures are necessary.

•

Communicating in training programs, partner-manager meetings, and firm policy correspondence
the need for improved compliance with the system of quality control.

•

Communicating in partner-manager meetings and firm policy correspondence the need for changes
in the system of quality control.

•

Periodically reviewing the process for personnel evaluation and counseling to ascertain that:

—

Procedures for evaluation and documentation are being followed on a timely basis.

—

Personnel who have been promoted have achieved the applicable requirements for advance
ment.

—

Personnel decisions are consistent with evaluations.

—

Recognition is given to outstanding performance.

AAM §11,200.42

Copyright © 2005, American Institute of Certified Public Accountants, Inc.

68

9-05

Quality Control Practice Aid

11,221

Chapter 3

SYSTEM OF QUALITY CONTROL FOR A CPA FIRM'S ACCOUNTING
AND AUDITING PRACTICE—FIRM WITH A SINGLE OFFICE
.43 This chapter describes how a CPA firm that has a single office (Single-Office CPA Firm) implements
each element of quality control in its accounting and auditing practice. Single-Office CPA Firm is a
hypothetical firm with 1 office, 3 partners, and a total of 10 professionals. Its accounting and auditing practice
has a concentration of employee benefit plans and the firm has no Securities and Exchange Commission
(SEC) clients.12 The firm uses practice aids that have been subjected to peer review in accordance with
standards established by the AICPA. These practice aids are supplemented by oral and written communi
cations from the firm's partners. To enhance communications, the firm provides its personnel with a written
summary of its quality control policies and procedures that contains references to the detailed policies and
procedures included in its practice aids.

Independence, Integrity, and Objectivity
.44 The objective of the independence, integrity, and objectivity element of a system of quality control is
to provide a firm with reasonable assurance that personnel maintain independence (in fact and in appear
ance) in all required circumstances, perform all professional responsibilities with integrity, and maintain
objectivity in discharging professional responsibilities. Single-Office CPA Firm satisfies this objective by
establishing and maintaining the policies and procedures described in AAM section 11,200.45 through .48.
.45 Policy 1: Personnel adhere to applicable independence, integrity, and objectivity requirements
such as those in regulations, interpretations, and rules of the AICPA, state CPA societies, state boards of
accountancy, state statutes, the U.S. Government Accountability Office13 (GAO), Department of Labor
(DOL), Federal Deposit Insurance Corporation (FDIC), and any other applicable regulators. Single-Office
CPA Firm implements this policy by:

•

Designating a quality assurance partner to review relevant pronouncements relating to inde
pendence, integrity, and objectivity, answer questions, and resolve matters.

•

Subscribing to the AICPA Professional Standards service.

•

Identifying circumstances for which documentation of the resolution of matters is appropriate.

•

Assigning responsibility to specified individuals for obtaining written representations from person
nel, upon hire and on an annual basis, concerning whether they are familiar with and in compliance
with professional standards and the firm's policies and procedures regarding independence, integ
rity, and objectivity.

•

Assigning responsibility to specified individuals for reviewing these independence representations
for completeness, and for resolving reported exceptions.

•

Requiring all professional personnel assigned to an engagement to sign a step in the engagement
program attesting to his or her independence.

•

Having a partner, or an individual designated by the partner, periodically review unpaid fees from
clients to ascertain whether any outstanding amounts impair the firm's independence.

12 If Single-Office CPA Firm were to be engaged to perform audit services for an issuer, it might need to revise its quality control
policies and procedures to comply with Public Company Accounting Oversight Board (PCAOB) standards and to reflect Securities and
Exchange Commission (SEC) requirements applicable to audits of issuers.

13 The U.S. Government Accountability Office was formerly known as the U.S. General Accounting Office.
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Establishing a system for identifying all services performed for each client.

. 46 Policy 2: The firm's senior management sets a tone for the organization that stresses the importance
of ethical values, especially as they pertain to accounting and auditing engagements, and communicates
related policies and procedures to firm personnel. Single-Office CPA Firm implements this policy by:
•

Having the managing partner (through e-mails, letters, recordings, and so on), emphasize the
concepts of independence, integrity, and objectivity (including the significance of client14 engage
ments) in its professional development meetings, in the acceptance and continuance of clients and
engagements, and in the performance of engagements.

•

Providing each of its professional personnel with access to applicable professional and regulatory
literature and advising them that they are expected to be familiar with that literature.

•

Requiring periodic independence and ethics training for all professional personnel. Such training
covers the firm's independence and ethics policies and the independence and ethical requirements
of all applicable regulators.

•

Informing personnel on a timely basis of those entities to which independence policies apply, by:
— Preparing and maintaining a list of entities with which firm personnel are prohibited from having
a business relationship.

— Making the list available to personnel so they may evaluate their independence (including
personnel new to the firm).
— Notifying personnel on a timely basis of changes in the list.

.47 Policy 3: The firm establishes procedures to help mitigate possible threats to independence and
objectivity. Single-Office CPA Firm implements this policy by:
•

Assigning a second partner, who is not otherwise associated with the engagement, to perform a
concurring review of all audit and attest engagements.

•

Designing and implementing compensation systems that (a) reward partners and staff involved in
the accounting and auditing practice for the quality of their work and their compliance with
professional standards, and (b) provide disincentives for behavior that might be perceived as
impairing the independence or objectivity of their work, for example, the cross-selling of certain
consulting services.

•

Establishing additional procedures that provide safeguards when the firm performs audit or other
attest work for (a) significant clients or (b) clients at which partners or other senior personnel are
offered management positions, or accept offers of employment.

.48 Policy 4: The firm establishes procedures for confirming the independence of other firms who are
performing part of an engagement. Single-Office CPA Firm implements this policy by:
•

Using practice aids that prescribe the form, content, and frequency of independence representations
to be obtained.

•

Requiring that such representations be documented.

14 In broad terms, the significance of a client to a member or a firm refers to relationships that could diminish a practitioner's
objectivity and independence in performing attest services. Examples of factors to consider in determining the significance of a client
to an engagement partner, office, or practice unit include (a) the amount of time the partner, office, or practice unit devotes to the
engagement, (b) the effect on the partner's stature within the firm as a result of his or her service to the client, (c) the manner in which
the partner, office, or practice unit is compensated, or (d) the effect that losing the client would have on the partner, office, or practice
unit.
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Personnel Management
.49 The objective of the personnel management element of a system of quality control is to provide the
firm with reasonable assurance that all personnel have the competency to perform their assigned responsi
bilities. Attributes or qualities that enhance the competency of personnel who perform, supervise, or review
work include integrity, objectivity, intelligence, judgment, experience, and motivation. Single-Office CPA
Firm satisfies this objective by establishing and maintaining the policies and procedures in AAM section
11,200.50 though .53.

.50 Policy 1: Personnel who are hired possess the characteristics that enable them to perform compe
tently. Single-Office CPA Firm implements this policy by:
•

Designating a qualified individual in the firm to be responsible for:

— Managing the human resources function.

— Evaluating the firm's personnel needs by considering factors such as existing clientele, antici
pated growth, personnel turnover, and individual advancement.
— Developing criteria for determining which individuals will be involved in the interviewing and
hiring process.
•

Establishing an understanding among the partners about the attributes, achievements, and experi
ences desired in entry-level and experienced personnel.

•

Establishing criteria for evaluating personal characteristics such as integrity, competence, and moti
vation.

•

Setting guidelines for the additional procedures to be performed when hiring experienced personnel,
such as performing background checks and inquiring about any outstanding regulatory actions.

.51 Policy 2: The firm assigns personnel (including partners) based on the knowledge, skills, and
abilities required in the circumstances, and the nature and extent of supervision needed. Single-Office
CPA Firm implements this policy by:

•

Designating an appropriate person in each office to be responsible for assigning personnel to
engagements based on such factors as:

— Engagement type, size, significance, complexity, and risk profile.
— Specialized experience and expertise required for the engagement and competencies gained
through prior experience.
— Personnel availability.

— Timing of the work to be performed.
— Continuity and rotation of personnel.
— Opportunities for on-the-job training.
— Situations for which independence or objectivity concerns exist.
•

Specifying the competencies that the practitioners-in-charge of the firm's accounting, auditing, and
attestation engagements (or other persons responsible for supervising and signing or authorizing
someone to sign the firm's report on such engagements) should possess to accomplish their engage
ment responsibilities. These competencies include having an understanding of:

— The role of the firm's system of quality control and the AICPA's Code of Professional Conduct
in assuring the integrity of the accounting, auditing, and attest functions to users of reports.
— The performance, supervision, and reporting aspects of the engagement, which ordinarily are
gained through participation or training in similar engagements.
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— The professional standards applicable to the engagement and the industry in which the client
operates. Such standards include accounting, auditing, and attestation standards, as well as rules
and regulations issued by other applicable regulators.
— The industry in which the client operates, including its organization and operating charac
teristics, sufficient to identify areas of high or unusual risk associated with the engagement, and
to evaluate the reasonableness of industry-specific estimates.

— The skills that contribute to sound professional judgment, including the ability to exercise
professional skepticism.
— How the organization uses information technology, and the manner in which information
systems are used to record and maintain financial information.

The individual who makes partner and manager assignments should be a partner, and in the case of high-risk
engagements or those performed for significant clients, second-level approval of such assignments should
be obtained from the managing or other partner.
.52 Policy 3: Personnel participate in general and industry-specific continuing professional education
(CPE) and professional development activities that should enable them to accomplish assigned respon
sibilities and satisfy applicable CPE requirements of the AICPA, state CPA societies, state boards of
accountancy, and other applicable regulators. Single-Office CPA Firm implements this policy by:
•

Assigning responsibility to a partner to maintain an office professional development program that:

— Requires personnel to participate in professional development programs in accordance with firm
guidelines and in subjects that are relevant to their responsibilities.

— Takes into account the requirements of the AICPA and state boards of accountancy in establishing
the firm's CPE requirements.
— Provides course materials for and maintains records of CPE completed by professional personnel.
— Provides an orientation and training program for new hires.
•

Encouraging participation by personnel at each level in the firm in other professional development
activities such as external professional development programs, including graduate-level and self
study courses, membership in professional organizations, serving on professional committees,
writing for professional publications, and speaking to professional groups.

•

Communicating and distributing to personnel, when applicable, changes in accounting, auditing,
and independence requirements, and the firm's guidance with respect to these requirements.

.53 Policy 4: Only those individuals who have the qualifications necessary to accomplish the respon
sibilities they will be called on to assume are selected for advancement. Single-Office CPA Firm implements
this policy by:
•

Assigning responsibility to a partner for making advancement and termination decisions. Such
responsibilities include:

— Identifying criteria for evaluating personnel at each professional level and for advancement to
the next higher level of responsibility. Such criteria give due recognition and reward to the
development and maintenance of competence and commitment to ethical principles.
— Informing firm personnel about the criteria for advancement to the next higher level of respon
sibility.
— Designating personnel responsible for preparing evaluations and determining when they should
be prepared.

— Informing personnel that failure to adhere to the firm's policies and procedures regarding
performance quality and commitment to ethical principles may result in disciplinary action.
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— Using forms that include the applicable qualifications when evaluating the performance of
personnel. Such forms include qualifications related to performance quality and adherence to
ethical principles.
— Reviewing evaluations on a timely basis with the individual being evaluated.
•

Counseling personnel regarding their progress and career opportunities by:

— Annually summarizing and reviewing with personnel the evaluation of their performance,
including an assessment of their progress with the firm. Considerations should include past
performance, future objectives of the individual and the firm, the individual's assignment
preferences, and career opportunities.

— Periodically evaluating partners by means of counseling, peer evaluation, or self-appraisal, as
appropriate.
.54 Policy 5: Partners and senior-level employees are compensated in a manner that provides an
incentive and reward for quality work and for maintaining independence, integrity, and objectivity.
Single-Office CPA Firm implements this policy by:
•

Establishing a compensation system that predominantly rewards accounting and auditing partners
and senior-level employees for the quality of their accounting and auditing work. The compensation
system:
— Takes into consideration firm feedback based on concurring reviews, internal inspections, and
outside reviews of the work performed.
— Rewards partners and personnel for timely (a) identifying significant and emerging accounting
and auditing issues and (b) seeking consultation with firm experts.

— Does not include any material rewards for the cross-selling of services.

Acceptance and Continuance of Clients and Engagements
.55 The objective of the acceptance and continuance of clients and engagements element of a system of
quality control is to establish criteria for deciding whether to accept or continue a client relationship and
whether to perform a specific engagement for that client. Such policies and procedures should provide the
firm with reasonable assurance that:
•

The likelihood of association with a client whose management lacks integrity is minimized.

•

The firm undertakes only those engagements that can be completed with professional competence.

•

The risks associated with providing professional services in particular circumstances are appropri
ately considered.

•

An understanding with the client regarding the services to be performed is reached.

Single-Office CPA Firm satisfies this objective, with respect to the initial period for which the firm is
performing its service and for subsequent periods, by establishing and maintaining the policies and
procedures described in AAM section 11,200.56 through .58.

.56 Policy 1: The firm evaluates factors that have a bearing on management's integrity. Single-Office
CPA Firm implements this policy by:
•

Informing personnel of the firm's policies and procedures for accepting and continuing clients,
including those outlined in the firm's practice aids.

•

Obtaining and evaluating available financial information regarding the client and its operations such
as annual reports, interim financial statements, reports to and from regulators, income tax returns,
and credit reports before accepting or continuing a client.
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•

Making inquiries of client management about the nature and purpose of the services to be provided.

•

Making inquiries of the client's bankers, factors, attorneys, credit services, and others who have
business relationships with the entity.

•

Communicating with the predecessor accountant or auditor when required or suggested by profes
sional standards. If the contemplated engagement is an audit, the partner should ensure that
Statement on Auditing Standards (SAS) No. 84, Communications Between Predecessor and Successor
Auditors (AU section 315), as amended, is followed, specifically AU section 315.09.

If after taking the steps described above, the firm is unable to obtain sufficient information about the
prospective client, or there is an indication that management or someone affiliated with the prospective client
may be less than reputable, the firm conducts a background check of the business, its officers, and the
person(s) in question. The firm accomplishes this by using the services of a company specializing in
background checks and evaluating the information obtained regarding management's integrity.

. 57 Policy 2: The firm (a) evaluates whether the engagement can be completed with professional
competence, (b) undertakes only those engagements that can be completed with professional competence,
and (c) considers the risk associated with providing professional services in particular circumstances.
Single-Office CPA Firm implements this policy by:
•

Evaluating whether the firm has obtained or can reasonably expect to obtain the knowledge and
expertise necessary to perform the engagement.

•

Specifying conditions that trigger the requirement to reevaluate a specific client or engagement. The
following are examples of such conditions:
— Significant changes in the client, for example, a major change in senior client personnel, owner
ship, advisers, the nature of its business, or the financial stability of the client.

— Changes in the nature or scope of the engagement, including requests for additional services.
— Changes in the composition of the firm, for example, the loss of and inability to replace key
personnel who are particularly knowledgeable about a specialized industry.
— The decision to discontinue services to clients in a particular industry.

— The existence of conditions that would have caused the firm to reject the client or engagement
had such conditions existed at the time of the initial acceptance.
— The client has been delinquent in paying fees. (This may also affect the firm's independence.)
— Engagements for entities operating in highly specialized or regulated industries, including
financial institutions, governmental entities, and employee benefit plans.

— Engagements that require a burdensome amount of time to complete relative to the available
resources of the firm.
— Engagements for entities in the development stage.
— Engagements in which the client has ignored prior recommendations, for example, recommen
dations that address deficiencies in internal control.
•

Obtaining relevant information to determine whether the relationship should be continued, and
establishing a frequency for evaluations (for example, continuance decisions should be made at least
annually).

•

Evaluating the information obtained regarding acceptance or continuance of the client or engagement
by having:
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— The engagement partner evaluate the information obtained about the client or the specific
engagement, including information about the significance of the client to the firm,15 and make a
recommendation about whether the client or engagement should be accepted or continued.
— The engagement partner complete a client acceptance form and submit it to the managing partner
for approval.

— The engagement partner sign a step in the planning program noting client continuance, and
complete a form documenting client continuance if conditions exist that trigger the requirement
between annual audits to reevaluate a client or engagement.
— The managing partner evaluate and approve the recommendation made by the engagement
partner. If the managing partner recommends not accepting a client or discontinuing a client
relationship, the managing partner discusses his or her reasons for the acceptance or continuance
decision with the other partners.
.58 Policy 3: The firm obtains an understanding with the client regarding the services to be performed.
Single-Office CPA Firm implements this policy by obtaining, for all engagements, a written and signed
engagement letter thus minimizing the risk of misunderstanding regarding the nature, scope, and limitations
of the services to be performed.

Engagement Performance
.59 The objective of the engagement performance element of a system of quality control is to provide the
firm with reasonable assurance that the work performed by engagement personnel meets the applicable
professional standards, regulatory requirements, and the firm's standards of quality. Policies and procedures
for engagement performance encompass all phases of the design and execution of the engagement. To the
extent appropriate and as required by applicable professional standards, these policies and procedures
should cover planning, performing, supervising, reviewing, documenting, and communicating the results
of each engagement. Policies and procedures also should require that personnel refer to authoritative
literature or other sources and consult, on a timely basis, with individuals within or outside the firm, when
appropriate. Single-Office CPA Firm satisfies this objective by establishing and maintaining the policies and
procedures described in AAM section 11,200.60 through .63.

.60 Policy 1: Planning for engagements meets professional, regulatory, and the firm's requirements.
Single-Office CPA Firm implements this policy by maintaining and providing personnel with the firm's
practice aids which prescribe the factors the engagement team should consider in the planning process and
the extent of documentation of those considerations. Planning considerations may vary depending on the
size and complexity of the engagement, but generally include:
•

Assigning responsibilities to appropriate personnel during the planning phase.

•

Developing or updating background information on the client and the engagement.

•

Developing a planning document that includes:

— Proposed work programs tailored to the specific engagement.
— Staffing requirements and the need for specialized knowledge.
— The economic conditions affecting the client and its industry and their potential effect on the
conduct of the engagement.

— The audit risks, including fraud considerations, affecting the client and the engagement and how
they may affect the procedures performed.
15 See footnote 14.
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— A budget that allocates a sufficient amount of time for the engagement to be performed in
accordance with professional standards and the firm's quality control policies and procedures.

.61 Policy 2: The engagement is performed, supervised, reviewed, documented, and reported (or
communicated) in accordance with the requirements of professional standards, applicable regulators, and
the firm. Single-Office CPA Firm implements this policy by:
•

Providing adequate supervision during the course of an engagement. The training, ability, and
experience of the personnel are considered when assigning supervisors to the engagement.

•

Requiring that a written work program be used in all engagements.

•

Adhering to the guidelines set forth by the firm for the form and content of documentation of the
work performed and conclusions reached. Such documentation includes standardized forms, check
lists, and questionnaires used in the performance of engagements and explanations, when required,
of how the firm integrates such aids into engagements.

•

Requiring documentation in the working papers in accordance with professional standards and the
firm's policies.

•

Adhering to the following guidelines established by the firm regarding review of the documentation
of the work performed and conclusions reached, the financial statements, and reports:

— All reviewers are to have appropriate experience, competence, and responsibility.
— All work performed and the reports and financial statements issued are to be complete and
comply with professional standards and firm policy.
— For each engagement, there should be evidence of appropriate review of documentation of the
work performed and conclusions reached, the financial statements, and the report.
— All differences of professional judgment among members of an engagement team are to be
resolved by the engagement partner and the managing partner. The resolution of differences
should be appropriately documented. If a member of the team continues to disagree with the
resolution, he or she may disassociate himself or herself from the resolution of the matter and
should be offered the opportunity to document that a disagreement continues to exist.

.62 Policy 3: Establishing procedures for the review of high-risk engagements. Single-Office CPA Firm
implements this policy by developing procedures with respect to:
•

The qualifications of partners performing independent reviews of high-risk engagements. The firm's
procedures require that an independent review partner:
— Have sufficient technical expertise and experience.
— Carry out his or her responsibilities with objectivity and due professional care without regard to
the relative positions of the audit engagement partner and the independent review partner.
— Not assume any of the responsibilities of the engagement partner or have responsibility for the
audit of any significant subsidiaries, divisions, benefit plans, or affiliated or related entities.

•

The nature, timing, and extent of the review. The firm's procedures require that the independent
review partner:

— Discuss significant accounting, auditing, and financial reporting matters with the engagement
partner.
— Discuss with the engagement partner the engagement team's identification and audit of high-risk
transactions and account balances.
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— Hold a discussion with the engagement team if there has been consultation regarding significant
accounting, auditing, or financial reporting matters.
— Review documentation of the resolution of significant accounting, auditing, and financial report
ing matters, including documentation of consultation with firm personnel or external sources.
— Review the summary of unadjusted audit differences, if one exists.
— Read the financial statements and auditor's report.

— Confirm with the engagement partner that there are no significant unresolved matters.
— Review the workpapers to the extent considered necessary or as required by firm policy.
— Complete his or her review before the release of the audit report or reissuance of the audit report
if the performance of subsequent-events procedures is required by professional standards.
•

The resolution of conflicting opinions between the engagement partner and the independent review
partner regarding significant matters. The policy requires documentation of the resolution of con
flicting opinions before the release of the audit report or reissuance of the audit report if the
performance of subsequent-events procedures is required by professional standards.

•

Documentation by the independent review partner. The firm requires:

— That the engagement files contain evidence that the firm's policies and procedures with respect
to the requirement for independent partner review were complied with before issuance of the
firm's report.
— Documentation that the independent review partner performed the procedures specified by the
firm's policies.
— Documentation that no matters have come to the attention of the independent review partner
that would cause him or her to believe that (a) the financial statements are not in conformity with
U.S. generally accepted accounting principles in all material respects, or (b) the firm's audit was
not performed in accordance with U.S. generally accepted auditing standards.
.63 Policy 4: The firm identifies areas and specialized situations for which consultation is necessary
and requires personnel to refer to authoritative literature and practice aids, and consult, on a timely basis,
with individuals within or outside the firm when appropriate, for example, when addressing complex,
unusual, or unfamiliar issues. Single-Office CPA Firm implements this policy by:
•

Informing personnel of the firm's consultation policies and procedures.

•

Requiring consultation in specialized areas or situations with appropriate individuals within and
outside the firm when matters such as the following arise:
— The application of newly issued technical pronouncements.
— Industries with special accounting, auditing, or reporting requirements, including unusually
complex employee benefit plans.
— Emerging practice problems.
— Choices among alternative generally accepted accounting principles upon initial adoption or
when an accounting change is made.

— Reissuance of a report, consideration of omitted procedures after a report has been issued, or
subsequent discovery of facts that existed at the date a report was issued.
— Filing requirements of regulators.
— Meetings with regulators at which the firm is to be called on to support the application of
generally accepted accounting principles or generally accepted auditing standards that have been
questioned.
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•

Providing all professional personnel with access to adequate and current reference materials.

•

Including all relevant facts, circumstances, the professional literature used, and conclusions reached
in the engagement documentation of the work performed and conclusions reached.

•

Documenting the resolution of differences of opinion. If there is an unresolved disagreement, an
outside source may be consulted to assist in determining the appropriate application of accounting
principles.

Monitoring
. 64 The objective of the monitoring element of a system of quality control is to provide the firm with
reasonable assurance that the policies and procedures relating to the other elements of quality control are
suitably designed and effectively applied. Monitoring is an ongoing consideration and evaluation process.
Single-Office CPA Firm satisfies this objective by establishing and maintaining the policies and procedures
described in AAM section 11,200.65 through .68.
. 65 Policy 1: The firm considers and evaluates, on an ongoing basis, the relevance and adequacy of its
quality control policies and procedures. Single-Office CPA Firm implements this policy by designating a
partner or a management-level individual to be responsible for quality assurance, including:
•

Assuring that the firm's quality control policies and procedures and its audit methodology remain
relevant and adequate. Factors to be considered include:

— Mergers and divestitures of portions of the practice.
— Changes in professional standards or other regulatory requirements applicable to the firm's
practice.

— Results of inspections and peer reviews.
— Review of litigation and regulatory enforcement actions against the firm and its personnel.

— The effect that changes in technology may have on a client's method of doing business.
— Changes in a client's industry that may affect its operations.
— Changes in applicable AICPA membership requirements.
•

Determining whether personnel have been appropriately informed of their responsibilities for
maintaining the firm's standards of quality in performing their duties.

•

Identifying the need to:

— Revise policies and procedures related to the other elements of quality control because they are
ineffective or inappropriately designed.
— Improve compliance with firm policies and procedures related to the other elements of quality
control.
.66 Policy 2: The firm considers and evaluates, on an ongoing basis, the appropriateness of its
guidance materials and practice aids. Single-Office CPA Firm implements this policy by:

•

Reviewing and evaluating firm practice aids, such as audit programs, forms, and checklists, and
considering whether they reflect recent professional pronouncements.

•

Providing information during staff meetings regarding new professional standards, regulatory
requirements, and the related changes that should be made to firm practice aids.

. 67 Policy 3: The firm considers and evaluates, on an ongoing basis, the effectiveness of its profes
sional development activities. Single-Office CPA Firm implements this policy by:
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•

Designating a management-level individual to be responsible for reviewing the professional devel
opment policies and procedures to determine whether they are appropriate, effective, and meet the
needs of the firm.

•

Designating a management-level individual to review summaries of the CPE records of the firm's
professional personnel to evaluate each individual's compliance with the requirements of the AICPA
and other applicable regulators.

•

Soliciting information from the firm's personnel during staff meetings regarding the effectiveness of
training programs.

.68 Policy 4: The firm considers and evaluates, on an ongoing basis, its compliance with firm policies
and procedures and with professional standards. For purposes of illustrating policy 4, two scenarios are
described: scenario 1 illustrates how Single-Office CPA Firm would satisfy the objective of policy 4 by
reviewing engagements throughout the year; scenario 2 illustrates how Single-Office CPA Firm would
implement policy 4 by reviewing engagements during a designated period in the year.

.69 In determining which scenario is appropriate, consideration should be given to Statement on Quality
Control Standards (SQCS) No. 3, Monitoring a CPA Firm's Accounting and Auditing Practice (QC section
30.03-07), which establishes guidance for determining the extent of the inspection procedures to be
performed, including those related to individual engagements.

.70 Scenario 1: Reviewing Engagements Throughout the Year. Single-Office CPA Firm implements
policy 4 by:
•

Designating a partner or management-level individual not previously associated with the engage
ment to perform either a preissuance or postissuance review of the engagement.

•

Establishing the approach for performing preissuance or postissuance reviews, for example, the
comprehensiveness of the review and the frequency for summarizing findings (for example, monthly,
quarterly). The comprehensiveness of the review of selected engagements should be similar to that
performed in an inspection or peer review.

•

Designating the forms and checklists to be used during the engagement and functional element
reviews and the extent of the documentation required. (Examples of functional elements are the
human resources function and the firm's library.)

•

Selecting a cross-section of engagements at the beginning of the monitoring year for preissuance or
postissuance review and reevaluating that selection throughout the year as circumstances dictate.
Criteria used for selecting engagements include:

— Significant specialized industries with emphasis on high-risk engagements.
— Audits of the financial statements of employee benefit plans.
— First-year engagements.

— Significant client engagements.
— Level of service performed (that is, audit, review, compilation, and attest).
— Engagements performed by all partners and other management level personnel having account
ing and auditing responsibilities.
— Engagements performed under government auditing standards (Yellow Book engagements).
— Engagements for which there have been complaints or allegations from firm personnel, clients,
or other third parties that the work performed by the firm failed to comply with professional
standards, regulatory requirements, or the firm's system of quality control.
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— Engagements in which there were significant disagreements between the quality review partner
and the engagement partner.
•

Reviewing the selected engagements. Deficiencies identified as a result of this process are summa
rized and evaluated to determine whether:

— Additional emphasis should be placed on specific areas or industries in future engagements.
— Existing policies and procedures should be modified to prevent the deficiencies noted from
recurring.
•

At least annually, reviewing other engagement files for compliance with the firm's quality control
policies and procedures including reviewing correspondence regarding consultation on inde
pendence, integrity, and objectivity matters, for example, assessments of significant clients, and
acceptance and continuance decisions.

•

Reviewing the resolution of matters reported by professional personnel regarding independence to
determine that matters have been appropriately considered and resolved.

•

Summarizing the deficiencies noted resulting from the preissuance and postissuance reviews.

•

Preparing a summary of the deficiencies noted so that the partner or management group may
incorporate any recommended changes in the firm's policies and procedures.

•

Communicating to all professional personnel the deficiencies noted and related changes in quality
control procedures.

•

Following up on planned corrective actions to determine whether the actions were taken as planned
and whether they achieved the intended objectives.

. 71 Scenario 2: Reviewing a Sample of Engagements During a Designated Period of the Year. Single
Office CPA Firm implements policy 4 by:
•

Designating a partner to be responsible for performing an annual inspection using guidance prepared
by the AICPA for performing inspection procedures. These procedures include reviewing a cross
section of engagements using the following criteria in selecting engagements:
— Significant specialized industries with emphasis on high-risk engagements.

— Audits of the financial statements of employee benefit plans.
— First-year engagements.

— Significant client engagements.
— Level of service performed (that is, audit, review, compilation, and attest).
— Engagements performed by all partners and other management level personnel having account
ing and auditing responsibilities.

— Engagements performed under government auditing standards (Yellow Book engagements).
— Engagements for which there have been complaints or allegations from firm personnel, clients,
or other third parties that the work performed by the firm failed to comply with professional
standards, regulatory requirements, or the firm's system of quality control.
— Engagements in which there were significant disagreements between the quality review partner
and the engagement partner.
•

Establishing an approach and timetable for performing the inspection procedures and determining
the forms and checklists to be used during the inspection and the extent of documentation required.

•

Deciding how long to retain detailed inspection documentation (as opposed to summaries).
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•

Selecting a sample of engagements for review and reevaluating that selection throughout the process.

•

Selecting other engagement files to determine compliance with the firm's quality control policies and
procedures and reviewing the selected engagements.

•

Reviewing correspondence regarding consultation on independence, integrity, and objectivity mat
ters, and acceptance and continuance decisions.

•

Reviewing the resolution of matters reported by professional personnel regarding independence to
determine that matters have been appropriately considered and resolved.

•

Summarizing findings resulting from the inspection procedures.

•

Preparing a summary inspection report for the partner or management group that evaluates the
overall results of the inspection and sets forth any recommended changes that should be made to the
firm's policies and procedures.

•

Reviewing the recommended corrective actions and reaching final conclusions as to the actions to be
taken.

•

Communicating inspection findings and quality control changes to all professional personnel.

•

Following up on planned corrective actions to determine whether those actions were taken and
whether they achieved the intended objective(s).
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C hapter 4
SYSTEM OF QUALITY CONTROL FOR A CPA FIRM'S
ACCOUNTING PRACTICE—SOLE PRACTITIONER
.72 This chapter describes how a sole practitioner (Sole Practitioner, CPA) implements each element of
quality control in his or her accounting practice. Sole Practitioner, CPA is a hypothetical firm of which Sole
Practitioner is the sole owner. The firm has no professional staff; however, on occasion Sole Practitioner,
CPA, hires per diem professionals. Her accounting practice consists only of engagements subject to State
ments on Standards for Accounting and Review Services (SSARSs). She uses practice aids that have been
subjected to peer review in accordance with standards established by the AICPA. Sole Practitioner, CPA,
uses per diem personnel to assist her and recognizes that her policies and procedures would have to change
if she were to perform audit or attest engagements, or hire full-time or part-time professional staff.

Independence, Integrity, and Objectivity
.73 The objective of the independence, integrity, and objectivity element of a system of quality control is
to provide a firm with reasonable assurance that personnel maintain independence (in fact and in appear
ance) in all required circumstances, perform all professional responsibilities with integrity, and maintain
objectivity in discharging their professional responsibilities. Sole Practitioner, CPA, satisfies this objective
by establishing and maintaining the policy and procedures described in AAM section 11,200.74 and .75.
.74 Policy 1: I adhere to applicable independence, integrity, and objectivity requirements such as
those in regulations, interpretations, and rules of the AICPA, state CPA societies, state boards of
accountancy, state statutes, and other applicable regulators. Sole Practitioner, CPA, implements this policy
by:
•

Subscribing to AICPA Professional Standards.

•

Consulting the AICPA Web site for information about changes in professional ethics and inde
pendence standards.

•

Reviewing unpaid client fees to ascertain whether any outstanding amounts impair the firm's
independence.

•

Reviewing relevant pronouncements published in the Journal of Accountancy relating to inde
pendence, integrity, and objectivity, and retaining relevant issues of the Journal of Accountancy.

•

Ensuring that per diem personnel are aware of financial, family, business, and other relationships
that may be prohibited by applicable requirements.

•

Signing a step on each engagement program attesting to her independence, and requiring per diem
personnel to do the same.

•

Attending periodic professional training in ethics and independence.

•

Complying with SSARSs by disclosing in the accountant's compilation report instances in which the
firm is not independent.

•

Considering the significance of the client to the firm.16

16 In broad terms, the significance of a client to a member or a firm refers to relationships that could diminish a practitioner's
objectivity and independence in performing attest services. Examples of factors to consider in determining the significance of a client
to an engagement partner, office, or practice unit include (a) the amount of time the partner, office, or practice unit devotes to the
engagement, (6) the effect on the partner's stature within the firm as a result of his or her service to the client, (c) the manner in which
the partner, office, or practice unit is compensated, or (d) the effect that losing the client would have on the partner, office, or practice
unit.
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. 75 Policy 2: I establish procedures to help mitigate possible threats to my independence and
objectivity. Sole Practitioner, CPA implements this policy by:
•

Subjecting review engagements for significant clients (or other high-risk engagements) to preissuance
review by another firm.

Personnel Management
. 76 The objective of the personnel management element of a system of quality control is to provide a firm
with reasonable assurance that all personnel have the competency to perform their assigned responsibilities.
Attributes or qualities that enhance the competency of personnel who perform, supervise, or review work
include integrity, objectivity, intelligence, judgment, experience, and motivation. Sole Practitioner, CPA,
satisfies this objective by establishing and maintaining the policy and procedures described in AAM section
11,200.77.

. 77 Policy 1:1 maintain the knowledge, skills, and abilities required in the circumstances by partici
pating in general and industry-specific continuing professional education (CPE) and professional devel
opment activities that should enable me to accomplish my responsibilities and satisfy applicable CPE
requirements of the AICPA, state CPA societies, state boards of accountancy, and other applicable
regulators. I also monitor the compliance of per diem employees with CPE requirements. Sole Practitioner,
CPA, implements this policy by:
•

Maintaining the competencies necessary to accomplish responsibilities related to each of the firm's
engagements.

•

Establishing a professional development program that takes into account the requirements of the
AICPA and state boards of accountancy.

•

Participating in external professional development programs, including graduate-level and self
study courses.

•

Joining and becoming an active member of professional organizations.

•

Serving on professional committees, writing for professional publications on topics she is knowl
edgeable about, and participating in other professional activities.

•

Considering changes in the applicable professional standards when determining her professional
development program.

•

Setting criteria that per diem personnel must meet to competently perform engagements, for
example:
— Determining that per diem personnel are in compliance with the applicable professional educa
tion requirements of the AICPA, state boards of accountancy, and state CPA societies.
— Obtaining and retaining documentation of such compliance.

•

Evaluating the knowledge and expertise required to perform an engagement prior to accepting the
client or engagement.

•

Receiving professional publications, such as state society journals, to keep abreast of changes in
accounting standards and any client industry-specific pronouncements.

•

Consulting the AICPA Web site for information about changes in professional standards.

Acceptance and Continuance of Clients and Engagements
. 78 The objective of the acceptance and continuance of clients and engagements element of a system
of quality control is to establish criteria for deciding whether to accept or continue a client relationship and
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whether to perform a specific engagement for a client. Such policies and procedures should provide the firm
with reasonable assurance that:
•

The likelihood of association with a client whose management lacks integrity is minimized.

•

The firm undertakes only those engagements that can be completed with professional competence.

•

The risks associated with providing professional services in particular circumstances are appropri
ately considered.

•

An understanding with the client regarding the services to be performed is reached.

Sole Practitioner, CPA, satisfies this objective, with respect to the initial period for which the firm is
performing its service and for subsequent periods, by establishing and maintaining the policies and
procedures described in AAM section 11,200.79 through .81.
. 79 Policy 1:1 evaluate factors that have a bearing on management's integrity. Sole Practitioner, CPA,
implements this policy by:
•

Obtaining information such as the following before accepting or continuing a client:

— The nature and purpose of the services to be provided.
— Information regarding the client and its operations from sources such as prior-year reports,
internally generated financial statements (if applicable), income tax returns, and credit reports.
•

Inquiring of third parties such as bankers, factors, and legal counsel about management's integrity.

•

Communicating with the predecessor accountant when required or suggested by professional
standards.17

•

Evaluating the information obtained regarding management's integrity.

.80 Policy 2: I accept or continue to perform only those engagements I can complete with professional
competence, and appropriately consider the risk associated with providing professional services in
particular circumstances. Sole Practitioner, CPA, implements this policy by:
•

Establishing a cut-off date by which evaluations of engagements should be performed, for example,
before work on the current-year engagement begins.

•

Considering conditions, such as the following, that require reevaluation of a client or specific
engagement, and obtaining the relevant information to determine whether the relationship should
be continued:
— Significant changes in the client, for example, a major change in ownership, senior client
personnel, directors, advisers, the nature of the business, or the financial stability of the client.
— Changes in the nature or scope of the engagement, including requests for additional services.
— Client significance.

— Matters that would have caused the firm to reject the client or engagement had such conditions
existed at the time of the initial acceptance.
— The client has been delinquent in paying fees. (This also may affect the firm's independence.)
17 Statement on Standards for Accounting and Review Services No. 4, Communications Between Predecessor and Successor Accountants
(AR section 400), provides guidance on communications between a predecessor and successor accountant when the successor
accountant decides to communicate with the predecessor accountant. It also requires a successor accountant who becomes aware of
information that leads him or her to believe the financial statements reported on by the predecessor accountant may require revision to
request that the client communicate this information to the predecessor accountant.
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•

Determining if she has the knowledge and expertise to perform the engagement or whether it
reasonably can be obtained.

•

Evaluating the information obtained regarding the engagement, making the acceptance or continu
ance decision, and documenting her evaluation or conclusion in a memorandum or by signing off
next to the relevant item in a practice aid.

. 81 Policy 3:1 establish an understanding with the client regarding the services to be performed. Sole
Practitioner, CPA, implements this policy by:
•

Adhering to all requirements set forth in professional standards regarding obtaining an under
standing with the client.

•

Requiring that the understanding with the client be documented either through an engagement letter
or in a memorandum.

Engagement Performance
. 82 The objective of the engagement performance element of a system of quality control is to provide the
firm with reasonable assurance that the work performed by engagement personnel meets the applicable
professional standards, regulatory requirements, and the firm's standards of quality. Policies and procedures
for engagement performance encompass all phases of the design and execution of the engagement. To the
extent appropriate and as required by applicable professional standards, these policies and procedures
should cover planning, performing, supervising, reviewing, documenting, and communicating the results
of each engagement. Policies and procedures also should require that personnel refer to authoritative
literature or other sources and consult, on a timely basis, with individuals within or outside the firm, when
appropriate, for example, when dealing with complex, unusual, or unfamiliar issues. Sole Practitioner, CPA,
satisfies this objective by establishing and maintaining the policies and procedures described in AAM section
11,200.83 through .85.
. 83 Policy 1: I plan engagements to meet professional standards and the firm's requirements. Sole
Practitioner, CPA, implements this policy by adhering to professional standards regarding the planning
process and the extent of documentation of the planning, if applicable. Engagement planning considerations
may include:
•

Developing or updating client information.

•

Assessing the significance of the client to her firm.

•

Obtaining an engagement letter for engagements performed under SSARSs. (SSARS No. 1, Compila
tion and Review of Financial Statements [AR section 100.20], requires the accountant to either issue a
compilation report or document an understanding with the entity through the use of an engagement
letter when the accountant submits financial statements to a client that are not expected to be used
by a third party.)

•

Reviewing prior financial statements and accountants' reports.

•

Using work programs and applicable reporting and disclosure checklists.

.84 Policy 2: I perform, supervise, review, document, and report (or communicate) in accordance with
the requirements of professional standards and the firm. Sole Practitioner, CPA, implements this policy
by:
•

Requiring the use of appropriate practice aids in all engagements.

•

Maintaining the availability of current practice aids and AICPA professional standards.
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•

Documenting the work performed in accordance with professional standards and the firm's policy.

•

Reviewing and initialing all engagement documentation prepared by per diem personnel.

. 85 Policy 3: I identify areas and specialized situations for which consultation is necessary. I require
personnel to refer to authoritative literature and practice aids and consult, on a timely basis, with
individuals outside the firm when appropriate, for example, when addressing complex, unusual, or
unfamiliar issues. Sole Practitioner, CPA, implements this policy by:
•

Maintaining access to current technical references to assist in resolving practice problems.

•

Referring to the AICPA's Technical Hotline or other qualified individuals if a practice problem arises
for which the firm needs additional expertise.

•

Requiring that documentation of consultation include all relevant facts and circumstances and
references to professional literature used in the analysis of the matter and the conclusion reached.
This documentation is retained with the engagement documentation.

Monitoring
. 86 The objective of the monitoring element of a system of quality control is to provide the firm with
reasonable assurance that the procedures relating to the other elements of quality control are suitably
designed and effectively applied. Monitoring is an ongoing consideration and evaluation process. Sole
Practitioner, CPA, satisfies this objective by establishing and maintaining the policies and procedures
described in AAM section 11,200.87 through .90.

. 87 Policy 1: I consider and evaluate, on an ongoing basis, the relevance and adequacy of my quality
control policies and procedures. Sole Practitioner, CPA, implements this policy by reviewing all policies
and procedures and revising those affected by changes in professional standards or the nature of her practice.
. 88 Policy 2: I consider and evaluate, on an ongoing basis, the appropriateness of my guidance
materials and practice aids. Sole Practitioner, CPA, implements this policy by reviewing and determining
that the firm's practice aids are current and reflect recent professional pronouncements and changes in her
practice.
. 89 Policy 3: I consider and evaluate, on an ongoing basis, the effectiveness of professional develop
ment activities. Sole Practitioner, CPA, implements this policy by:
•

Reviewing CPE records to determine whether the classroom training and self-study programs she
uses are appropriate for the firm's practice.

•

Reviewing CPE records to determine compliance with the requirements of the AICPA and other
applicable regulatory agencies.

. 90 Policy 4: I consider and evaluate, on an ongoing basis, compliance with my policies and proce
dures, and with professional standards. Sole Practitioner, CPA, implements this policy by:
•

Performing a postissuance review of selected engagements within six months of the completion of
the engagements.18

18 A postissuance review may be performed as part of an inspection. A sole proprietor may consider engaging another CPA to
perform the inspection to obtain a fresh look at the engagement. See AAM section 11,200.71, "Scenario 2: Reviewing a Sample of
Engagements During a Designated Period of the Year," for a description of how a firm considers and evaluates, on an ongoing basis,
compliance with a firm's policies and procedures by performing an annual inspection.
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•

Including in the postissuance review, engagements for which there have been complaints or allega
tions from clients or third parties that the work failed to comply with professional standards,
regulatory requirements, or the firm's system of quality control.

•

Placing additional emphasis to correct certain deficient areas in future engagements.

•

Determining if existing policies and procedures should be modified so that any identified deficiencies
do not recur.

•

Reviewing compliance with the firm's policies and procedures related to independence, integrity,
and objectivity; personnel management; acceptance and continuance of clients and engagements; and
engagement performance.

•

Considering the results of the firm's monitoring and peer review findings to ensure that the competencies
necessary to accomplish responsibilities are maintained for each of the firm's engagements.

•

Responding to notification of the need for peer review, scheduling, and completion of peer review
on a timely basis, in accordance with professional standards and the requirements of applicable state
boards of accountancy.

•

Reporting all compilation and review engagements to the firm's peer reviewer.

•

Demonstrating compliance with the monitoring element of quality control by summarizing the
results of the procedures in AAM section 11,200.86 through .90 as they relate to the firm's quality
control policies and procedures. Although the form and content of that documentation is a matter of
judgment, the illustration in AAM section 11,200.91 is an example of such documentation.

.91

Table 1: Summary of Quality Control Monitoring System For the Calendar Year 200X
Element of Quality Control and
Applicable Policies

Reviewer's Initials and
Date Reviewed

Location of Additional
Documentation

Independence, integrity, and objectivity
Policy 1. Adhering to applicable
independence, integrity, and objectivity
requirements such as those in regulations,
interpretations, and rules of the AICPA, state
CPA societies, state boards of accountancy,
state statutes, and other applicable regulators.

JB 6/30/0X

Independence confirmation files

Policy 2. Establishing procedures to help
mitigate possible threats to my independence
and objectivity.

JB 6/30/0X

Independence confirmation files

JB 6/30/0X

Personnel files

Personnel management

Policy 1. Maintaining the knowledge, skills,
and abilities required in the circumstances by
participating in general and industry-specific
continuing professional education (CPE) and
professional development activities that
should enable me to accomplish my
responsibilities and satisfy applicable CPE
requirements of the AICPA, state CPA
society, state boards of accountancy, and
other applicable regulators. Also, monitoring
for compliance the CPE requirements of per
diem employees.

(continued)
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Reviewer's Initials and
Date Reviewed

Location of Additional
Documentation

Policy 1. Evaluating factors that have a
bearing on management's integrity.

JB 6/30/0X

Client acceptance files and client
engagement files

Policy 2. Accepting or continuing to perform
only those engagements I can complete with
professional competence, and appropriately
considering the risk associated with
providing professional services in particular
circumstances.

JB 6/30/0X

Engagement files

Policy 3. Establishing an understanding with
the client regarding services to be performed.

JB 6/30/0X

Engagement files

Policy 1. Planning engagements to meet
professional standards and the firm's
requirements.

JB 6/30/0X

Engagement files

Policy 2. Performing, supervising, review
ing, documenting, and reporting (or
communicating) in accordance with the
requirements of professional standards and
the firm.

JB 6/30/0X

Engagement files

Policy 3. Identifying areas and specialized
situations for which consultation is necessary,
and requiring personnel to refer to
authoritative literature and practice aids, and
consult, on a timely basis, with individuals
outside the firm when appropriate.

JB 6/30/0X

Engagement files

Policy 1. Considering and evaluating, on an
ongoing basis, the relevance and adequacy of
my quality control policies and procedures.

JB 6/30/0X

Inspection/monitoring file

Policy 2. Considering and evaluating, on an
ongoing basis, the appropriateness of my
guidance materials and practice aids.

JB 6/30/0X

Inspection/monitoring file

Policy 3. Considering and evaluating, on an
ongoing basis, the effectiveness of
professional development activities.

JB 6/30/0X

Inspection/monitoring file

Policy 4. Considering and evaluating, on an
ongoing basis, compliance with my policies
and procedures, and with professional
standards.

JB 6/30/0X

Inspection/monitoring file

Acceptance and continuance of clients and
engagements

Engagement performance

Monitoring
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Chapter 5

SYSTEM OF QUALITY CONTROL FOR AN ALTERNATIVE
PRACTICE STRUCTURE
.92 An alternative practice structure, as referred to in this Practice Aid, is a nontraditional structure in
the practice of public accounting that contains an attest and a nonattest portion. Alternative practice
structures are described in Interpretation No. 101-14, "The Effect of Alternative Practice Structures on the
Applicability of Independence Rules," under Rule 101, Independence (ET section 101.16), and is included in
AAM section 11,280. The closely aligned CPA Firm has no Securities and Exchange Commission (SEC)
clients.19 This chapter describes quality control policies and procedures relevant to alternative practice
structures when certain portions of the CPA firm's system of quality control:
•

Reside at the non-CPA-owned entity, or

•

Operate in conjunction with the system of quality control of the non-CPA-owned entity.

Elements of quality control that might reside in a non-CPA-owned entity include:

•

Independence, integrity, and objectivity requirements.

•

Personnel management.

•

Monitoring.

This chapter describes quality control policies and procedures that should reside in the non-CPA-owned
entity or its affiliated companies, and are related to:
•

Independence, integrity, and objectivity.

•

Personnel management.

•

The monitoring of independence, integrity, objectivity, and personnel management.

These quality control policies and procedures are in addition to those that might reside in a closely aligned
CPA firm that may or may not perform audit services for issuers.

Independence, Integrity, and Objectivity
. 93 The objective of the independence, integrity, and objectivity element of a system of quality control is
to provide the firm with reasonable assurance that personnel maintain independence (in fact and in
appearance) in all required circumstances, perform all professional responsibilities with integrity, and
maintain objectivity in discharging professional responsibilities. A CPA firm that is closely aligned with a
non-CPA-owned entity satisfies this objective by ensuring that the non-CPA-owned entity establishes and
maintains the policies and procedures described in AAM section 11,200.94 to .96.
. 94 Policy 1: The non-CPA-owned entity adheres to applicable independence, integrity, and objectiv
ity requirements such as those in regulations, interpretations, and rules of the AICPA, state CPA societies,
state boards of accountancy, state statutes, and other applicable regulators. The non-CPA-owned entity
implements this policy by:
19 If the closely aligned CPA firm were to be engaged to perform audit services for an issuer, the non-CPA-owned entity or its
affiliated companies might need to revise their quality control policies and procedures to comply with Public Company Accounting
Oversight Board (PCAOB) standards and to reflect Securities and Exchange Commission (SEC) requirements applicable to audits of
issuers.
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•

Developing policies and procedures to ensure the independence of the CPA firm as required by the
applicable aforementioned regulators. (The non-CPA entity is required to be independent only in the
context of its alignment with the CPA firm; it does not perform any attest functions, so its inde
pendence is not relevant.)

•

Designating an officer to be responsible for providing guidance, answering questions, monitoring
compliance, and resolving matters concerning independence, integrity, and objectivity of the CPA
firm.

•

Determining when consultation with outside sources regarding independence, integrity, and objec
tivity matters is required.

•

Reviewing written representations from direct and indirect superiors20 and others as applicable, and
resolving potential independence, integrity, and objectivity matters.

•

Maintaining documentation of the resolution of independence, integrity, and objectivity matters.

•

Requiring entity personnel to obtain sufficient training and education to accomplish their responsi
bilities with respect to independence, integrity, and objectivity.

•

Obtaining from the CPA firm a current list of all entities with which firm personnel are prohibited
from having a business relationship.21

•

Obtaining written representations from personnel of the non-CPA-owned entity, upon hire and on
an annual basis, stating that they are familiar with and in compliance with the non-CPA-owned
entity's policies and procedures regarding independence, integrity, and objectivity.

. 95 Policy 2: Personnel of the non-CPA-owned entity are familiar with policies and procedures
regarding independence, integrity, and objectivity. The non-CPA-owned entity implements this policy by:
•

Providing all of its personnel with access to its policies and procedures and guidance materials related
to independence, integrity, and objectivity, for example, manuals, memoranda, and databases
containing professional and regulatory literature.

•

Advising personnel of the non-CPA-owned entity that the following financial or other relationships,
circumstances, or activities involving either individuals or entities may be prohibited:
— Business relationships with the CPA firm's clients or with non-clients that have investor or
investee relationships with the CPA firm's clients.

— Loans to and from the CPA firm's clients, including loans from the CPA firm's financial-institu
tion clients.
— Family members who are employed by the CPA firm's clients, or who serve as director, officer,
manager, or in other audit-sensitive positions with clients of the CPA firm, including not-forprofit organizations.

— Past due fees from the CPA firm's clients.
20 Direct superiors are defined to include those persons so closely associated with a partner or manager who is a covered member,
that such persons can directly control the activities of such partner or manager. For this purpose, a person who can directly control is
the immediate superior of the partner or manager who has the power to direct the activities of that person so as to be able to directly or
indirectly (for example, through another entity over which the direct superior can exercise significant influence) derive a benefit from
that person's activities. Examples would be the person who has day-to-day responsibility for the activities of the partner or manager
and is in a position to recommend promotions and compensation levels. Indirect superiors are those persons who are one or more levels
above direct superiors. Generally, this would start with persons in an organization structure to whom direct superiors report and go up
the line from there.
21 Examples of business relationships prohibited by independence standard-setting bodies such as the AICPA, U.S. Government
Accountability Office (GAO; formerly the General Accounting Office), and U.S. Department of Labor (DOL) because they might impair
independence include being an investor in a joint venture with a client, or serving as a board member on the board of an audit client.
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— Services in which the service provider assumes some of the responsibilities of client management.
— Performing bookkeeping services for Securities and Exchange Commission (SEC) clients of the
CPA firm.

— Client relationships with the non-CPA-owned entity in which the CPA firm leases employees,
facilities, and so on.
— Situations in which personnel of the non-CPA-owned entity act as promoters, underwriters,
voting trustees, directors, or officers of the CPA firm's clients.
— Direct and material financial interests in clients of the CPA firm.

— Material investments by the CPA firm's clients in the non-CPA-owned entity that allow the clients
to exercise significant influence over the non-CPA-owned entity.
•

Advising personnel of the non-CPA-owned entity during professional development meetings, in
memoranda, or in electronic communications of:

— All direct superiors, and all activities in which the firm is prohibited from engaging, as defined
in the firm's independence policies and procedures.22
— All indirect superiors, and all activities in which the firm is prohibited from engaging, as defined
by the non-CPA-owned entity's policies and procedures.
•

Obtaining client lists from the CPA firm to inform all personnel, on a timely basis, of clients of the
CPA firm to which independence policies apply.

•

Obtaining documented representations from all non-CPA-entity personnel, including those defined
as direct and indirect superiors or supervisors of affiliated issuers,23 upon hire and on an annual basis
thereafter, stating that they are familiar with and in compliance with policies and procedures
regarding independence, integrity, and objectivity.

•

Assigning responsibility for obtaining, maintaining, and reviewing those representations for com
pleteness, and resolving reported exceptions with the non-CPA-owned entity's chief executive.

•

Requiring the chief executive of the non-CPA-owned entity to review unpaid fees from clients of the
CPA firm to ascertain whether any outstanding amounts impair the CPA firm's independence.

. 96 Policy 3: The top-tier company24 maintains a system of quality control to ensure that its personnel
and indirect superiors25 adhere to all applicable independence, integrity, and objectivity requirements,
such as those in regulations, interpretations, and rules of the AICPA, state CPA societies, state boards of
accountancy, state statutes, and other applicable regulators. The non-CPA-owned entity implements this
policy by:

•

Designating an individual to be responsible for:
— Designing and directing the quality control activities at the top-tier company and disseminating
information to all subsidiaries and affiliated entities, all subsidiaries associated with CPA firms,
and all CPA firms closely aligned with company subsidiaries.

22 Examples of business relationships prohibited by independence standard-setting bodies such as the AICPA, GAO, and DOL
because they might impair independence include being an investor in a joint venture with a client that is material to the client, or
serving as a board member on the board of an audit client. Examples of prohibited activities include providing certain valuation and
information technology services to an audit client. Readers should refer to the rules of specific standard-setters to determine the extent
and relevance of any prohibition.
23 Affiliated issuers include the top-tier company and all entities consolidated in the top-tier company's financial statements.
Individuals in these entities are not in situations in which a direct superior can exercise significant influence.

24

The top-tier company is the parent company of the non-CPA-owned entity, which may be an issuer.

2-1 Indirect superiors generally are involved in regional management of direct superiors; thus, they need to adhere to requirements.
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— Maintaining documentation of the resolution of all independence, integrity, and objectivity
questions.
— Identifying significant shareholders qualifying as indirect superiors, and obtaining a comprehen
sive list of entities with which the indirect superiors are associated.

— Comparing the names of the indirect superiors and their associated entities with the list of attest
clients of CPA firms closely aligned with company subsidiaries to ensure that such individuals
or associated companies are not receiving attest services from associated CPA firms.
— Ensuring that indirect superiors review lists of all attest clients of CPA firms closely aligned with
company subsidiaries, and represent their independence.

— Reviewing all independence representations and resolving conflicts noted on those repre
sentations.
•

Providing all company personnel and indirect superiors with access to the company's policies and
procedures with respect to independence, integrity, and objectivity.

•

Maintaining a database, accessible to all company personnel including direct and indirect superiors,
of affiliated issuers and clients of CPA firms that are issuers and are closely aligned with the company
or its subsidiaries.

•

Obtaining written representations from all leased or per diem personnel26 and indirect superiors of
companies that provide leased or per diem personnel, upon hire and on an annual basis, stating that
they are familiar with and in compliance with the non-CPA-owned entity's policies and procedures
regarding independence, integrity, and objectivity and that they are independent with respect to the
associated CPA firm's attest clients.

•

Providing the CPA firm with a representation that all leased or per diem personnel and indirect
superiors are independent with respect to the CPA firm's attest clients.

Personnel Management
. 97 The objective of the personnel management element of a system of quality control is to provide the
non-CPA-owned entity with reasonable assurance that leased or per diem personnel have the characteristics
that will enable them to competently perform their assigned responsibilities for the CPA firm. Attributes or
qualities that enhance the capability of personnel who perform, supervise, or review work include integrity,
objectivity, intelligence, judgment, competence, experience, and motivation. A CPA firm closely aligned with
a non-CPA-owned entity satisfies this objective by ensuring that the non-CPA-owned entity establishes and
maintains the policies and procedures described in AAM section 11,200.98 through .100 with regard to its
leased or per diem personnel.

. 98 Policy 1: Leased or per diem personnel possess characteristics that enable them to competently
perform and review engagements. The non-CPA-owned entity implements this policy by:
•

Designating an individual to be responsible for hiring and managing human resources on behalf of
the CPA firm.

•

Reviewing the CPA firm's personnel requirements for attest engagements to ensure that sufficient
and capable staff persons are available to perform those engagements.

•

Establishing criteria for hiring professionals on behalf of the CPA firm that include the attributes,
achievements, and experiences desired in entry-level and experienced personnel. Such criteria should

26 Leased or per diem personnel are professional personnel who devote at least 25 percent of their time to performing attest
engagements, or who have partner- or manager-level responsibility for the overall supervision or review of such engagements.
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assist in evaluating (a) the personal characteristics of professionals, such as, integrity, competence,
and motivation, and (b) whether professionals can competently perform responsibilities within the
CPA firm. Guidelines should be established for the additional procedures to be performed when
hiring experienced personnel, such as performing background checks and inquiring about any
outstanding regulatory actions.
•

Establishing criteria for determining which individuals will be involved in interviewing and hiring
personnel on behalf of the CPA firm.

.99 Policy 2: Leased or per diem personnel participate in general and industry-specific continuing
professional education (CPE) and other professional activities that enable them to accomplish assigned
responsibilities and satisfy applicable CPE requirements of the AICPA, state CPA societies, state account
ancy boards, and other regulatory agencies. The non-CPA-owned entity implements this policy by:
•

Designating an individual to be responsible for CPE and professional development activities,
including maintaining CPE records and course material for leased and per diem personnel.

•

Establishing policies that require individuals performing audits, reviews, compilations, or attestation
engagements for the CPA firm to participate in CPE related to accounting and auditing.

•

Establishing policies requiring all leased or per diem personnel to be in compliance with the
professional education requirements of the boards of accountancy in states where they are licensed,
and with the AICPA, state societies, and other regulatory agencies, as applicable.

•

Establishing an orientation and training policy for new hires who will devote at least 25 percent of
their time to performing audits, reviews, compilations, or attestation engagements for the CPA firm,
or who will have partner- or manager-level responsibility for the overall supervision or review of
such engagements.

•

Ensuring that leased or per diem personnel are informed about changes in accounting and auditing
standards, independence, integrity, and objectivity requirements, and the CPA firm's technical
policies and procedures that are relevant to them.

•

Encouraging leased or per diem personnel to participate in other professional activities, such as
graduate-level courses, membership in professional organizations, and serving on professional
committees.

.100 Policy 3: Leased or per diem personnel who are selected for advancement have the qualifications
to accomplish the responsibilities they will be called upon to assume. Factors to consider include the
degree of technical training and proficiency required in the circumstances, and the nature and extent of
supervision of assignments relating to audits, reviews, compilations, or attestation engagements per
formed by the CPA firm. The non-CPA-owned entity implements this policy by:
•

Establishing a system for providing information to the CPA firm so that it can make appropriate
personnel decisions, such as assignments for audits, reviews, compilations, and attestation engage
ments.

•

Designating an individual to be responsible for:

— Establishing criteria for the evaluation and advancement of leased or per diem personnel,
including appropriate documentation.
— Making advancement and termination decisions, including identifying responsibilities and
requirements for evaluation at each professional level, and deciding who will prepare those
evaluations.
— Developing appropriate evaluation forms.

— Reviewing performance evaluations with personnel, discussing future objectives of the CPA firm
and the individual, and discussing assignment preferences.
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— Periodically evaluating owners of the CPA firm by means of peer evaluation or self-appraisal.
— Counseling leased or per diem personnel regarding their progress and career opportunities.
•

Establishing an arrangement with the CPA firm in which a supervisory-level individual of the CPA
firm is responsible for assisting the non-CPA-owned entity in making advancement and termination
decisions concerning leased or per diem personnel. This would include evaluating personnel needs,
establishing hiring objectives, and providing final approval.

•

Developing a system for evaluating the performance of leased or per diem personnel and advising
them of their progress.

Monitoring
.101 The objective of the monitoring element of a system of quality control is to provide the firm with
reasonable assurance that the policies and procedures relating to the other elements of quality control are
suitably designed and effectively applied. Monitoring is an ongoing consideration and evaluation process.
A CPA firm closely aligned with a non-CPA-owned entity satisfies this objective by ensuring that the
non-CPA-owned entity establishes and maintains the policies and procedures described in AAM section
11,200.102 and .103.

. 102 Policy 1: The non-CPA-owned entity considers and evaluates, on an ongoing basis, the relevance
and adequacy of its policies and procedures related to independence, integrity, and objectivity which are
applicable to all its personnel, and its personnel management policies and procedures applicable to leased
or per diem personnel. The non-CPA-owned entity implements this policy by designating qualified
individuals to be responsible for monitoring quality assurance, including:
•

Ensuring that the non-CPA-owned entity's quality control guidance is regularly updated to reflect
changes in professional standards related to independence, CPE, and other regulatory requirements
by:

— Implementing a system of ongoing monitoring of the effectiveness and appropriateness of
policies and procedures related to independence, objectivity, and integrity as applicable to all
personnel of the non-CPA-owned entity and compliance with those policies and procedures.
— Ensuring, on an ongoing basis, that guidance materials and any practice aids the non-CPA-owned
entity provides to the CPA firm are appropriately designed to assist the CPA firm in adhering
to quality control standards.

— Maintaining a system to ensure that the practice aids regarding independence and other technical
matters provided by the non-CPA-owned entity are updated to reflect current professional
standards and regulatory requirements, and are relevant to and effective for the CPA firm's
practice.
— Ensuring that the non-CPA-owned entity informs and provides guidance to leased or per diem
personnel regarding new professional standards, regulatory requirements, and related changes
to relevant CPA firm policies or practice aids.
.103 Policy 2: The non-CPA-owned entity considers and evaluates, on an ongoing basis, compliance
with its policies and procedures related to independence, integrity, and objectivity which are applicable
to all of its personnel, as well as personnel management policies and procedures applicable to leased or
per diem personnel. The non-CPA-owned entity implements this policy by having the designated qualified
individuals responsible for monitoring:
•

Consider and evaluate, on an ongoing basis, compliance with policies and procedures related to
independence, integrity, and objectivity, as applicable to all of its personnel, by:
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— Performing timely monitoring of policies and procedures, on an on-going basis, relating to
independence, integrity, and objectivity to evaluate compliance with those policies and proce
dures. The monitoring policies and procedures could include an internal audit function, ongoing
review by senior management, or engaging an independent CPA to examine and report on
compliance.
— Summarizing and communicating the results of the monitoring to all of its personnel, and
communicating any suggested changes to policies and procedures to the appropriate levels of
personnel in the non-CPA-owned entity.

— Correcting noted deficiencies based on the results of the monitoring to ensure compliance with
policies and procedures.
•

Engage an independent CPA to report on whether the top-tier company complied with its system of
quality control with respect to its policies and procedures for independence, integrity, and objectivity.
This engagement should be an attestation engagement performed annually under Chapter 1, "Attest
Engagements," of Statement on Standards for Attestation Engagements No. 1, Attestation Standards:
Revision and Recodification (AT section 101), as revised. See Policy 3 in AAM section 11,200.96 for
information about quality control policies and procedures at the top-tier firm.

AICPA Audit and Accounting Manual

AAM §11,200.103

11,248

Quality Control

68 9-05

.104

Glossary of Selected Terms
Accounting and auditing practice (attest practice). A practice that performs audit, attest, compilation,
review, and any other services for which standards have been established by the AICPA Auditing
Standards Board or the AICPA Accounting and Review Services Committee under Rules 201 or 202 of
the AICPA Code of Professional Conduct (ET sections 201 and 202). Although standards for other
engagements may be established by other AICPA technical committees, engagements performed in
accordance with those standards are not encompassed in the definition of an accounting and auditing
practice.

Firm. A form of organization permitted by law or regulation whose characteristics conform to resolutions
of the Council of the American Institute of Certified Public Accountants that is engaged in the practice
of public accounting. Except for purposes of applying Rule 101: Independence, the firm includes the
individual partners thereof.
Foreign-associated firm. A firm domiciled outside of the United States and its territories that is a member
of, correspondent with, or similarly associated with an international firm or international association of
firms.
Issuer. Paragraph 7 of Section 2, "Definitions," of the Sarbanes-Oxley Act of 2002 states, "The term 'issuer'
means an issuer (as defined in section 3 of the Securities Exchange Act of 1934 (15 U.S.C. 78c)), the
securities of which are registered under section 12 of that Act (15 U.S.C. 781), or that is required to file
reports under section 15(d) (15 U.S.C. 78o(d)), or that files or has filed a registration statement that has
not yet become effective under the Securities Act of 1933 (15 U.S.C. 77a et seq.), and that it has not
withdrawn."

Partner. A proprietor, shareholder, equity, or non-equity partner or any individual who assumes the risks
and benefits of firm ownership or who is otherwise held out by the firm to be the equivalent of any of
the aforementioned.
Personnel. All individuals who perform professional services for which the firm is responsible, whether or
not they are CPAs.
Policy. A definite course or method of action to guide and determine present and future decisions. It is a
guide to decision making under a given set of circumstances within the framework of a firm's objectives,
goals, and management philosophies.

Practitioner-in-charge. An individual who is responsible for supervising accounting, auditing, and attesta
tion engagements and signing or authorizing an individual to sign the accountant's report on such
engagements.

Procedure. A particular way of accomplishing something, an established way of doing things, a series of
steps followed in a definite regular order. It provides for a consistent and repetitive approach to actions.

Terms Related to Alternative Practice Structures
For additional information about these terms, see Interpretation No. 101-14 of Rule 101, Independence, "The Effect
of Alternative Practice Structures on the Applicability of Independence Rules" (ET section 101.16), reprinted in AAM
section 11,280.
Alternative practice structure. A nontraditional structure in the practice of public accounting consisting of
an attest and a nonattest portion of the practice. The attest portion is conducted through a firm owned
and controlled by CPAs. The nonattest portion is conducted through a separate issuer or nonissuer firm
owned and controlled by individuals who are not CPAs.
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Direct superiors. Those persons so closely associated with a partner or manager who is a covered
member,1 that such persons can directly control the activities of such partner or manager. For this
purpose, a person who can directly control is the immediate superior of the partner or manager who has
the power to direct the activities of that person so as to be able to directly or indirectly (for example,
through another entity over which the direct superior can exercise significant influence) derive a benefit
from that person's activities. Examples would be the person who has day-to-day responsibility for the
activities of the partner or manager and is in a position to recommend promotions and compensation
levels.
Indirect superiors. Those persons who are one or more levels above direct superiors. Generally, this would
start with persons in an organization structure to whom direct superiors report and go up the line from
there.

Leased or per diem personnel. Professional personnel who devote at least 25 percent of their time to attest
functions, or who have partner- or manager-level responsibility for the overall supervision or review of
attest engagements.
Nonattest portion of the practice. All services other than audit, attest, compilation, review, and other
services performed under standards established by the AICPA Auditing Standards Board or the AICPA
Accounting and Review Services Committee pursuant to Rules 201 or 202 of the AICPA Code of
Professional Conduct.
Non-CPA-owned entity. An entity with which a CPA firm is closely aligned through common employment,
leasing of employees, equipment, facilities, or other similar arrangements.

Top-tier company. The parent company of a non-CPA-owned entity, which may be an issuer.

[The next page is 11,261.]

1 The term covered member is defined in AICPA Code of Professional Conduct, "Definitions" (ET section 92.06). A covered member is:
a. An individual on the attest engagement team;
b. An individual in a position to influence the attest engagement;
c. A partner or manager who provides nonattest services to the attest client beginning once he or she provides ten hours of
nonattest services to the client within any fiscal year and ending on the later of the date (i) the firm signs the report on the
financial statements for the fiscal year during which those services were provided or (ii) he or she no longer expects to provide
ten or more hours of nonattest services to the attest client on a recurring basis;
d. A partner in the office in which the lead attest engagement partner primarily practices in connection with the attest engage
ment;
e. The firm, including the firm's employee benefit plans; or
f. An entity whose operating, financial, or accounting policies can be controlled (as defined by generally accepted accounting
principles [GAAP] for consolidation purposes) by any of the individuals or entities described in (a) through (e) or by two or
more such individuals or entities if they act together.
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AAM Section 11,250

Statements on Quality Control Standards
Statements on Quality Control Standards are issued by the Auditing Standards Board. Firms that are enrolled in an
Institute-approved practice-monitoring program are obligated to adhere to quality control standards established by the
Institute.

Statement on Quality Control Standards No. 2, System of Quality
Control for a CPA Firm's Accounting and Auditing Practice
(QC Section 20), as Amended
.01

(Supersedes Statement on Quality Control Standards No. 1 and its Interpretations)

Introduction and Applicability
.01 This Statement provides that a CPA firm shall have a system of quality control for its
accounting and auditing practice and describes elements of quality control and other matters
essential to the effective design, implementation, and maintenance of the system.

.02 The AICPA Principles of Professional Conduct provide, among other things, that
"members should practice in firms that have in place internal quality-control procedures to
ensure that services are competently delivered and adequately supervised."1 Because of the
public interest in the services provided by and the reliance placed on the objectivity and
integrity of CPAs, this Statement provides that a CPA firm shall have a system of quality
control for its accounting and auditing practice.2
1 AICPA Code of Professional Conduct, "Article VI—Scope and Nature of Services" (ET section 57.03).
2 Accounting and auditing practice refers to all audit, attest, accounting and review, and other services for which
standards have been established by the AICPA Auditing Standards Board or the AICPA Accounting and Review
Services Committee under rule 201 or 202 of the AICPA Code of Professional Conduct (ET sections 201 and
202). Standards may also be established by other AICPA senior technical committees; engagements that are
performed in accordance with those standards are not encompassed in the definition of an accounting and
auditing practice.

System of Quality Control
.03 A firm3 has a responsibility to ensure that its personnel4 comply with the professional
standards applicable to its accounting and auditing practice. A system of quality control is
broadly defined as a process to provide the firm with reasonable assurance that its personnel
comply with applicable professional standards and the firm's standards of quality.5 The
policies and procedures designed to implement the system in one segment of a firm's
practice may be the same as, different from, or interrelated with the policies and procedures
designed for another segment, but the purpose of the system is the same for all segments of
a firm's practice.
3 A firm is defined in the AICPA Code of Professional Conduct as a "form of organization permitted by state law
or regulation whose characteristics conform to resolutions of Council that is engaged in the practice of public
accounting, including the individual owners thereof" (ET section 92.05).
4 The term personnel refers to all individuals who perform professional services for which the firm is responsible,
whether or not they are CPAs.
5 Deficiencies in individual audit, attest, review, and compilation engagements do not, in and of themselves,
indicate that the firm's system of quality control is insufficient to provide it with reasonable assurance that its
personnel comply with applicable professional standards.
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.04 A firm's system of quality control encompasses the firm's organizational structure and
the policies adopted and procedures established to provide the firm with reasonable
assurance of complying with professional standards. The nature, extent, and formality of a
firm's quality control policies and procedures should be appropriately comprehensive and
suitably designed in relation to the firm's size, the number of its offices, the degree of
authority allowed its personnel and its offices, the knowledge and experience of its person
nel, the nature and complexity of the firm's practice, and appropriate cost-benefit consid
erations.
.05 Any system of quality control has inherent limitations that can reduce its effectiveness.
Variance in an individual's performance and understanding of (fl) professional requirements
or (b) the firm's quality control policies and procedures affects the degree of compliance with
a firm's prescribed quality control policies and procedures and, therefore, the effectiveness
of the system.
.06 The system of quality control should provide the firm with reasonable assurance that
the segments of the firm's engagements performed by its foreign offices or by its domestic
or foreign affiliates or correspondents are performed in accordance with professional
standards in the United States when such standards are applicable.

Quality Control Policies and Procedure

Elements of Quality Control
.07 The quality control policies and procedures applicable to a firm's accounting and
auditing practice should encompass the following elements:
a. Independence, Integrity, and Objectivity

b. Personnel Management

c. Acceptance and Continuance of Clients and Engagements
d. Engagement Performance

e. Monitoring
.08 The elements of quality control are interrelated. For example, the maintenance of
Integrity, Objectivity, and, where required, Independence requires a continuing assessment of
client relationships. Similarly, the element of Personnel Management encompasses criteria for
professional development, hiring, advancement, and assignment of the firm's personnel to
engagements, which affect policies and procedures developed to meet the objectives of the
quality control element of Engagement Performance. Similarly, policies and procedures for
the quality control element of Monitoring are established to provide the firm with reasonable
assurance that the policies and procedures related to each of the other elements of quality
control are suitably designed and are being effectively applied.

Independence, Integrity, and Objectivity
.09 Policies and procedures should be established to provide the firm with reasonable
assurance that personnel maintain independence (in fact and in appearance) in all required
circumstances,6 perform all professional responsibilities with integrity, and maintain objec
tivity in discharging professional responsibilities.
6 Independence requirements are set forth in Rule 101 of the AICPA Code of Professional Conduct (ET section
101) and the rules of applicable regulatory agencies such as state boards of accountancy, the Securities and
Exchange Commission, the U.S. General Accounting Office [now the U.S. Government Accountability Office], and
the U.S. Department of Labor.
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.10 Independence, Integrity, and Objectivity are defined and more fully described in the
AICPA Code of Professional Conduct (the Code) and AU section 220, Independence. Rules
101 and 102 of the Code, and the related Interpretations and Rulings (ET sections 101,102,
and 191) contain examples of instances wherein a member's independence, integrity, and
objectivity will be considered to be impaired. Independence encompasses an impartiality that
recognizes an obligation for fairness not only to management and owners of a business but
also to those who may otherwise use the firm's report. The firm and its personnel must be
free from any obligation to or interest in the client, its management, or its owners.7 Integrity
requires personnel to be honest and candid within the constraints of client confidentiality.
Service and the public trust should not be subordinated to personal gain and advantage.
Objectivity is a state of mind and a quality that lends value to a firm's services. The principle
of objectivity imposes the obligation to be impartial, intellectually honest, and free of
conflicts of interest.
7 See AU section 220.02.

Personnel Management
.11 A firm's quality control system depends heavily on the proficiency of its personnel. In
making assignments, the nature and extent of supervision to be provided should be
considered. Generally, the more able and experienced the personnel assigned to a particular
engagement, the less direct supervision is needed.

.12 The quality of a firm's work ultimately depends on the integrity, objectivity, intelli
gence, competence, experience, and motivation of personnel who perform, supervise, and
review the work. Thus, a firm's personnel management policies and procedures factor into
maintaining such quality.
.13 Personnel Management encompasses hiring, assigning personnel to engagements, pro
fessional development, and advancement activities. Accordingly, policies and procedures
should be established to provide the firm with reasonable assurance that—

a. Those hired possess the appropriate characteristics to enable them to perform compe
tently.
b. Work is assigned to personnel having the degree of technical training and proficiency
required in the circumstances.

c. Personnel participate in general and industry-specific continuing professional educa
tion and other professional development activities that enable them to fulfill responsi
bilities assigned, and satisfy applicable continuing professional education requirements
of the AICPA and regulatory agencies.8

d. Personnel selected for advancement have the qualifications necessary for fulfillment of
the responsibilities they will be called on to assume.
8 Regulatory agencies that have established continuing education requirements include state boards of
Accountancy and the U.S. General Accounting Office [now the U.S. Government Accountability Office].

Acceptance and Continuance of Clients and Engagements
.14 Policies and procedures should be established for deciding whether to accept or
continue a client relationship and whether to perform a specific engagement for that client.
Such policies and procedures should provide the firm with reasonable assurance that the
likelihood of association with a client whose management lacks integrity is minimized.
Establishing such policies and procedures does not imply that a firm vouches for the
integrity or reliability of a client, nor does it imply that a firm has a duty to any person or
entity but itself with respect to the acceptance, rejection, or retention of clients. However,
prudence suggests that a firm be selective in determining its client relationships and the
professional services it will provide.
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.15 Such policies and procedures should also provide reasonable assurance that the firm—
a. Undertakes only those engagements that the firm can reasonably expect to be com
pleted with professional competence.
b. Appropriately considers the risks associated with providing professional services in
the particular circumstances.

.16 To minimize the risk of misunderstandings regarding the nature, scope, and limitations
of the services to be performed, policies and procedures should provide for obtaining an
understanding with the client regarding those services. Professional standards may provide
guidance in deciding whether the understanding should be oral or written.

Engagement Performance
.17 Policies and procedures should be established to provide the firm with reasonable
assurance that the work performed by engagement personnel meets applicable professional
standards, regulatory requirements, and the firm's standards of quality.
.18 Policies and procedures for Engagement Performance encompass all phases of the design
and execution of the engagement. To the extent appropriate and as required by applicable
professional standards, these policies and procedures should cover planning, performing,
supervising, reviewing, documenting, and communicating the results of each engagement.
Where applicable, these policies and procedures should also address the concurring partner
review requirements applicable to SEC engagements as set forth in membership require
ments of the SEC Practice Section of the AICPA.
.19 Policies and procedures should also be established to provide reasonable assurance that
personnel refer to authoritative literature or other sources and consult, on a timely basis,
with individuals within or outside the firm, when appropriate (for example, when dealing
with complex, unusual, or unfamiliar issues). Individuals consulted should have appropri
ate levels of knowledge, competence, judgment, and authority. The nature of the arrange
ments for consultation depends on a number of factors, including the size of the firm and
the levels of knowledge, competence, and judgment possessed by the persons performing
the work.

Monitoring
.20 Policies and procedures should be established to provide the firm with reasonable
assurance that the policies and procedures established by the firm for each of the other
elements of quality control described in paragraphs .07 through .19 are suitably designed
and are being effectively applied.9 Monitoring involves an ongoing consideration and
evaluation of the—
a. Relevance and adequacy of the firm's policies and procedures.
b. Appropriateness of the firm's guidance materials and any practice aids.

c. Effectiveness of professional development activities.
d. Compliance with the firm's policies and procedures. When monitoring, the effects of
the firm's management philosophy and the environment in which the firm practices
and its clients operate should be considered.
9 See QC section 30.

Administration of a Quality Control System
.21 To provide reasonable assurance that the firm's quality control system achieves its
objectives, appropriate consideration should be given to the assignment of quality control
responsibilities within the firm, the means by which quality control policies and procedures
are communicated, and the extent to which the policies and procedures and compliance
therewith should be documented.
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Assignment of Responsibilities
.22 Responsibility for the design and maintenance of the various quality control policies and
procedures should be assigned to an appropriate individual or individuals in the firm. In
making that assignment, consideration should be given to the proficiency of the individuals,
the authority to be delegated to them, and the extent of supervision to be provided.
However, all of the firm's personnel are responsible for complying with the firm's quality
control policies and procedures.

Communication
.23 A firm should communicate its quality control policies and procedures to its personnel
in a manner that provides reasonable assurance that those policies and procedures are
understood and complied with. The form and extent of such communications should be
sufficiently comprehensive to provide the firm's personnel with an understanding of the
quality control policies and procedures applicable to them. In addition, a firm should
establish a means of communicating its established quality control policies and procedures,
and the changes thereto, to appropriate personnel on a timely basis.

Documentation of Quality Control Policies and Procedures
.24 The size, structure, and nature of the practice of the firm should be considered in determin
ing whether documentation of established quality control policies and procedures is required
for effective communication and, if so, the extent of such documentation. For example, docu
mentation of established quality control policies and procedures would generally be expected
to be more extensive in a large firm than in a small firm and in a multioffice firm than in a
single-office firm. Although communication ordinarily is enhanced if it is in writing, the
effectiveness of a firm's system of quality control is not necessarily impaired by the absence of
documentation of established quality control policies and procedures.

Documentation of Compliance With Quality Control Policies and Procedures
.25 A firm should prepare appropriate documentation to demonstrate compliance with its
policies and procedures for the quality control system discussed herein. The form and
content of such documentation is a matter of judgment and depends on a number of factors,
such as the size of a firm, the number of offices, the degree of authority allowed its personnel
and its offices, the nature and complexity of the firm's practice, its organization, and
appropriate cost-benefit considerations. Documentation should be retained for a period of
time sufficient to enable those performing monitoring procedures and a peer review to
evaluate the extent of the firm's compliance with its quality control policies and procedures.

Effective Date
.26 The provisions of this Statement are applicable to a CPA firm's system of quality control
for its accounting and auditing practice as of January 1,1997.

Statement on Quality Control Standards No. 3, Monitoring a CPA
Firm's Accounting and Auditing Practice (QC Section 30)
.02

Introduction
.01 This Statement provides guidance on how a CPA firm implements the monitoring

element of a quality control system in its accounting and auditing practice.1
1 Accounting and auditing practice refers to all audit, attest, accounting and review, and other services for which
standards have been established by the AICPA Auditing Standards Board or the AICPA Accounting and Review
Services Committee under rule 201 or 202 of the AICPA Code of Professional Conduct (ET sections 201 and 202).
Standards may also be established by other AICPA senior technical committees; engagements that are performed
in accordance with those standards are not encompassed in the definition of an accounting and auditing practice.
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.02 Statement on Quality Control Standards No. 2, System of Quality Control for a CPA Firm's
Accounting and Auditing Practice, describes Monitoring as one of the five elements of quality
control. It provides that a CPA firm2 should establish policies and procedures to provide the
firm with reasonable assurance that the policies and procedures relating to each of the other
elements of quality control are suitably designed and are being effectively applied. Moni
toring involves an ongoing consideration and evaluation of the—

a. Relevance and adequacy of the firm's policies and procedures.
b. Appropriateness of the firm's guidance materials and any practice aids.

c. Effectiveness of professional development activities.

d. Compliance with the firm's policies and procedures.
When monitoring, the effects of the firm's management philosophy and the environment in
which the firm practices and its clients operate should be considered.
2 A firm is defined in the AICPA Code of Professional Conduct as a "form of organization permitted by state law
or regulation whose characteristics conform to resolutions of Council that is engaged in the practice of public
accounting, including the individual owners thereof" (ET section 92.05).

Monitoring Procedures
.03 Monitoring procedures taken as a whole should enable the firm to obtain reasonable
assurance that its system of quality control is effective. Procedures that provide the firm
with a means of identifying and communicating circumstances that may necessitate changes
to or the need to improve compliance with the firm's policies and procedures contribute to
the monitoring element. A firm's monitoring procedures may include—
• Inspection procedures. (See paragraphs .04 through .07.)

• Preissuance or postissuance review of selected engagements. (See paragraphs .08 and
.09.)
• Analysis and assessment of—
— New professional pronouncements.
— Results of independence confirmations.
— Continuing professional education and other professional development activities
undertaken by firm personnel.3
— Decisions related to acceptance and continuance of client relationships and engage
ments.

— Interviews of firm personnel.
• Determination of any corrective actions to be taken and improvements to be made in
the quality control system.

• Communication to appropriate firm personnel of any weaknesses identified in the
quality control system or in the level of understanding or compliance therewith.
• Follow-up by appropriate firm personnel to ensure that any necessary modifications
are made to the quality control policies and procedures on a timely basis.
3 The term personnel refers to all individuals who perform professional services for which the firm is responsible,
whether or not they are CPAs.

.04 Inspection procedures evaluate the adequacy of the firm's quality control policies and
procedures, its personnel's understanding of those policies and procedures, and the extent
of the firm's compliance with its quality control policies and procedures. Inspection proce
dures contribute to the monitoring function because findings are evaluated and changes in
or clarifications of quality control policies and procedures are considered.
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.05 The need for and extent of inspection procedures depends in part on the existence and
effectiveness of the other monitoring procedures. Factors to be considered in determining
the need for and extent of inspection procedures include, but are not limited to—

• The nature, complexity, and diversity of, and the risks associated with, the firm's
practice.
• The firm's size, number of offices, degree of authority allowed its personnel and its
offices, and organizational structure.

• The results of recent practice reviews4 and previous inspection procedures.
• Appropriate cost-benefit considerations.5
4 Practice reviews include, but are not limited to, peer reviews performed under standards established by the
AICPA and reviews conducted by regulatory agencies.
5 Although appropriate cost-benefit considerations may be considered in determining the need for and extent of
inspection procedures, a firm must still effectively monitor its practice.

.06 The nature of inspection procedures will vary based on the firm's quality control
policies and procedures and the effectiveness and results of other monitoring procedures.
The adequacy of and compliance with a firm's quality control system are evaluated by
performing such inspection procedures as—

• Review of selected administrative and personnel records pertaining to the quality
control elements.
• Review of engagement working papers, reports, and clients' financial statements. (See
also paragraphs .08 and .09.)

• Discussions with the firm's personnel.
• Summarization of the findings from the inspection procedures, at least annually, and
consideration of the systemic causes of findings that indicate improvements are needed.
• Determination of any corrective actions to be taken or improvements to be made with
respect to the specific engagements reviewed or the firm's quality control policies and
procedures.

• Communication of the identified findings to appropriate firm management personnel.
• Consideration of inspection findings by appropriate firm management personnel who
should also determine that any actions necessary, including necessary modifications to
the quality control system, are taken on a timely basis.
Inspection procedures with respect to the engagement performance element of a quality
control system are particularly appropriate in a firm with more than a limited number of
management-level individuals6 responsible for the conduct of its accounting and auditing
practice.
6 The term management-level individual refers to all owners of a firm and other individuals within the firm with a
managerial position as described in Interpretation No. 101-9 of the Code of Professional Conduct (ET section
101.11).

.07 Inspection procedures may be performed at a fixed time(s) during the year covering a
specified period(s) of time or as part of ongoing quality control procedures, or a combination
thereof.
.08 Procedures for carrying out preissuance or postissuance review of engagement working
papers, reports, and clients' financial statements by a qualified management-level
individual (or by a qualified individual under his or her supervision) may be considered
part of the firm's monitoring procedures provided that those performing or supervising such
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preissuance or postissuance reviews are not directh/ associated with the performance of the
engagement. Such preissuance or postissuance review procedures may constitute inspection
procedures provided—

a. The review is sufficiently comprehensive to enable the firm to assess compliance with all
applicable professional standards and the firm's quality control policies and procedures.
b. Findings of such reviews that may indicate the need to improve compliance with or
modify the firm's quality control policies and procedures are periodically summarized,
documented, and communicated to the firm's management personnel having the
responsibility and authority to make changes in those policies and procedures.

c. The firm's management personnel consider on a timely basis the systemic causes of findings
that indicate improvements are needed and determine appropriate actions to be taken.
d. The firm implements on a timely basis such planned actions, communicates changes
to personnel who might be affected, and follows up to determine that the planned
actions were taken.

A preissuance and, except as described in paragraph .09, a postissuance review of engage
ment working papers, reports, and clients' financial statements by the person with final
responsibility for the engagement does not constitute a monitoring procedure.

.09 In small firms with a limited number of qualified management-level individuals,
postissuance review of engagement working papers, reports, and clients' financial state
ments by the person with final responsibility for the engagement may constitute inspection
procedures, provided the provisions in paragraph .08a-d are followed. (See also paragraph .11.)

Monitoring in Small Firms With a Limited Number of
Management-Level Individuals
.10 In small firms with a limited number of management-level individuals, monitoring
procedures may need to be performed by some of the same individuals who are responsible
for compliance with the firm's quality control policies and procedures. To effectively
monitor one's own compliance with the firm's policies and procedures, an individual must
be able to critically review his or her own performance, assess his or her own strengths and
weaknesses, and maintain an attitude of continual improvement. Changes in conditions and
in the environment within the firm (such as obtaining clients in an industry not previously
serviced or significantly changing the size of the firm) may indicate the need to have quality
control policies and procedures monitored by another qualified individual.

.11 The performance of inspection procedures in firms with a limited number of manage
ment-level individuals can assist the firm in the monitoring process. An individual inspect
ing his or her own compliance with a quality control system may be inherently less effective
than having such compliance inspected by another qualified individual. When one individ
ual inspects his or her own compliance, the firm may have a higher risk that noncompliance
with policies and procedures will not be detected. Accordingly, a firm in this circumstance
may find it beneficial to engage a qualified individual from outside the firm to perform
inspection procedures.

The Relationship of Peer Review to Monitoring
.12 A peer review does not substitute for monitoring procedures. However, since the
objective of a peer review is similar to that of inspection procedures, a firm's quality control
policies and procedures may provide that a peer review conducted under standards
established by the AICPA may substitute for some or all of its inspection procedures for the
period covered by the peer review.

Effective Date
.13 The provisions of this Statement are applicable to a CPA firm's system of quality control
for its accounting and auditing practice as of January 1,1997.
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Statement on Quality Control Standards No. 5, The Personnel
Management Element of a Firm's System of Quality
Control—Competencies Required by a Practitioner-in-Charge of an
Attest Engagement (QC Section 40)
.03

Introduction
.01 Statement on Quality Control Standards No. 2, System of Quality Control for a CPA Firm's
Accounting and Auditing Practice (QC section 20), provides that a CPA firm shall have a
system of quality control for its accounting and auditing practice1 that should encompass
the following elements:

a. Independence, integrity, and objectivity
b. Personnel management

c. Acceptance and continuance of clients and engagements

d. Engagement performance
e. Monitoring
1 Accounting and auditing practice refers to all accounting, audit, and attestation services for which standards have
been established by the AICPA Auditing Standards Board or the AICPA Accounting and Review Services
Committee under rule 201 or 202 of the AICPA Code of Professional Conduct (ET sections 201 and 202).
Standards may also be established by other AICPA senior technical committees; engagements that are
performed in accordance with those standards are not encompassed in the definition of an accounting, auditing,
and attestation practice.

The Personnel Management Element of Quality Control
.02 Personnel Management encompasses hiring, assigning personnel to engagements, pro
fessional development, and advancement activities. Accordingly, policies and procedures
should be established to provide the firm with reasonable assurance that—

a. Those hired possess the appropriate characteristics to enable them to perform compe
tently. Examples of such characteristics may include meeting minimum academic
requirements established by the firm, maturity, integrity, and leadership traits.
b. Work is assigned to personnel having the degree of technical training and proficiency
required in the circumstances.

c. Personnel participate in general and industry-specific continuing professional educa
tion and other professional development activities that enable them to fulfill responsi
bilities assigned, and satisfy applicable continuing professional education requirements
of the AICPA, and regulatory agencies.2

d. Personnel selected for advancement have the qualifications necessary for fulfillment of
the responsibilities they will be called on to assume.
2 Regulatory agencies that have established continuing education requirements include state boards of
accountancy and the U.S. General Accounting Office [now the U.S. Government Accountability Office],

.03 This Statement clarifies the requirements of the personnel management element of a
firm's system of quality control. In light of the significant responsibilities during the
planning and performance of accounting, auditing, and attestation engagements of indi
viduals who are responsible for supervising accounting, auditing, and attestation engage
ments and signing or authorizing an individual to sign the accountants report on such
engagements, a firm's policies and procedures related to the items noted in paragraph .02
above should be designed to provide a firm with reasonable assurance that such individuals
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possess the kinds of competencies that are appropriate given the circumstances of individual
client engagements. For purposes of this standard, such an individual is referred to as the
practitioner-in-charge of the engagement.

Competencies
.04 Competencies are the knowledge, skills, and abilities that enable a practitioner-incharge to be qualified to perform an accounting, auditing, or attestation engagement. A firm
is expected to determine the kinds of competencies that are necessary in the individual
circumstances. Competencies are not measured by periods of time because such a quantita
tive measurement may not accurately reflect the kinds of experiences gained by a practi
tioner in any given time period. Accordingly, for purposes of this Statement, a measure of
overall competency is qualitative rather than quantitative.

Gaining Competencies
.05 A firm's policies and procedures would ordinarily require a practitioner-in-charge of
an engagement to gain the necessary competencies through recent experience in accounting,
auditing, and attestation engagements. In some cases, however, a practitioner-in-charge will
have obtained the necessary competencies through disciplines other than the practice of
public accounting, such as in relevant industry, governmental, and academic positions. If
necessary, the experience of the practitioner-in-charge should be supplemented by continu
ing professional education (CPE) and consultation. The following are examples.

• A practitioner-in-charge of an engagement whose recent experience has consisted
primarily in providing tax services may acquire the competencies necessary in the circum
stances to perform a compilation or review engagement by obtaining relevant CPE.
• A practitioner-in-charge of an engagement who did not have any experience in auditing
the financial statements of a public company and only possessed recent prior experience
in auditing the financial statements of nonpublic entities may develop the necessary
competencies by obtaining relevant CPE related to SEC rules and regulations and
consulting with other practitioners who possess relevant knowledge related to SEC
rules and regulations.
• A practitioner-in-charge of an engagement who did not have any experience in auditing
the financial statements of a public company but possessed prior public accounting
practice experience auditing financial statements of nonpublic entities and who also has
relevant experience as the controller of a public company may have the necessary
competencies in the circumstances.
• A practitioner-in-charge of an engagement whose actual experience consists of perform
ing review and compilation engagements may be able to obtain the necessary compe
tencies to perform an audit by becoming familiar with the industry in which the client
operates, obtaining continuing professional education relating to auditing, and/or
using consulting sources during the course of performing the audit engagement.

• A person in academia might obtain the necessary competencies to perform accounting,
auditing or attestation engagements by (a) obtaining specialized knowledge through
teaching or authorship of research projects or similar papers, and (b) a rigorous self
study program or by engaging a consultant to assist on such engagements.
. 06 Regardless of the manner in which a particular competency is gained, a firm's quality
control policies and procedures should be adequate to provide reasonable assurance that a
practitioner-in-charge of an engagement possesses the competencies necessary to fulfill his
or her engagement responsibilities.
. 07 The nature and extent of competencies established by a firm that are expected of the
practitioner-in-charge of an engagement should be based on the characteristics of a particu
lar client, industry, and the kind of service being provided. For example, the following
should be considered.
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• The competencies expected of a practitioner-in-charge of an engagement to compile
financial statements would be different than those expected of a practitioner engaged
to review or audit financial statements.

• Supervising engagements and signing or authorizing others to sign reports for clients
in certain industries or engagements, such as financial services, governmental, or
employee benefit plan engagements, would require different competencies than what
would be expected in performing attest services for clients in other industries.
• The practitioner-in-charge of an engagement to audit the financial statements of a public
company would be expected to have certain technical proficiency in SEC reporting
requirements, while a practitioner-in-charge who is not assigned to the audits of public
companies would not need to be proficient in this area. This would include, for example,
experience in the industry and appropriate knowledge of SEC and ISB rules and
regulations, including accounting and independence standards.

• The practitioner-in-charge of an attestation engagement to examine management's
assertion about the effectiveness of an entity's internal control over financial reporting
would be expected to have certain technical proficiency in understanding and evaluat
ing the effectiveness of controls, while a practitioner-in-charge of an attestation engage
ment to examine investment performance statistics would be expected to have different
competencies, including an understanding of the subject matter of the underlying
assertion.

Competencies Expected in Performing Accounting, Auditing,
and Attestation Engagements
. 08 In practice, the kinds of competency requirements that a firm should establish for the
practitioner-in-charge of an engagement are necessarily broad and varied in both their
nature and number. However, the firm's quality control policies and procedures should
ordinarily address the following competencies for the practitioner-in-charge of an engage
ment. Firms policies and procedures should also address other competencies as necessary
in the circumstances.
a. Understanding of the Role of a System of Quality Control and the Code of Professional Conduct—
Practitioners-in-charge of an engagement should possess an understanding of the role
of a firm's system of quality control and the AICPA's Code of Professional Conduct,
both of which play critical roles in assuring the integrity of the various kinds of
accountant's reports.
b. Understanding of the Service to Be Performed—Practitioners-in-charge of an engagement
should possess an understanding of the performance, supervision, and reporting
aspects of the engagement, which is normally gained through actual participation in
that kind of engagement under appropriate supervision.

c. Technical Proficiency—Practitioners-in-charge of an engagement should possess an un
derstanding of the applicable accounting, auditing, and attest professional standards
including those standards directly related to the industry in which a client operates and
the kinds of transactions in which a client engages.
d. Familiarity With the Industry—To the extent required by professional standards appli
cable to the kind of service being performed, practitioners-in-charge of an engagement
should possess an understanding of the industry in which a client operates. In perform
ing an audit or review of financial statements, this understanding would include an
industry's organization and operating characteristics sufficient to identify areas of high
or unusual risk associated with an engagement and to evaluate the reasonableness of
industry specific estimates.
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e. Professional Judgment—Practitioners-in-charge of an engagement should possess skills
that indicate sound professional judgment. In performing an audit or review of financial
statements, such skills would typically include the ability to exercise professional
skepticism and identify areas requiring special consideration including, for example,
the evaluation of the reasonableness of estimates and representations made by man
agement and the determination of the kind of report necessary in the circumstances.
f. Understanding the Organization's Information Technology Systems—Practitioners-incharge of an audit engagement should have an understanding of how the organization
is dependent on or enabled by information technologies; and the manner in which
information systems are used to record and maintain financial information.

Interrelationship of Competencies and Other Elements of a
Firm's System of Quality Control
.09 The competencies listed above are interrelated and gaining one particular competency
may be related to achieving another. For example, familiarity with the client's industry
interrelates with a practitioner's ability to make professional judgments relating to the client.

.10 In establishing policies and procedures related to the nature of competencies needed
by the practitioner-in-charge of an engagement, a firm may need to consider the require
ments of policies and procedures established for other elements of quality control. For
example, a firm would consider its requirements related to engagement performance in
determining the nature of any competency requirements that assess the degree of technical
proficiency necessary in a given set of circumstances.

The Relationship of the Competency Requirement of the Uniform Accountancy
Act to the Personnel Management Element of Quality Control
.11 The Uniform Accountancy Act (UAA) is a model legislative statute and related admin
istrative rules that the AICPA and the National Association of State Boards of Accountancy
(NASBA) designed to provide a uniform approach to the regulation of the accounting
profession. CPAs are not required to follow the provisions of the UAA itself but rather the
accountancy laws of the individual licensing jurisdictions in the United States governing the
practice of public accounting, which may have adopted the UAA in whole or in part. The
UAA provides that "any individual licensee who is responsible for supervising attest or
compilation services and signs or authorizes someone to sign the accountant's report on the
financial statements on behalf of the firm shall meet the competency requirements set out
in the professional standards for such services." A firm's compliance with this Statement is
intended to enable a practitioner who performs the services described in the preceding
sentence on the firm's behalf to meet this competency requirement; however, this State
ment's applicability is broader than what is required by the UAA since the definition of an
accounting and auditing practice in quality control standards encompasses a wider range
of attest engagements.

Effective Date
.12 The provisions of this Statement are applicable to a CPA firm's system of quality control
for its accounting and auditing practice as of June 30, 2000. Earlier implementation is
encouraged.
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AAM Section 11,280
Interpretation No. 101-14 of
Rule 101, Independence
Interpretation No. 101-14 of Rule 101, Independence: "The Effect of
Alternative Practice Structures on the Applicability of Independence
Rules" (ET Section 101.16)
.01
Because of changes in the manner in which members* are structuring their practices, the
AICPA's professional ethics executive committee (PEEC) studied various alternatives to
"traditional structures" to determine whether additional independence requirements are
necessary to ensure the protection of the public interest.
Terms shown in boldface type upon first usage in this interpretation are defined in ET section 92, Definitions.

In many "nontraditional structures," a substantial (the nonattest) portion of a member's
practice is conducted under public or private ownership, and the attest portion of the
practice is conducted through a separate firm owned and controlled by the member. All
such structures must comply with applicable laws, regulations, and Rule 505, Form of
Organization and Name [ET section 505.011. In complying with laws, regulations, and rule 505
[ET section 505.01], many elements of quality control are required to ensure that the public
interest is adequately protected. For example, all services performed by members and
persons over whom they have control must comply with standards promulgated by AICPA
Council-designated bodies, and, for all other firms providing attest services, enrollment is
required in an AICPA-approved practice-monitoring program. Finally, and importantly,
the members are responsible, financially and otherwise, for all the attest work performed.
Considering the extent of such measures, PEEC believes that the additional independence
rules set forth in this interpretation are sufficient to ensure that attest services can be
performed with objectivity and, therefore, the additional rules satisfactorily protect the
public interest.
Rule 505 [ET section 505.01] and the following independence rules for an alternative practice
structure (APS) are intended to be conceptual and applicable to all structures where the
"traditional firm" engaged in attest services is closely aligned with another organization,
public or private, that performs other professional services. The following paragraph and
the chart below provide an example of a structure in use at the time this interpretation was
developed. Many of the references in this interpretation are to the example. PEEC intends
that the concepts expressed herein be applied, in spirit and in substance, to variations of the
example structure as they develop.

The example APS in this interpretation is one where an existing CPA practice ("Oldfirm")
is sold by its owners to another (possibly public) entity ("PublicCo"). PublicCo has subsidi
aries or divisions such as a bank, insurance company or broker-dealer, and it also has one
or more professional service subsidiaries or divisions that offer to clients nonattest profes
sional services (e.g., tax, personal financial planning, and management consulting). The
owners and employees of Oldfirm become employees of one of PublicCo's subsidiaries or
divisions and may provide those nonattest services. In addition, the owners of Oldfirm form
a new CPA firm ("Newfirm") to provide attest services. CPAs, including the former owners
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of Oldfirm, own a majority of Newfirm (as to vote and financial interests). Attest services
are performed by Newfirm and are supervised by its owners. The arrangement between
Newfirm and PublicCo (or one of its subsidiaries or divisions) includes the lease of employ
ees, office space and equipment; the performance of back-office functions such as billing and
collections; and advertising. Newfirm pays a negotiated amount for these services.

APS Independence Rules for Covered Members
The term covered member in an APS includes both employed and leased individuals. The
firm in such definition would be Newfirm in the example APS. All covered members,
including the firm, are subject to rule 101 [ET section 101.01] and its interpretations and
rulings in their entirety. For example, no covered member may have, among other things,
a direct financial interest in or a loan to or from an attest client of Newfirm.
Partners of one Newfirm generally would not be considered partners of another Newfirm
except in situations where those partners perform services for the other Newfirm or where
there are significant shared economic interests between partners of more than one Newfirm.
If, for example, partners of Newfirm 1 perform services in Newfirm 2, such owners would
be considered to be partners of both Newfirms for purposes of applying the independence
rules.

APS Independence Rules for Persons and Entities Other Than Covered Members
As stated above, the independence rules normally extend only to those persons and entities
included in the definition of covered member. This normally would include only the
"traditional firm" (Newfirm in the example APS), those covered members who own or are
employed or leased by Newfirm, and entities controlled by one or more of such persons.
Because of the close alignment in many APSs between persons and entities included in
covered member and other persons and entities, to ensure the protection of the public
interest, PEEC believes it appropriate to require restrictions in addition to those required in
a traditional firm structure. Those restrictions are divided into two groups:

1. Direct Superiors. Direct Superiors are defined to include those persons so closely
associated with a partner or manager who is a covered member, that such persons can
directly control the activities of such partner or manager. For this purpose, a person who
can direc th/ control is the immediate superior of the partner or manager who has the
power to direct the activities of that person so as to be able to directly or indirectly (e.g.
through another entity over which the Direct Superior can exercise significant influ
ence22 derive a benefit from that person's activities. Examples would be the person who
has day-to-day responsibility for the activities of the partner or manager and is in a
position to recommend promotions and compensation levels. This group of persons is,
in the view of PEEC, so closely aligned through direct reporting relationships with such
persons that their interests would seem to be inseparable. Consequently, persons consid
ered Direct Superiors, and entities within the APS over which such persons can exercise
significant influence23 are subject to ride 101 [ET section 101.01] and its interpretations and
rulings in their entirety.

2. Indirect Superiors and Other PublicCo Entities. Indirect Superiors are those persons who
are one or more levels above persons included in Direct Superior. Generally, this would
start with persons in an organization structure to whom Direct Superiors report and
go up the line from there. PEEC believes that certain restrictions must be placed on
Indirect Superiors, but also believes that such persons are sufficiently removed from
partners and managers who are covered persons to permit a somewhat less restrictive
standard. Indirect Superiors are not connected with partners and managers who are
covered members through direct reporting relationships; there always is a level in between.
AAM §11,280.01
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The PEEC also believes that, for purposes of the following, the definition of Indirect
Superior also includes the immediate family of the Indirect Superior.
22 For purposes of this Interpretation, significant influence means having the ability to exercise significant
influence over the financial, operating or accounting policies of the entity, for example by (1) being
connected with the entity as a promoter, underwriter, voting trustee, general partner or director, (2) being
in a policy-making position such as chief executive officer, chief operating officer, chief financial officer
or chief accounting officer, or (3) meeting the criteria in Accounting Principles Board Opinion No. 18 [AC
section 182] and its interpretations to determine the ability of an investor to exercise such influence with
respect to an entity. The foregoing examples are not necessarily all-inclusive.
23

For purposes of this Interpretation, significant influence means having the ability to exercise significant
influence over the financial, operating or accounting policies of the entity, for example by (1) being
connected with the entity as a promoter, underwriter, voting trustee, general partner or director, (2) being
in a policy-making position such as chief executive officer, chief operating officer, chief financial officer
or chief accounting officer, or (3) meeting the criteria in Accounting Principles Board Opinion No. 18 [AC
section 182] and its interpretations to determine the ability of an investor to exercise such influence with
respect to an entity. The foregoing examples are not necessarily all-inclusive.

PEEC carefully considered the risk that an Indirect Superior, through a Direct Superior,
might attempt to influence the decisions made during the engagement for a Newfirm attest
client. PEEC believes that this risk is reduced to a sufficiently low level by prohibiting certain
relationships between Indirect Superiors and Newfirm attest clients and by applying a
materiality concept with respect to financial relationships. If the financial relationship is not
material to the Indirect Superior, PEEC believes that he or she would not be sufficiently
financially motivated to attempt such influence particularly with sufficient effort to over
come the presumed integrity, objectivity and strength of character of individuals involved
in the engagement.

Similar standards also are appropriate for Other PublicCo Entities. These entities are defined to
include PublicCo and all entities consolidated in the PublicCo financial statements that are not
subject to rule 101 [ET section 101.01] and its interpretations and rulings in their entirety.
The rules for Indirect Superiors and Other PublicCo Entities are as follows:

A. Indirect Superiors and Other PublicCo Entities may not have a relationship contem
plated by interpretation 101-1.A [ET section 101.02] (e.g., investments, loans, etc.) with
an attest client of Newfirm that is material. In making the test for materiality for
financial relationships of an Indirect Superior, all the financial relationships with an
attest client held by such person should be aggregated and, to determine materiality,
assessed in relation to the person's net worth. In making the materiality test for
financial relationships of Other PublicCo Entities, all the financial relationships with
an attest client held by such entities should be aggregated and, to determine material
ity, assessed in relation to the consolidated financial statements of PublicCo. In
addition, any Other PublicCo Entity over which an Indirect Superior has direct
responsibility cannot have a financial relationship with an attest client that is material
in relation to the Other PublicCo Entity's financial statements.
B. Further, financial relationships of Indirect Superiors or Other PublicCo Entities should
not allow such persons or entities to exercise significant influence24 over the attest client.
In making the test for significant influence, financial relationships of all Indirect
Superiors and Other PublicCo Entities should be aggregated.

C. Neither Other PublicCo Entities nor any of their employees may be connected with an
attest client of Newfirm as a promoter, underwriter, voting trustee, director or officer.

D. Except as noted in C above, Indirect Superiors and Other PublicCo Entities may
provide services to an attest client of Newfirm that would impair independence if
performed by Newfirm. For example, trustee and asset custodial services in the
ordinary course of business by a bank subsidiary of PublicCo would be acceptable as
long as the bank was not subject to rule 101 [ET section 101.01] and its interpretations
and rulings in their entirety.
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24 For purposes of this Interpretation, significant influence means having the ability to exercise significant
influence over the financial, operating or accounting policies of the entity, for example by (1) being
connected with the entity as a promoter, underwriter, voting trustee, general partner or director, (2) being
in a policy-making position such as chief executive officer, chief operating officer, chief financial officer
or chief accounting officer, or (3) meeting the criteria in Accounting Principles Board Opinion No. 18 [AC
section 182] and its interpretations to determine the ability of an investor to exercise such influence with
respect to an entity. The foregoing examples are not necessarily all-inclusive.

Other Matters
1. An example, using the chart below, of the application of the concept of Direct and
Indirect Superiors would be as follows: The chief executive of the local office of the
Professional Services Subsidiary (PSS), where the partners of Newfirm are employed, would
be a Direct Superior. The chief executive of PSS itself would be an Indirect Superior, and
there may be Indirect Superiors in between such as a regional chief executive of all PSS offices
within a geographic area.
2. PEEC has concluded that Newfirm (and its partners and employees) may not perform
an attest engagement for PublicCo or any of its subsidiaries or divisions.
3. PEEC has concluded that independence would be considered to be impaired with
respect to an attest client of Newfirm if such attest client holds an investment in PublicCo
that is material to the attest client or allows the attest client to exercise significant
influence25 over PublicCo.
25 For purposes of this Interpretation, significant influence means having the ability to exercise significant
influence over the financial, operating or accounting policies of the entity, for example by (1) being connected
with the entity as a promoter, underwriter, voting trustee, general partner or director, (2) being in a policymaking position such as chief executive officer, chief operating officer, chief financial officer or chief accounting
officer, or (3) meeting the criteria in Accounting Principles Board Opinion No. 18 [AC section 182] and its
interpretations to determine the ability of an investor to exercise such influence with respect to an entity. The
foregoing examples are not necessarily all-inclusive.

4. When making referrals of services between Newfirm and any of the entities within
PublicCo, a member should consider the provisions of Interpretation 102-2, Conflicts of
Interest [ET section 102.03].

Alternative Practice Structure (APS) Model
Parent

PublicCo

Professional Services

InsurCo

BankCo

Broker-Dealer

Subsidiary (ies)

Newfirm 1

Newfirm 2

Attest Client

Attest Client
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AAM Section 11,300
Sample Quality Control Forms
.01

The following are sample documents and forms that practitioners may find useful.
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.02 Independence and Representation Checklist for Other Auditors
Office____________________________________

Firm name_______________________________
In order to determine that your firm is in compliance with the independence standards, regulations,
interpretations and rulings of the AICPA, the (name of State) CPA Society, the (name of State) Board of
Accountancy, and (name of State) statutes the following must be completed by(date) and returned
to
as noted. If there are any questions you have related to the completion of the form, or if there is
a matter that has come to your attention which may impair your firm's independence, please contact (name
of Partner) to resolve the problem.

Yes

1.

We are aware that [Name of primary auditor] has been engaged to audit the
financial statements of [Name of parent] as of [Date] and for the [period, e.g., year]
then ended.

2.

We are aware that [Name of primary auditor] plans to rely on our audit of the
financial statements of [Name of subsidiary or component] as of [Date] and for the
[period, e.g., year] then ended.

3.

[We are aware that the primary auditor will refer to our report in their report.]

4.

We are independent with respect to [Name of both the parent and subsidiary or
component.]

Partner of other audit firm

No

Date

Reviewed by:

Partner of primary audit firm
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Scheduling Request
______

Client____________ —__

Engagement No.______

Partner___________ —__

Manager_____________ ______

Personnel
Requested

Audited?
SEC?
Reviewed?
Compiled?
Attestation?

Experience
Level

Yes
Yes
Yes
Yes
Yes

From

Interim
Thru Hours

From

Year End_____
—
Tax Ptr/Mgr__—

Year End
Total
Thru Hours Hours

Estimated total hours:
Partner
Manager
Staff

No
No
No
No
No

Industry___

Total

Can dates be adjusted?

Yes

No

Explain

Can personnel be changed?

Yes

No

Explain

Comments__________________________________________________________________________________________

Requested by

AICPA Audit and Accounting Manual
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Scheduled
Date
Assignment
Manager
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.04 History of Staff Assignments
NAME ____________________________

ASSIGNMENT DESCRIPTION
CLIENT/
LOCATION

DATES
INTERIM YEAR END

AAM §11,300.04

RESPONSIBILITY
LEVEL

TOTAL
HOURS

INDUSTRY

SEC

AUDIT AREAS
PERFORMED

REPORTED TO
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.05 Client History of Personnel Assigned
CLIENT

YEAR ENDING

FISCAL
YEAR

HOURS
INTERIM YEAR END

AUDITED? YES NO

PARTNER

AICPA Audit and Accounting Manual

LOCATION

SEC? YES

NO

ENTER NAMES AND CHARGEABLE HOURS FOR THE YEAR
MANAGER
SENIOR
STAFF STAFF STAFF
CHARGE

STAFF

AAM §11,300.05
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.06 Scheduling Master Plan
MONTH OF _____

Nonrecurring assignments

Nonworking hours
Staff
member

Month
Carry assignforward ments

Prof Comp CPA
Tax Review
Vacation Holiday dev. time exam Admin Other dept
dept

Aston

XX

XX

XX

X

X

Barry

XX

X

XX

X

X

Casey

X

X

X

X

Davis

XX

X

X

X

X

X

Evans

X

X

X

X

X

X

Frank

XX

X

X

X

X

X

Louis

XX

X

XX

X

X

X

Miceli

XX

X

XX

XX

X

X

X

X

Total

xxxx

XX

XXX

XXX

XX

XX

XX

XX

AAM §11,300.06

X

X

hr

XXXXXX X

X

X

Other
client #

X

X

X

X

X

X

X

X
X

XX

XX

XX

Total Avail- (Over)
assign able under

XXX

X

XX

XXX

XX

X

XXX

XX

XX

X XXXXXXX XX

xxxx

XX

(XX)

XXXXXXX XX

xxxx

X XXXXXXX XX

xxxx

X

(XX)

XXX

XX

XX

XXX

XX

XX

XXX

XXX

X
X

Hours for
month

XXX XXX

(XX)
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REQUEST

MEMORANDUM
REQUIRED
DATE
YES/NO
RECD

.07 Consultation Log

DATE

MODE OF
COMMUNICATION

AICPA Audit and Accounting Manual

CLIENT

OFFICE

RESPONSE

AAM §11,300.07
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.08 Consultation Worksheet
DATE__________________________________________

CLIENT NAME_______________

LOCATION_____________________________________
ENGAGEMENT (TYPE)_________________________
SUBJECT (QUESTION)____________________________________________________________________________

CONSULTANT'S RESPONSE: (Cite Professional literature discussed and conclusion of consultant)

FINAL RESOLUTION______________________________________________________________________________

Senior / Manager

Date

Partner

Date

AAM §11,300.08
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.09
PRE-EMPLOYMENT APPLICATION
DATE

NAME

ADDRESS

TELEPHONE NUMBER

SOCIAL SECURITY NUMBER

POSITION APPLIED FOR
FIRST CHOICE

MINIMUM SALARY
REQUIRED: $

SECOND CHOICE

□ Permanent Part Time

□ Full Time

REFERRED BY
□ Newspaper ad___________________

□ Temporary

□ Agency___________________

□ Friend___________________

NAME

NAME

□ Summer Temporary
□ Other__________________
NAME

NAME

EDUCATIONAL BACKGROUND — □ See Below □ See Attached Resume
NAME & LOCATION
OF SCHOOL

MAJOR
COURSE

YEARS ATTENDED

FROM

TO

YEAR
GRAD.

Elementary

High or
Vocational

Business or
Technical

College

Graduate

ADDITIONAL SKILLS OR MACHINE KNOWLEDGE □ See Below □ See Attached Resume

Note: See the AICPA MAP Handbook for an alternative.

AICPA Audit and Accounting Manual
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TO

l

EMPLOYER'S NAME

i

See Attached Resume

EMPLOYER'S ADDRESS

□
POSITION OR TITLE

REASON FOR LEAVING

______________________________________________________________

SUPERVISION

List present (or if currently unemployed, most recent) position first.

Quality Control

APPLICANT'S SIGNATURE: ____________________________________________________________________________________________________________ DATE: __________________________________

"I certify that the information given by me in this application is true in all respects, and I agree that if employed and it is found to be false in any way, that I may be subject to dismissal without notice,
if and when discovered. I authorize the use of any information in this application to enable ________________ to verify my statements, and I authorize _________________ , past employers, doctors, all
references and any other persons to answer all questions asked b y ________________ concerning my ability, character, reputation, and previous employment record. I release all such persons from any
liability or damages on account of having furnished such information. I further agree, if employed, that (i) I am to work faithfully and diligently, to be careful and avoid accident, to come to work
promptly, and I am not to be absent for any reason without prior notice to my supervisor, (ii) upon termination of employment,________________ may answer all questions asked of any prospective
employer concerning my ability, character, reputation and employment record. I agree to submit to a physical examination whenever requested b y ________________ and, if employed, I agree to abide
by all present and subsequently issued personnel policies and rules o f _______________________________________________________________."

AGREEMENT

USE THIS SPACE TO ACCOUNT FOR PERIODS NOT WORKED______________________________ ADDITIONAL INFORMATION HELPFUL IN CONSIDERING EMPLOYMENT

__________ __________ __________________________________ ___________________________________

FROM

EMPLOYMENT HISTORY — □ See Below

11,310
68
9-05
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.10 Interview Report
DAY_______________

DATE______________
TIME_______________

NAME OF APPLICANT ________________________________________________________________________________

POSITION APPLIED FOR

_____________________________________________________________________________

COMMENTS BY INTERVIEWER:

RECOMMENDED ACTION:

INTERVIEWED BY:

TITLE:

PLEASE RETURN TO HUMAN RESOURCES AS SOON AS POSSIBLE

Note: See the AICPA MAP Handbook for an alternative.

AICPA Audit and Accounting Manual
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.11 Record of Professional Development
Employee No.

Name

Out-of-Office Courses:

Sponsor

Course
description

No. of
hours

Date
completed

Course
description

No. of
hours

Date
completed

1.

2. ____________________
3.

4.
5.
6.
7.

8.
9.
10. _____________________
In-House Programs:

Instructor

1.
2.
3.
4.
5.

6.
7.

8.
9.

10. _____________________

AAM §11,300.11
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20XX Professional Development
Summary (in hours)
In-house presentations

Developed
in-house

Purchased
programs

Outside
courses

Total

Outside
courses

Total

Partners/Owners

In-house presentations

Developed
in-house

Purchased
programs

Professional staff
1.

________________

________________

________________ _____________

2.

________________

________________

________________

___________

3.

________________

________________

________________

________________

___________

4.

________________

________________

________________

________________

___________

5.

________________

________________

________________

___________

6.

________________

________________

________________

___________

7.

________________

________________

________________

___________

8.

________________

________________

________________

___________

________________

________________

________________

___________

Paraprofessionals
1.

2.

________________

________________

________________

________________

___________

3.

________________

________________

________________

________________

___________

4.

________________

________________

________________

________________

AICPA Audit and Accounting Manual
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.13 20XX Professional Development
Summary (in dollars)

Purchased
programs
for in-house use

Outside
courses

Total

Partners/Owners

$$

1.

$

2.

_______________________ _____

3.

____________________________ _______________ _______________ _______________

______________________________________

________________

Professional staff

1.

_______________ _______________ _______________

2.

____________________________________ ___________________ ___________________

________________

3.

____________________________ _______________ _______________

_____________

4.

____________________________________ ___________________ ___________________

________________

5.

___________________ ___________________ ___________________

6.

_______________________________________________________ ___________________ ___________________
___________________ ___________________

7.
8.

________________

_______________________________________________________ ___________________ ___________________

Paraprofessionals

1.

_______________ _______________ _______________

2.

___________________ ___________________ ___________________

3.

_______________ _______________ _______________

4.

___________________ ___________________ ___________________

AAM §11,300.13
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.14 Performance Evaluation
[To be completed after each engagement of forty hours or more.]
Name

Classification

Client

From

To

Describe work assigned:___________________________________________________________________________

In your opinion based on the staff member's classification, should this assignment be considered:
Demanding □

Routine □

This individual is □ is not □ ready for increased responsibility. Explain

Rating: Enter comments which describe the staff member's performance on this engagement. Rate the staff
member on each of the items below as Outstanding (O), Very High (VH), Good (G), Below Normal
(BN), or Not Applicable (NA).
[Support each caption with specific incidents or remarks.]

Technical Knowledge:

Did the staff member possess adequate knowledge to function effectively at the
level assigned? Did this knowledge encompass accounting principles, auditing
standards, and tax accounting? Has the staff member kept current on recent
developments and new pronouncements on professional practice matters as they
affected this engagement?

O VH G BN NA
Rating: □ □ □ □ □

Analytical Ability
and Judgment:

How well did the staff member recognize problems, develop relevant facts,
formulate alternative solutions, and decide on appropriate conclusions? Did the
staff member distinguish between material and immaterial items? Was the staff
member practical in adapting theory and experience to the individual
circumstances of this client?

O VH G BN NA
Rating: □ □ □ □ □

Written and Oral
Expression:

Evaluate the effectiveness of the staff member's letters, memoranda, and other
forms of written communication. In conversation, did the staff member
communicate intentions effectively? Were instructions understood the first time?
Did the staff member sell ideas, obtain acceptance and action?

O VH G BN NA
Rating: □ □ □ □ □

Note: See the AICPA MAP Handbook for alternatives.

AICPA Audit and Accounting Manual

AAM §11,300.14

11,316
Performance:

Quality Control

68

9-05

Can you depend on the staff member for sustained, productive work? Were
assignments organized and completed accurately in a reasonable amount of time?
Did the staff member readily assume responsibility? Did the staff member meet
time estimates and document work papers properly?

O VH G BN NA
Rating: □ □ □ □ □

Development of
Personnel:

In assigning work, did the in-charge member make the most effective use of
available talent in terms of getting the work done and in terms of developing staff
members performing the work? Did the in-charge staff member tend to make
assignments which were either too easy or too hard for his subordinates? Was the
staff member readily accepted as a leader? Was the staff member effective in
on-the-job coaching?

O VH G BN NA
Rating: □ □ □ □ □

Client Relations:

How well did the staff member relate to this client and gain his acceptance? How
well did the staff member recognize and take advantage of practice development
opportunities, through extension of services to this client?

O VH G BN NA
Rating: □ □ □ □ □

Attitude:

Did the staff member demonstrate a positive and professional approach to the
assignment? Was this demonstrated by sustained effort in completing work? Was
the assignment undertaken with enthusiasm and zest? Did the staff member
respond in a positive way to suggestions and guidance from superiors? To what
degree did the staff member make personal sacrifices to meet client requirements?
Was the staff member a helpful member of the team? Did the staff member go out
of his way to help an associate?

O VH G BN NA
Rating: □ □ □ □ □

Personal
Characteristics:

Did the staff member possess self-confidence and was this confidence projected in
an acceptable way? Were positive impressions created with this client and with
associates? Did the staff member have a keen sense of what to do or say (tact)?
Were clothes appropriate to professional work? Was the staff member well
groomed?

O VH G BN NA
Rating: □ □ □ □ □

AAM §11,300.14
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Strong points which were evident:__________________________________________________________________

Recommendations for improvement:________________________________________________________________

Comments of Staff Member Being Evaluated:______________________________________________________

Signatures:
Evaluated staff member Date
Evaluator

Title Date

Engagement manager Date
Partner Date

AICPA Audit and Accounting Manual
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.15

JOB EVALUATION REPORT
[For Assignments of Thirty (30) Hours or More]

Compared to
Others in
Peer Groun
A A- B+

B

B- C+ C

Engagement

Assistant __

__ In-Charge

NOT APPLICABLE

Location___

OUrtKlUK
EXCELLENT
ABOVE AVERAGE
SATISFACTORY
IMPROVEMENT DESIRED
IMPROVEMENT REQUIRED
UNSATISFACTORY

Name_____

A. PERFORMANCE ON THE JOB
I. Technical Ability Demonstrated
a) The purpose of the audit procedures planned was understood................................................
b) Materiality was neither underestimated nor overestimated......................................................
c) Accounting theory and current releases of the profession were applied correctly...............
d) Federal and state income tax regulations were applied correctly.............................................
2. Working Paper Evidence
a) Documentation of work performance, including adequate indexing and cross referencing . .
b) Sound explanations and conclusions..............................................................................................
c) Use of standard work papers..........................................................................................................
d) Legibility..............................................................................................................................................
e) Accuracy — absence of mathematical errors ..............................................................................
3. Completing This Job
a) Meeting planned time estimates ....................................................................................................
b) Completing reports and tax returns .............................................................................................
c) Following up the reviewer's comments and making the necessary changes ........................
4. Client Reaction on This Job
a) Getting along with the client's employees....................................................................................
b) Interest in the client's business.......................................................................................................

B. ENGAGEMENT ADMINISTRATION — (For In-Charge Accountants Only)
1. Effectiveness of Proper Planning
a) Extent that the scope of the work related to internal control ...................................................
b) Developing the work program.......................................................................................................
2. Utilizing Staff Effectively and Efficiently
a) Advance planning to minimize crises...........................................................................................
b) Efficient use of staff on the job .......................................................................................................
c) On-the-job training of assistants ....................................................................................................

3. Meeting Deadlines
a) Completing the engagement in the planned time........................................................................
b) Delivering completed pencil copies of the report and tax returns to the supervisor as agreed .
4. The Product
a) Quality of report preparation, including adequate and informative disclosures..................
b) Quality of the management advice recommendations................................................................
5. Practice Management
a) Extending service...............................................................................................................................
b) Ease of collecting for services performed .....................................................................................

AAM §11,300.15
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Knowledge and Skill Form
(and Profile of Management Role Performance)

Staff member evaluated

Date

Evaluator

Indicate most effective and least effective roles by placing a check
in the far left or right hand column (maximum of two each). For
the other five traits, indicate relative strength of staff member by
placing a check in columns 2, 3, or 4.

(Circle at least two but not more than four in each section
and indicate the effectiveness of each trait.)

If you wish, add
your own words.

Effectiveness
Least
Most
1

Planner
Careful
Imaginative
Routine
Constant

Sloppy
Foresighted
Erratic
Cautious

Thorough
Infrequent
Last-minute
Meticulous

Problem solver
Analytical
Critical
Hasty
Slow

Consistent
Faulty
Creative
Quick

Superficial
Routine
Reliable
Successful

Communicator
Warm
Inhibited
Thorough
Expressive

Sloppy
Weak
Receptive
Efficient

Cold
Unstructured
Patient
Precise

Leader
Dominating
Uncertain
Weak
Loose

Excitable
Permissive
Fair
Amiable

Partial
Energetic
Heavy-handed
Sure

Decision maker
Decisive
Slow
Quick
Frequent

Lone
Avoider
Seldom
Rash

Delayer
Reliable
Participative
Dependent

Trainer
Systematic
Patient
Sloppy
Off-on

Unprepared
Efficient
Diligent
Slow

Conscientious
Knowledgeable
Disinterested
Enthusiastic

Team member
Cooperative
Influential
Conformist
Forceful

Unreliable
Divisive
Reliable
Reluctant

Independent
Undisciplined
Contributing
Welcome

Innovator
Original
Infrequent
Unnecessary
Constant

Appropriate
Clever
Creative
Disruptive

Consistent
Sensible
Unimaginative
Rash

Job expertise
Amateur
Obsolete
Masterful
Versatile

Improving
Mediocre
Balanced
Up-to-date

Too technical
Disinterested
Lagging
Thorough

2

3

4

5

(Complete Annually)

AICPA Audit and Accounting Manual

AAM §11,300.16

11,320

Quality Control

68

9-05

.17 Employee Annual Performance Appraisal
Time Perio d Involved
To
From

□ EXEMPT

□ NON-EXEMPT
Number

Position Title

Name

Present Position Date

Hire Date

Days Absent From: ___________________ To: _________
Charged To
Sick Time:_________________________
Disability: ___________________________

Development Needs

Strengths

Suggested Plan for Performance Improvement

Summary

Overall Rating on Having Met Job Requirements
Exempt - Circle One
Non-Exempt - Circle One

1

2

3

1 = Did Not Meet Job Requirements
2 = Met All

AAM §11,300.17

3 = Exceeded

1

2

3

4

1 = Did Not Meet Job Requirements
3 = Met All

4 = Exceeded

5

2 = Met Most
5 = Far Exceeded
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Review the following questions before answering them, using the following criteria:
•

A "yes" answer should be considered for possible mention as a "strength". If so, refer to it on the first
page of this evaluation.

•

A "no" answer should be considered for possible mention as a "development need". If so, refer to it
on the first page of this evaluation.

All answers should be considered in arriving at an overall rating on having met job requirements.
________ CHECK AS APPROPRIATE________
Strength

Yes

N/A

No

Development
Need

Quality of Work
Is work accurate, neat and clearly presented?

(

)

()()()

(

)

Carefully planned, well organized and thorough?

(

)

()()()

(

)

(

)

()()()

Are deadlines met?

(

)

()()()

(

)

Are pressure situations handled effectively?

(

)

()()()

(

)

Does the individual know where to get information?

(

)

()()()

( )

Is the individual used as a source of information by others?

(

)

()()()

( )

Does the individual ask for clarification when necessary?

(

)

()()()

(

Does the individual respond to others in a manner that
indicates understanding?

(

)

()()()

( )

Productivity
Is a good level of production maintained?

(

)

Knowledge of Job

Communication

Are ideas expressed so that others are able to understand
them?

(

)

()()()

(

)

()()()

)

( )

Human Relations
Does the individual cooperate with others to get the job
done?

)

(

Does the individual demonstrate tact and courtesy in
dealing with others?

(

)

()()()

( )

Does the individual maintain a good working relation
ship with all others?

(

)

()()()

( )

Are questions and requests dealt with in a helpful manner?

)

(

()()()

( )

Need for Supervision
Can the individual be relied upon to get work done with
out close supervision?

(

Does the individual take the initiative when appropriate?

()()()

)
(

)

()()()

(

)

)

(

Problem Solving

Does the individual collect the data needed to solve pro
blems?
Are problems solved quickly?
Are solutions reasonable and accurate?

AICPA Audit and Accounting Manual
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)

()()()

( )

(

)

()()()

( )

(

)

()()()

( )
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CHECK AS APPROPRIATE
Strength

Yes

N/A

Development
Need

No

Problem Solving—cont'd

Does the individual know when to ask for advice and
whom to ask?

(

)

(

)

(

)

(

)

(

)

Does the individual seek out methods to do work more
efficiently?

(

)

(

)

(

)

(

)

(

)

Are alternate solutions generated when appropriate?

(

)

(

)

(

)

(

)

(

)

Does the individual comply with the Institute's estab
lished work hours?

(

)

(

)

(

)

(

)

(

)

Does the individual provide proper notification when
absent from work?

(

)

(

)

(

)

(

)

(

)

Does the individual try to expand on required knowledge
and skills?

(

)

(

)

(

)

(

)

(

)

Does the individual readily grasp and master the new
job requirements?

(

)

(

)

(

)

(

)

(

)

Does the individual show ambition by building on strengths
and working on deficiencies?

(

)

(

)

(

)

(

)

(

)

Is the individual a good candidate for promotion?

(

)

(

)

(

)

(

)

(

)

Is the individual ready for promotion at this time?

(

)

(

)

(

)

(

)

(

)

Does the individual demonstrate the ability to direct and
be responsible for the performance of others?

(

)

(

)

(

)

(

)

(

)

Does the individual effectively evaluate and develop sub
ordinates?

(

)

(

)

(

)

(

)

(

)

Are subordinates properly motivated?

(

)

(

)

(

)

(

)

(

)

Are subordinates given reasonable goals and aided in
meeting them?

(

)

(

)

(

)

(

)

(

)

Does the individual comply with administrative and policy
guidelines of______ ?

(

)

(

)

(

)

(

)

(

)

Is good judgment exercised in observing budget con
straints?

(

)

(

)

(

)

(

)

(

)

Does the individual maintain adequate discipline in re
gard to subordinates attendance and punctuality?

(

)

(

)

(

)

(

)

(

)

Does the individual provide a good example for peers
and subordinates to follow?

(

)

(

)

(

)

(

)

(

)

Work Habits

Personal Development

Supervisory Capabilities

AAM §11,300.17
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INCUMBENT REVIEW COMMENTS & ACKNOWLEDGEMENT

I acknowledge that: (1)1 have reviewed and discussed this performance appraisal with the preparer. My
signature means that I have been advised of my performance evaluation but does not necessarily imply
that I agree with it; (2) I have received a copy of the goals/duties that will be used to evaluate my
performance during the coming year; and (3) I have reviewed my job description and do □ do not □
feel it should be revised. My signature and the date I discussed this with the preparer appears below.

Employee

Date

Evaluator/Title

Date

AICPA Audit and Accounting Manual
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.18 Client/Engagement Acceptance and Continuation Checklist1
Note: Acceptance of a new client normally is of critical importance to a small firm. Depending on the type
of industry and the services to be provided, accepting a new client can affect nearly all aspects of a firm's
quality control system: Are the firm's library and practice aids adequate? Do personnel have appropriate
CPE? Does the firm need an outside consultant? The best time to document the acceptance decision is when
a new audit or attestation client or engagement is signed, using a form such as the one below.
Name of prospective client:________________________________________________________________________

Address and Phone No.:___________________________________________________________________________

Name and title of contact at prospective client:_______________________________________________________

Form completed by:Date:

Instructions
This form provides for information necessary to assess whether to accept a prospective client. The informa
tion should be obtained from discussions with the prospective client's management, bankers, attorneys,
credit services, and if applicable current or former independent CPA, from reviewing the client's financial
statements, regulatory agency reports, credit reports, and tax returns, and from other sources such as industry
or accounting journals, etc. As much information as possible should be obtained before visiting the potential
client. Depending on the type of engagement involved, some information requested on this form may not
be applicable, or additional information may be necessary and should be attached.
Services and Reports Required

1. Describe the service and reports requested._____________________________________________________

2. Describe the reason the service is needed, including any regulatory requirements or third parties for
which the service or report is intended.______________________________________________________

3. What is the required completion date?__________________________________________________________
4. Describe any other services not requested for which there appears to be a need.

5. What is the preliminary estimate of hours to complete the engagement?
6. Has the client imposed any restrictions on the scope of the engagement that might preclude
expression of an unqualified report?___________________________ _____________________________

7. Do we have the necessary expertise and staff to perform the engagement? (If not, how will we
overcome this problem?)___________________________________________________________________

1 Certain items in this checklist have been reprinted from the Journal of Accountancy, Copyright © 1997 by AICPA.
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Industry Practices and Conditions

8.

In what industry does the company operate?____________________________________________________

9.

Describe any specialized tax or accounting practices applicable to the industry.

10.

Describe any economic, technological or competitive conditions or other recent developments in the
industry that may affect the company's operations.

11.

Describe any special regulatory requirements applicable to the industry.

12.

Is the company in the development stage?______________________________________________________

Organization and Personnel

13.

Company's Legal Name:Fiscal Year End:

14.

Type of legal entity (Corporation, S Corporation, partnership, proprietorship, etc.):

15.

List the major stockholders (partners or owners) of the company and their percentage of ownership. If
applicable, obtain and attach a copy of the company's organization chart.
Name and (if applicable) Title

16.

% Ownership

List the principal members of management.

Stated Qualifications (education,
training, and experience)

Name and Title

17.

Briefly describe any existing or contemplated employee bonus arrangement (individual, title, method
of computation), stock option, or pension (profit sharing) plans that may affect the engagement.

18. List each location maintained by the company (including foreign locations, if any), the nature of the
activity performed at each, and the approximate number of employees at each, i.e., plant, sales office,
executive offices, etc.
Location

AICPA Audit and Accounting Manual
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Inquire about possible transactions with related parties that may affect the engagement.

Name of Related Party

Relationship

Type of Transaction

Operations

20.

Describe the nature of the company's major assets and liabilities.

21.

What are the company's sources of revenue and marketing methods? Describe major products, cus
tomers, etc.)._____________________________________________________________________________

22.

If the company is economically dependent on a major customer, name the customer and approximate
percentage of total revenue generated by this customer.

23.

Describe the components of cost of goods sold and the company's production process.

24.

What are the major expenses of the company other than cost of goods sold?

25.

Describe the company's compensation methods, i.e., salary , hourly wage, commissions, piece work,
union scale, etc._____________________________ __________________ __________________________

26.

What are the company's major sources of financing, i.e., working capital loans, long term debt, leasing,
equity, etc. Describe restrictive covenants on any loan agreements.

27.

Is management sufficiently knowledgeable about its activities and financial condition?

28.

Does it appear that the entity's activities or resources are heavily concentrated in one or a few high-risk
areas?____________________________________________________________________________________
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Accounting
29.

Does the company maintain the following items? [Attach description, if appropriate.]
a. Accounting manual?_______________________________________________________________________
b. Budget?___________________________________________________________________________________
c. Cost accounting system? ___________________________________________________________________
d. Information technology? (indicate type of equipment and software)
e.

30.

Written credit policy?______________________________________________________________________

Briefly describe the accounting system and accounting responsibilities.

Description of Accounting Record

Name of Person
Who is Responsible

Information
Technology

Manual

N/A

General Ledger
Subsidiary Ledgers:
Accounts receivable
Fixed assets
Loans payable
Accounts payable
Perpetual inventory
Physical inventory summarization

Journals:
Cash receipts
Cash disbursements
Sales/purchase / voucher
Payroll
General journal entries

Financial Reporting
[Indicate basis of accounting]:
Annual financial statements
Monthly financial statements
Management reports

Other:
Bank reconciliations
31.

Describe the company's completeness procedures and methods to insure that accounting transactions en
ter into the accounting system, i.e., that all shipments or services are invoiced, that all cash sales are re
corded, and that all disbursements are recorded. ___________________________________________

32.

Describe any unusual features of the accounting system.
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33.

Are sufficient records available to perform the engagement?

34.

Is management sufficiently knowledgeable about applicable accounting principles?

35.

Does management understand accounting matters adequately to assume responsibility for proper
valuation, presentation, and disclosure?____________________________________________________

9-05

Tax Matters
36.

Who prepares the tax returns?__________________________________________________________________

37.

Describe major differences between book and tax income, unusual tax elections, carry forwards or IRS
examinations in process. If possible, review copies of the most recent 3 years of tax returns and attach
them to this form.________________________________________________________________________

Other Matters

38.

Describe any significant problems that could affect the engagement, such as litigation or other contin
gencies, unusual agreements, and plans to acquire or dispose of significant assets, merge with another
entity, enter a new area of business, convert to or expand use of information technology, etc.

39.

Give the name of a current or former independent CPA.

a. Describe any disputes over accounting matters.

40.

Describe any apparent problems or areas for improvement that were noted where our firm could pro
vide additional service or recommendations._______________________________________________

41.

Is the client relatively free from controversy and media coverage?

Independence
42.

Would service to this client cause problems of independence or conflicts of interest because of relation
ships with other clients or members of the staff?____________________________________________

Fees

43.

Based on inquiries with a current or former independent CPA, if applicable, indicate the amount of
any unpaid fees and the reason for nonpayment.____________________________________________
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44.

If possible indicate the amount of fees charged by an existing or former independent CPA for the ser
vice being proposed. (The CPA or the potential client may be willing to furnish this information, or
it might be obtainable from the financial statements or tax return.)

45.

Describe any other indications that our firm might have a problem billing or collecting our fees.

46.

Does the prospective fee justify pursuing this engagement?

Management Integrity
47. Have any of the following sources raised any concerns about management's integrity?
a. Difficulty in obtaining information from management, or evasive, guarded or glib responses to in
quiries. _________________________________________________________________________________
b. Apparent difficulty in meeting financial operations or a deteriorating financial position that might
predispose management to commit fraud or make a misrepresentation.

c. Disputes about accounting principles, engagement procedures or similarly significant matters with
an existing or former accountant, or doubts of the predecessor accountant about management's in
tegrity. _________________________________________________________________________________
d. Comments by bankers, attorneys, creditors, or others having a business relationship with a poten
tial client._______________________________________________________________________________

48.

If management is changing accountants, why is the change being made, and is the reason for the
change acceptable?_______________________________________________________________________

49.

Is there any reason to suspect that management would be uncooperative, unreasonable or otherwise
unpleasant to work with? _________________________________________________________________

50.

Does the general integrity of the client seem satisfactory?

Other Comments or Observations

51.

Give any other comments or observations that might affect our decision whether to prepare a proposal
letter or its contents. Add attachments to this form, if necessary.

Conclusion

52.

Should we accept/continue this client/engagement?

AICPA Audit and Accounting Manual

AAM §11,300.18

11,330

Quality Control

68 9-05

.19
Summary Control Checklist
Firm Name_______________________
Quality Control Monitoring System Summary

Year Ended_______________________
Reviewed
Monitoring Procedure

By

Date

Location of Documentation

Analysis of the relevance of new
professional pronouncements

Continuing professional education and other
professional development activities
Independence confirmations

Client/engagement acceptance and
continuation decisions
Interviews of firm personnel

Review of engagements

Inspection (describe procedures performed)

Other procedures (describe)

Determine that the above procedures have
adequately considered and evaluated:
1. The firm's management philosophy.
2. Its practice environment.

3. The relevance and adequacy of firm policies
and procedures.
4. Compliance with firm policies and procedures.

5. Appropriateness of the firm's guidance
materials and practice aids.
6. Effectiveness of professional
development activities.
Reprinted from Journal of Accountancy, Copyright © 1997 by AICPA.
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.20 Summary Monitoring/Inspection Report
I.

Planning the Inspection

A.

Inspection period__________ _ _______________________________________________________________

B.

Composition of Inspection Team:
1.

Captain_________________________________

Position ____________________________________

2.

Team Member__________________________

Position____________________________________

3.

Team Member__________________________

Position____________________________________

C.

Indicate matters that may require additional emphasis in the inspection and explain why.

D.

Development of Inspection Program:

E.

1.

Describe programs used and indicate any deviations therefrom.

2.

Describe basis for selection of engagements:

Timing of Inspection:

Commencement_____________________________________________________________________________

Completion of work________________________________________________________________________
Issuance of report __________________________________________________________________________
II.

Scope of Work Performed
A.

Indicate elements of quality control not addressed and give reasons.
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Engagements Reviewed:

Hrs.
Audits:
SEC Clients
Government2
ERISA
Other
Reviews
Compilations
Attestations
Other Accounting
Services

Firm Totals
No. of Engs.

Hrs.

Engs. Reviewed
No. of Engs.

___________ ___________________

Comments:_______________________________________________________________________________________

III.

Engagement Conclusions
A. Did the inspection disclose any situation that led the reviewers to conclude that the firm or office
should consider:

1.

2.

Taking action to prevent future reliance on a
previously issued report, pursuant to SAS No. 1
(AU section 561)?

Yes

No

Performing additional auditing procedures to
provide a satisfactory basis for a previously
expressed opinion, pursuant to SAS No. 46 (AU
section 390)?

Yes

No

Yes________ _______

No

Did the inspection team conclude in any instances
that the firm or office lacked a reasonable basis under
the standards for accounting and review services for
the report issued?

If any of the answers above are yes, attach a description of such situations, including actions the firm or
office has taken or plans to take.
IV.

Findings and Recommendations:

Attach a copy of any reports issued, including a summary of any inspection findings and
recommendations for improvement or list such findings and recommendations below.

Supervisory Partner________________
Date________________
2 Includes only audits conducted pursuant to the Government Auditing Standards, issued by the Comptroller General of the United
States ("Yellow Book").
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.21

Note: A firm should make the analysis and assessment of the relevance of new professional pronouncements
that can affect its practice, and consequently its quality control system, an ongoing activity. The AICPA's
Journal of Accountancy publishes many of the new pronouncements in its Official Releases column. Thus, a
practitioner can review the new pronouncements monthly (or after tax season for the first three months of
the year) and record that review on a checklist similar to the one below.

New Pronouncements Checklist
Firm Name______________________
Analysis of New Professional Pronouncements

The purpose of this checklist is to document the firm's analysis and assessment of the relevance of new
professional pronouncements to the firm practice.
Reviewed Relevant?

Professional Pronouncement

Auditing Standards
Statement on Auditing Standards
No. 94, The Effect of Information
Technology on the Auditor's
Consideration of Internal Control
in a Financial Statement Audit

Effective Date

By Date Yes

No

Comment,
Reference

Audits of financial
statement for periods
beginning on or after
6/1/01

Attestation Standards

Auditing Interpretations

Attestation Interpretations

Standards for Accounting and
Review Services

Other AICPA Official Releases
Statement of Position 01-2,
Accounting and Reporting by Health
and Welfare Benefit Plans
Other Professional
Pronouncements
Office of Management and
Budget Circular A-133, Audits
of Institutions of Higher Education
and Other Non-Profit Institutions

AICPA Audit and Accounting Manual

Financial statements
for plan years begin
ning after 12/15/00

Years ending on or
after 6/30/97

AAM §11,300.21

11,334

Quality Control

68

9-05

Reviewed Relevant?

Professional Pronouncement
Financial Accounting Standards
Board
Statement No. 139, Rescission
of FASB Statement No. 53 and
amendments to FASB Statements No.
63, 89, and 121

Effective Date

By

Date Yes

No

Comment,
Reference

Years beginning
after 12/15/00

Governmental Accounting
Standards Board

Other Pronouncements

Reprinted from journal of Accountancy, Copyright © 1997 by AICPA (updated to reflect the issuance of recent
authoritative literature, June 1998).
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AAM Section 12,000

State and Local Governments
TABLE OF CONTENTS
Important Note: Sections 12,000 through 14,000 have not been updated since the 2005 edition of the
Audit and Accounting Manual. An update will be performed for the 2007 edition, when the volume of
changes will be more substantial.

This section contains an audit program for planning, concluding, and administering a financial statement
audit of a state or local government, adapted from the AICPA Practice Aid Auditing Governmental
Financial Statements: Programs and Other Practice Aids (product no. 006602). That practice aid presents this
audit program, as well as internal control questionnaires, lists of substantive audit procedures, and other
practice aids to assist auditors in conducting financial statement audits in accordance with generally
accepted auditing standards (GAAS). That practice aid is a companion to the AICPA Audit and
Accounting Guide State and Local Governments (AAG-SLV).
State and local governments may be subject to auditing standards and requirements beyond those
contained in GAAS, which the audit program at AAM section 12,010 and the practice aid do not address.
For example, a government may be required to have a financial statement audit in accordance with
Government Auditing Standards (GAS) (also known as the "Yellow Book"), issued by the Comptroller
General of the United States. It also may be required to have a compliance audit of its federal awards in
accordance with the Single Audit Act Amendments of 1996 (the Single Audit Act) and Office of
Management and Budget (OMB) Circular A-133, Audits of States, Local Governments, and Non-Profit
Organizations (Circular A-133), which incorporate the requirements of GAS. For those audits, the auditor
also should use the Government Auditing Standards Audit Program Supplement in AAM section 13,010
and the Circular A-133 Audit Program Supplement in AAM section 14,010. AAM sections 13,020 and
14,020 illustrate auditor's reports for GAS and Circular A-133 audits.

Section

Paragraph

12,010 State and Local Government Audit Program....................................................................................
A. Planning the Audit
B. Concluding the Audit
C. Administering the Audit

.01

[The next page is 12,051.]
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AAM Section 12,010
State and Local Government
Audit Program
.01 This audit program, which covers planning, concluding, and administering the financial statement
audit of a state or local government, is adapted from Practice Aid 2.1 in the AICPA Practice Aid Auditing
Governmental Financial Statements: Programs and Other Practice Aids (product no. 006602). This audit program
is designed to be used with other practice aids in that publication, which are available in electronic form on
a CD-ROM that accompanies the publication. This audit program also refers the auditor to relevant material
in the AICPA Audit and Accounting Guide State and Local Governments (AAG-SLV).
Initials
Date
Ref.
A.

Planning the Audit
1.

Determine whether the decision to accept the engagement (in the case
of a new client) or to retain the client conforms with firm policies and
procedures and that we have documented that decision.

If this is a new client:

a.

Determine whether we have performed procedures to determine
the integrity of management, including asking local lawyers,
bankers, and other business leaders about the entity's standing in
the community and checking its credit rating.

b.

Ask the entity to authorize the predecessor auditor to respond to
our inquiries and to allow our firm to review prior-period audit
documentation.

c.

Determine whether we have made the communications required
by SAS No. 84, Communications Between Predecessor and Successor
Auditors, as amended (AU sec. 315).

d.

If the predecessor auditor provides an acknowledgment letter,
determine that our firm has signed and returned it, and include a
copy in the audit documentation.

e.

Prepare a list of prior-period audit documentation that we need to
review and send that list to the predecessor auditor.

f.

Review prior-period audit documentation and document the re
sults of that review.

2.

Obtain a signed engagement letter or contract covering the current en
gagement. (The practice aid includes an illustrative engagement letter.)

3.

Read the engagement letter/contract and identify special provisions.
Special provisions might include the type of financial statements to be
audited, for example, basic financial statements or a comprehensive
annual financial report (CAFR). They also may include an audit scope
that extends beyond an audit of the financial statements in accordance
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Initials

Date

Ref.

with GAAS to include, for example, an audit in accordance with GAS
or the Single Audit Act and Circular A-133.1

4.

For purposes of establishing an understanding with the client, ensure
that the engagement letter/contract meets the requirements of SAS
No. 83, Establishing an Understanding With the Client, as amended (AU
sec. 310.05-.07), by stating that:

a.

The objective of the audit is the expression of opinions on each
opinion unit that the entity is required to present in the financial
statements. (AAG-SLV, paragraphs 4.18 through 4.30, and the
practice aid discuss opinion units.)

b.

Management is responsible for:

(1)

The entity's basic financial statements, required supplemen
tary information (RSI), including management's discussion
and analysis (MD&A), and supplementary information other
than RSI, known as SI.

(2)

Establishing and maintaining effective internal control over
financial reporting.

(3)

Identifying and ensuring that the entity complies with the
laws and regulations applicable to its activities.

(4)

Making all financial records and related information avail
able to us.

c.

At the conclusion of the engagement, management will provide
us with a letter that confirms certain representations made during
the audit, including government-specific representations.

d.

We are responsible for conducting the audit in accordance with
GAAS, which require us to obtain reasonable rather than absolute
assurance about whether the financial statements for each opinion
unit are free of material misstatement, whether caused by error or
fraud. Accordingly, a material misstatement may remain unde
tected. In addition, an audit is not designed to detect error or fraud
that is immaterial to the financial statements.

e.

If, for any reason, we are unable to complete the audit or are unable
to form or have not formed an opinion on any opinion unit, we
may decline to express opinions on one or more opinion units or
decline to issue a report on the engagement.

f.

An audit includes obtaining an understanding of internal control
sufficient to plan the audit and to determine the nature, timing,
and extent of audit procedures to be performed. An audit is not
designed to provide assurance on internal control or to identify
reportable conditions. However, we are responsible for ensuring
that the audit committee or others with equivalent authority or
responsibility (hereinafter referred to as the audit committee) are
aware of any reportable conditions that come to our attention.

1 For those audits, you also should use the Government Auditing Standards Audit Program Supplement at AAM section 13,010 and the
Circular A-133 Audit Program Supplement at AAM section 14,010.
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Initials

g.

5.

Date

Ref.

Management is responsible for adjusting the financial statements
to correct material misstatements and for affirming to us in the
representation letter that the effects of any uncorrected misstate
ments that we aggregate during the current engagement and
pertaining to the latest period presented are immaterial, both
individually and in the aggregate, to the financial statements for
each opinion unit.

Establish and document an understanding with the entity on other appro
priate matters (for example, through the engagement letter/contract
or a preaudit conference), such as the following:

a.

The use of other auditors and the effect of those other auditors on
the timing of the audit and on the auditor's report.

b.

The entity's use of service organizations and specialists and the
effect on audit procedures.

c.

Audit timing, including dates for the availability of records, pre
liminary audit work, inventory observations, final audit work,
and the delivery of the report.

d.

Access to entity records and personnel, including the entity's
working hours and holidays and scheduled vacations.

e.

Applicable audit requirements, including our responsibility un
der SAS No. 74, Compliance Auditing Considerations in Audits of
Governmental Entities and Recipients of Governmental Financial Assis
tance (AU sec. 801), for communicating with management if we
become aware that the entity is subject to an audit requirement
that is not encompassed in the terms of our engagement.

f.

New accounting and financial reporting standards that the entity
has or is required to implement.

g.

The RSI and SI that will accompany the basic financial statements and
our responsibility for performing procedures on that information.

h.

The effect of new auditing requirements on the scope or conduct
of the audit.

i.

Our responsibilities for:

j.

(1)

Discovering and reporting material misstatements resulting
from illegal acts, errors, or fraud, including our responsibili
ties for making inquiries of management and others within
the entity about the risks of fraud and how the entity ad
dresses those risks.

(2)

Communicating certain matters to the audit committee, in
cluding information about uncorrected misstatements that
we aggregate that were determined by management to be
immaterial, both individually and in the aggregate, to the
financial statements for each opinion unit.

The entity's responsibilities for:

(1)

Preparing worksheets, schedules, and other "prepared by
client" (PBC) material needed for the audit.

AICPA Audit and Accounting Manual

AAM §12,010.01

12,054

State and Local Governments

64

Initials
(2)

Preparing closing information, such as closing journal entries
and the post-closing trial balance.

(3)

Determining major funds.

(4)

Determining whether required budgetary comparison informa
tion will be presented in the basic financial statements or as RSI.

(5)

Identifying all component units that should be reported in the
reporting entity's financial statements and determining how
they should be displayed (discrete or blended).

(6)

Identifying compliance requirements that could have a direct
and material effect on the determination of financial state
ment amounts and for disclosing instances of noncompliance
that are relevant to our audit or to the financial statements.

(7)

Identifying related-party transactions and determining the
appropriate reporting.

(8)

Complying with any industry association certificate program
requirements for the CAFR.

k.

The need for us to obtain lawyer letters or to perform alternative
procedures if the entity does not retain inside or outside counsel
and has not consulted a lawyer during the period about litigation,
claims, or assessments.

I.

Assistance we expect to receive from entity personnel, including
the internal audit function.

Date

9-04

Ref.

m. Identification of audit staff and adequacy of working space for the
audit team.
11.

.

Other matters (prepare list and attach to this program).

6.

Determine whether all applicable independence rules, particularly
those related to performance of accounting and other nonaudit serv
ices and to the entity's funds and component units, have been met for
the firm and the audit team. (AAG-SLV, paragraphs 4.13 and 4.14,
discusses auditor independence.)

7.

Review accounts receivable from the entity to determine whether any
outstanding balances take on some of the characteristics of loans,
therefore potentially impairing our independence.

8.

Determine the extent to which other auditors will be involved in the
audit, and inquire about their independence and professional reputa
tion. Clearly define the responsibilities of each audit firm and deter
mine which firm is the principal auditor. If our firm is the principal
auditor, determine whether to refer in the audit report to the audits
performed by other auditors. (AAG-SLV, paragraphs 4.09 through
4.15, discusses principal auditor status.)

9.

Review the prior-period audit documentation, the permanent file, and
the entity's correspondence file, particularly the following:
a.

Internal control questionnaires or memos and related evaluations.

b.

Engagement time summary records.

c.

Adjusting and reclassification entries.
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d.

Uncorrected financial statement misstatements included in or
with the prior-period representation letter and communicated to
the audit committee.

e.

Suggestions for the next audit.

f.

Memos regarding consultations on accounting and auditing matters.

Date

Ref.

10. Obtain from management a listing of the laws, regulations, and pro
visions of grants and contracts that could have a direct and material
effect on the determination of financial statement amounts. (AAGSLV, paragraphs 4.43 through 4.48, and the practice aid discuss com
pliance requirements.)
a.

Perform procedures to assess the completeness of management's
identification of these compliance requirements. (AAG-SLV, para
graph 4.47, includes a list of example procedures.)

b.

Ask management, legal counsel, grant administrators, and other ap
propriate sources whether there have been known or possible viola
tions of these compliance requirements during the current period.

11. Consider whether legal or contractual provisions restrict our access to
source records that support amounts that are material to the financial
statements for an opinion unit. If so, consider alternative procedures
to obtain sufficient competent evidential matter to achieve the audit
objectives. (AAG-SLV, paragraph 4.32, discusses such restricted access.)

12. Based on a review of legal and contractual provisions; budget documents;
recent official statements; prior-period audit documentation, financial
statements, and audit reports; the permanent file; interim financial state
ments and preliminary financial statements (or other financial informa
tion) for the current year; the request for proposal for audit services; and
discussions with appropriate entity personnel, obtain an understanding
of the entity's operations, including the following:
a.

Economic, legislative, regulatory, accounting, auditing, and elec
tronic information technology developments that affect the gov
ernmental industry in general and the entity in particular. (The
AICPA's annual Audit Risk Alert State and Local Governmental
Developments [AAM section 8070] includes information about gov
ernmental industry developments.)

b.

Its form of government.

c.

Its organizational structure, including the names and experience
of top management and the number of employees by function.

d.

Legal and contractual provisions that govern its general opera
tions, which may include budgetary compliance requirements,
and the scope of its audit. (If the scope of the audit does not satisfy
legal and contractual provisions, communicate that to manage
ment and the audit committee orally or in writing, and document
the communication.)

e.

Management policies for preventing illegal acts.

f.

Related organizations and parties.
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Initials

g.

The composition of the reporting entity and how component units
are presented (discrete or blended).

h.

The nature of any joint ventures and jointly governed organizations.

i.

Factors affecting its continued functioning.

j.

The existence and functions of an audit committee.

k.

Primary sources of its revenue.

l.

Services it provides and the relative level of resources used for
each function or program.

m. Services provided by separate departments and independent en
tities.
n.

Its involvement in complex, unusual, or risky activities.

o.

Accounting and financial reporting requirements established by
another government with financial reporting oversight responsi
bilities.

p.

Accounting and financial reporting policies, procedures, and sys
tems, including the number and nature of funds, supplementary
records that it maintains for capital assets (including infrastructure
capital assets) and long-term debt, and methods of producing
information for presentation in the government-wide financial
statements from fund-based accounting data.

q.

If accounting and financial reporting functions are automated, the
types of computer equipment used, personnel involved, and simi
lar general information, including software packages and operat
ing systems. (The practice aid includes a computer applications
questionnaire for this purpose.)

r.

Opinion modifications on or GAAP departures in prior-period
financial statements that could lead to opinion modifications on
or GAAP departures in the current-period financial statements.

s.

The current status of prior-period findings and questioned costs
in compliance audits, which could require note disclosure on the
reporting of contingent liabilities.

t.

The nature of any compliance auditing requirements.

u.

Special reporting requirements, such as special-form reporting to
state oversight agencies.

Date

Ref.

______

13. Discuss the following and other appropriate matters with appropriate
entity personnel:

a.

Changes in operations, including planned changes.

b.

Debt issued or refunded during and subsequent to the current
period.
______

c.

Changes in accounting methods or principles, including prior
period adjustments.

d.

Changes in major funds.
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e.

Changes in key personnel, particularly those who can influence
financial reporting.

f.

Principal findings of internal auditors.

g.

Personnel compensation and benefit policies.

h.

Significant accounting or reporting problems.

i.

The various locations at which the entity conducts business and
provides services.

j.

Changes in electronic information technology methods or technology.

k.

The nature and amount of the entity's related party transactions that
require disclosure in the financial statements. (AAG-SLV, paragraph
4.34, identifies possible related parties and audit procedures.)

I.

Significant legal matters and contingencies.

Date

Ref.

m. Disposition of prior-period management letter points, reportable
conditions, and findings and questioned costs.
14. If the entity has an internal audit function:

a.

Obtain an understanding of the function sufficient to identify those
internal audit activities that are relevant to planning the audit.

b.

If we are going to consider the internal audit work in determining
the nature, timing, and extent of audit procedures, assess the
competence and objectivity of the internal audit function in light
of the intended effect of the internal auditors' work on the audit.
(SAS No. 65, The Auditor's Consideration of the Internal Audit Func
tion in an Audit of Financial Statements [AU sec. 322], and AAG-SLV,
paragraphs 4.16 and 4.17, discuss the effects of internal audit
organizations on the audit.)

15. Review the minutes of the meetings of the governing body and rele
vant committees and note significant items.
16. Obtain and review the entity's current-period original and final appro
priated budgets for all legally budgeted funds.

17. Obtain and review all documents and information required for the
permanent file, and remove superseded materials for filing in a closed
file.
______

____

____

18. Obtain the entity's current-period preliminary financial statements or
other financial information.
a.

Review the entity's determination of major funds2 and identify the
entity's opinion units. Because major funds and opinion units may
change as we identify audit adjustments, reperform this step as
needed as the audit progresses. (AAG-SLV, paragraph 2.55, dis
cusses certain audit procedures relating to the identification of
major funds. In addition, the practice aid includes a case study that
will help you understand how to identify opinion units.)

2 Major funds include the funds of blended component units that meet the major funds criteria.
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b.

Compute materiality measures for each opinion unit. (AAG-SLV,
paragraph 4.27, discusses the calculation of quantitative material
ity. In addition, the practice aid will help you understand how to
establish materiality measures.)

c.

Perform planning analytical procedures for each opinion unit.
(AAG-SLV, paragraph 4.35, discusses planning analytical proce
dures.) Compare recorded amounts with:

d.

(1)

Prior-year amounts, considering known changes from the
prior year to the current year.

(2)

Budgeted amounts. (AAG-SLV, paragraphs 11.25 and 11.26,
discusses analytical procedures on budgetary information.)

(3)

Other financial and nonfinancial information for which plau
sible relationships exist.

Date

Ref.

Document and explain any unusual or unexpected transactions,
amounts, ratios, or trends noted in the preceding procedure. Ex
plain the disposition to be made of such variances and the effect
thereof on the nature, timing, and extent of audit procedures. (See
also Step A.18b(2).)

19. Consider factors influencing the risks of material misstatements in the
financial statements due to errors, fraud, or illegal acts, and assess the
effect of those risks on our audit procedures. (AAG-SLV, paragraphs
4.39 through 4.42, discusses financial statement misstatements and
Appendix A in Chapter 4 of AAG-SLV discusses the provisions of SAS
No. 99, Consideration of Fraud in a Financial Statement Audit [AU sec.
316].) For purposes of considering and assessing the effect of factors
influencing the risks of material misstatements in the financial state
ments due to fraud, specifically:

a.

Before or in conjunction with the information-gathering proce
dures described in Step A. 19b, hold discussions among engage
ment personnel,3 including the engagement partner, regarding the
risks of material misstatement due to fraud.
During those discussions:

(1)

Consider known external and internal factors that might
make the entity's financial statements susceptible to misstate
ments arising from fraudulent financial reporting and mis
statements arising from misappropriation of assets by:4
(a)

Creating incentives or pressures for management or oth
ers to commit fraud.

(b)

Providing the opportunity for management or others, to
perpetrate fraud.

3 AU sec. 316.17 discusses which audit team members should be included in the discussion.
4 Appendix A in Chapter 4 of the AICPA Audit and Accounting Guide State and Local Governments (AAG-SLV) and the AICPA Practice
Aid Fraud Detection in a GAAS Audit: SAS No. 99 Implementation Guide provide government-specific example fraud risk factors.
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(c)

Date

Ref.

Indicating a culture or environment that enables manage
ment or others to rationalize committing fraud.

(2)

Consider how we might design and perform our audit pro
cedures to respond to the susceptibility of the entity's finan
cial statements to material misstatement due to fraud.

(3)

Reinforce the importance of adopting an appropriate mindset
of professional skepticism throughout the audit.

Note: AU sec. 316.18 states that communication among the audit team
members about the risks of material misstatement due to fraud should
continue throughout the audit—for example, in evaluating the risks of
material misstatement due to fraud at or near the completion of the field
work.
b.

Obtain information to use to identify the risks of material misstate
ment due to fraud. Specifically:

(1)

Ask management and others within the entity (including the
audit committee and the internal auditors) about fraud or
suspected fraud; allegations of fraud or suspected fraud; the
risks of fraud; programs and controls established to prevent
and detect fraud; whether management has communicated
information about those programs and controls to the audit
committee; and how management communicates to employ
ees its views on business practices and ethical behavior.

(2)

Consider unusual or unexpected relationships identified
through planning analytical procedures. (See also Step
A.17d.)
______

(3)

Consider the presence of fraud risk factors in the following
categories:

(4)

c.

(a)

Incentives or pressures to perpetrate fraud.

(b)

Opportunities to carry out the fraud.

(c)

Attitude or rationalization to justify the fraudulent action.

Consider other information that may help identify risks of
material misstatement due to fraud. (That other information
may include that obtained when deciding to accept the en
gagement or to retain the client and when assessing inherent
risks for account balances or transaction classes.)

Use the information gathered in the preceding steps within the
context of the fraud triangle—incentives or pressures, opportuni
ties, and attitude or rationalization—to identify and document
risks that may result in a material misstatement due to fraud.
Consider the types of risks that may exist as well as the signifi
cance, likelihood, and pervasiveness of the risks. (Note that AU
sec. 316.41 states that auditors ordinarily should presume a risk of
material misstatement due to fraud relating to revenue recogni
tion. The practice aid discusses that presumption in a state or local
government audit.)
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Ref.

20. Document your understanding of and evaluate the entity's internal
control components, including programs and control that address the
identified risks of material misstatement due to fraud. (The practice
aid includes an internal control evaluation form for this purpose.)
21. Perform the following procedures to address the risk of material
misstatement due to fraud involving management override of con
trols, as discussed in AU sec. 316.57 through .67/

a.

Obtain an understanding of the entity's financial reporting process
and the controls over journal entries and other adjustments.6

b.

Identify and select journal entries and other adjustments for sub
stantive testing.

c.

Determine the timing of the substantive testing.

d.

Ask individuals involved in the financial reporting process about
inappropriate or unusual activity relating to the processing of
journal entries and other adjustments.

e.

Review accounting estimates for biases that could result in mate
rial misstatement due to fraud, including a retrospective review
of significant accounting estimates reflected in the prior-year fi
nancial statements.

f.

Evaluate the business rationale for significant unusual transac
tions.

______

Note: The practice aid has aids containing audit procedures on internal
control to help you complete Steps A.21 through A.23.

22. For the account balances or transaction classes that are significant to
financial statements of the entity's opinion units, identify the related
financial statement assertions/ audit objectives, and potential mis
statements. Significant account balances/transaction classes might,
among others, include, (a) overall financial statement presentation and
note disclosures and the financial reporting entity, (b) cash, invest
ments, and investment-related transactions, (c) revenues, accounts
receivable, and cash receipts, (d) capital assets, (e) expenses/expendi
tures, liabilities, and cash disbursements, including those relating to
payroll and bonded debt, (/) interfund, internal, and intra-entity activ
ity and balances, (y) equity, and (h) the budget.
23. Assess the inherent risk for each assertion identified in the preceding
step.
7 Many of the aids in the practice aid help you to perform procedures on an entity's financial reporting process, journal entries and
other adjustments, accounting estimates, or significant unusual transactions as they relate to specific account balances and transaction
classes. You may find it useful to coordinate the procedures in this step with the procedures in those aids.
h You could consider evaluating and testing the entity's internal control over journal entries and other adjustments, consistent with
the general presumption in this audit program and the practice aid as discussed in footnote 9.

7 The definitions of the five financial statement assertions are in paragraphs 3 through 8 of SAS No. 31, Evidential Matter, as amended
(AU sec. 326.03-.08).
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24. Evaluate the entity's internal control over financial reporting for the
account balances or transaction classes that are significant to the
financial statements of the entity's opinion units.8,9 Your evaluations
should include (a) control over compliance with laws and regulations
that could have a direct and material effect on the determination of
financial statement amounts and (b) programs and control that address
the identified risks of material misstatement due to fraud. Specifically:

a.

For each significant account balance/transaction class, complete
questionnaires for or prepare flowcharts or narrative descriptions
of the entity's internal control, including internal control over
related electronic information systems, end-user computing appli
cations, and service organizations whose services are part of the
entity's information system.

b.

Identify:
(1)

Internal control weaknesses.

(2)

Specific key controls relevant to each assertion that are likely
to prevent or detect material misstatements in those asser
tions and that will be subjected to tests of controls.

c.

Conduct tests of controls to determine how the entity's effective
internal control policies and procedures were applied, the consis
tency with which they were applied, and who applied them. In the
audit documentation relating to the tests, include a description of
the policies and procedures tested, test objectives, sample selec
tion, test criteria, test results, and conclusions concerning the
effectiveness of the control activity being tested, including an
assessment of control risk.

d.

Reach conclusions concerning the assessed level of control risk for
each assertion.

e.

Based on the assessed levels of inherent and control risk, deter
mine the level of detection risk. (As explained in the practice aid,
those assessed levels of inherent and control risk and the resulting
level of detection risk you determine for the various assertions will
affect the nature, timing, and extent of the substantive procedures
you choose to perform in Step A.24e.)

8 As discussed in AAG-SLV, paragraphs 4.38 and 4.59, governments may use worksheets to prepare their basic financial statements.
You should evaluate internal control over the preparation of those worksheets for significant account balances/transaction classes.
9 The practice aid discusses the effect of opinion units on your substantive audit procedures. In addition, this audit program and the
practice aid generally presume the auditor will assess control risk below the maximum by testing the effectiveness of internal control.
There are several reasons for that presumption, including that testing the effectiveness of internal control may result in a more effective
and efficient audit. Further, in auditing governmental financial statements, many auditors plan lower control risk assessments because
of additional requirements imposed by the Single Audit Act Amendments of 1996 (the Single Audit Act) and Office of Management and
Budget (OMB) Circular A-133, Audits of States, Local Governments, and Non-Profit Organizations (Circular A-133). Still further, SAS Nos.
104-111 (the Risk Assessment Standards), which are effective for audits of financial statements beginning on or after December 31,2006,
eliminate the concept of assessing risk "at the maximum" without support and require auditors to support risk assessments, at
whatever level, based on the understanding of the entity and its environment, including its internal control. This audit program and
the practice aid do not apply a primarily substantive audit approach but instead generally lead you to test the effectiveness of internal
control. However, if you do plan a primarily substantive approach to the audit, keep in mind that in situations where significant audit
evidence is transmitted, processed, maintained, or accessed electronically, you generally still need to test the internal control surround
ing the electronic evidence (for example, controls over generation, storage, manipulation, and transmission).
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25. Use the information obtained in the preceding steps and evaluation of
other factors affecting audit risk to:

a.

Assess the identified risks of material misstatement due to fraud.

b.

Plan the overall strategy for the scope and conduct of the audit.

c.

Determine engagement timing, staffing requirements, and related
levels of supervision. Select engagement personnel, considering
the engagement size, complexity, and audit risk; personnel knowl
edge, skills, and availability; continuity and periodic rotation of
personnel; and opportunities for on-the-job training. Schedule
timing and staffing of work, assigning top priorities and moreexperienced personnel to more significant or problem areas of
engagement.

d.

Determine whether we need to use specialists (such as actuaries,
engineers or other infrastructure specialists, or electronic informa
tion technology specialists) for the audit. If so, initiate discussions
with the specialists.

e.

Based on the assessed levels of inherent and control risk and the
resulting level of detection risk we determined for the various
assertions in Step A.23e, the identified risks of material misstate
ment due to fraud, and other relevant factors, plan the nature,
timing, and extent of substantive procedures.10 Prepare the audit
programs, incorporating considerations of financial statement as
sertions, specific audit objectives, and appropriate audit proce
dures to achieve the specific objectives. (The practice aid includes
substantive procedures practice aids for this purpose.)

f.

Identify procedures to perform on RSI and SI, and prepare appro
priate programs. (AAG-SLV, paragraphs 4.49 through 4.56, dis
cusses those procedures and the practice aid includes illustrative
programs for this purpose.)

26. Prepare a planning memo that addresses significant procedures,
conclusions, and decisions relating to planning the audit.

27. Discuss the audit plan with the engagement personnel and have
them review the planning memo.
28. Give entity personnel a list of schedules, analyses, and audit
documentation set-ups to prepare. Perform the following on all
items received:

a.

Mark the items "Prepared by Client" or "PBC."

b.

Reperform the footings and crossfootings.

c.

Vouch amounts to appropriate accounting records.

d.

Trace opening balances to final balances in the prior-period audit
documentation.

10 The practice aid discusses the effect of opinion units on your substantive audit procedures.
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B.

Date

Ref.

Concluding the Audit

1.

Ask management about the existence, amount, and reporting of con
tingencies and commitments, such as those listed in AAG-SLV, para
graphs 8.48,8.49, and 8.83.

2.

Review legal fees for the period for indication of possible contingent
liabilities.

3.

Obtain from management a description and evaluation of litigation,
claims, and assessments that existed at the audit date and during the
period from the audit date to the date the information is furnished. The
listing should identify those matters referred to legal counsel.

4.

Mail a letter of audit inquiry to the entity's lawyer to obtain corrobo
ration of the information furnished by management concerning litiga
tion, claims, and assessments. (AAG-SLV, paragraphs 13.06 and 13.07,
discusses requests for lawyer letters.)

a.

Determine whether replies received from lawyers are complete
and dated no more than two weeks before the date of the auditor's
report. (If dated later, obtain an oral or written update.) Determine
that all matters discussed therein have been considered for possi
ble disclosure in the financial statements.

5.

If the entity did not retain inside or outside counsel and did not consult
a lawyer during the period about litigation, claims, or assessments,
obtain management representation that no lawyers were consulted
during the period as part of the written representation requested in
Step B.18.

6.

Identify subsequent events from the financial statement date through
the report date that may require financial statement adjustment or
disclosure in the notes to the financial statements by performing the
following:

7.

a.

Ask responsible officials about subsequent events, including, for
example, those listed in AAG-SLV, paragraph 13.21.

b.

Review interim financial statements for the subsequent period and
compare them to the current-period statements and to comparable
prior-period statements. Investigate any significant differences,
results, events, or changes in accounting methods.

c.

Scan accounting records for the subsequent period for any un
usual entries or transactions. Obtain and evaluate explanations.

d.

Review the description in the MD&A of currently known facts,
decisions, or conditions that are expected to have a significant
effect on future financial position or results of operations.

e.

Review minutes of the meetings of the governing body and rele
vant committees for the subsequent period.

f.

Review the subsequent year's budget.

Perform analytical procedures for overall review purposes and evalu
ate the results, including whether the results indicate a previously
unrecognized risk of material misstatement due to fraud.
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9.

Date

Ref.

Evaluate whether the accumulated results of audit procedures and
other observations affect the assessment of the risks of material mis
statement due to fraud made earlier in the audit.

a.

Determine whether this evaluation provides further insight about
the risks of material misstatement due to fraud and, if so, perform
additional or different audit procedures as appropriate.

b.

Have the engagement partner ascertain whether there has been
appropriate communication about the risks of material misstate
ment due to fraud among team members throughout the audit.

Record in the audit documentation all adjusting and reclassification
journal entries that have been approved by firm and entity personnel
and posted in the entity's accounting records.

10. Prepare a summary of uncorrected misstatements—both known and
likely misstatements—that reflects the effect of such misstatements on
each opinion unit's financial statements.

a.

Document your conclusion whether the effect of uncorrected mis
statements, both individually and in the aggregate, on each opin
ion unit is material.

b.

Consider the need for additional audit adjustments.

c.

Agree or reconcile final audited amounts to amounts reported in
the financial statements.

11. Assess whether adjusting and reclassification journal entries and un
corrected misstatements might be indicative of fraud.
12. Review the quantitative determination of major funds after all adjust
ments and reclassifications are made to the financial statements to
determine whether all required major funds are separately displayed
in the financial statements and have received appropriate audit cover
age.
—

13. Determine whether the audit work performed indicates that substan
tial doubt exists about the entity's ability to continue as a going concern
for a reasonable period of time. (AAG-SLV, paragraphs 13.14 through
13.19, discusses going concern considerations.)
a.

If a substantial doubt exists with regard to the entity's ability to
continue as a going concern for a reasonable period of time:
(1)

Obtain information about management's plans, assess the
expected effectiveness of the plans, and gather evidence to
evaluate pertinent provisions of those plans and to support
audit conclusions concerning the entity's ability or inability
to continue as a going concern.

(2)

Evaluate the adequacy of the related financial statement dis
closures.

(3)

Consider the effects on the auditor's report.
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Include in the audit documentation the conditions or events
that led to the belief that there is substantial doubt about the
entity's ability to continue as a going concern; the work per
formed to evaluate management's plans; a conclusion whether
substantial doubt about the entity's ability to continue as a
going concern for a reasonable period of time remains or is
alleviated; and the consideration and effect of that conclusion
on the financial statements and the auditor's report.

14. Consider whether the results of procedures applied during the audit
indicate the existence of related-party transactions that require report
ing.
---- -----

15. Evaluate the adequacy of note disclosures in relation to the fair pres
entation of each affected opinion unit. (AAG-SLV, paragraph 13.04,
discusses the evaluation of the adequacy of note disclosures. The
AICPA's Checklists and Illustrative Financial Statements for State and Local
Governments will help you to evaluate whether governmental financial
statements conform with display and note disclosure requirements.
See also any disclosure standards issued since Checklists was issued.)
16. Review the financial statements and note disclosures and, for each
opinion unit:

a.

Determine whether we have gathered adequate evidence in re
sponse to unusual or unexpected balances or transactions identi
fied while planning or performing the audit.

b.

Investigate and explain any unusual or unexpected balances or
relationships not previously evaluated and document results in
the audit documentation.

17. Review the entity's final draft of the financial statements to determine
that it has made all agreed-upon changes.
18. Obtain a signed management representation letter from responsible
entity officials. (AAG-SLV, paragraphs 13.10 and 13.11, discusses the
officials from whom you should obtain representations.) Include in or
attach to the letter a summary of uncorrected financial statement
misstatements from Step B.10. In addition to representations normally
obtained in a GAAS audit (as listed in SAS No. 85, Management
Representations, as amended [AU sec. 333], and AAG-SLV, paragraph
13.08), consider obtaining additional representations from manage
ment that include the items listed in AAG-SLV, paragraph 13.09. (The
practice aid includes an illustrative management representation
letter.)
______
19. Determine the effect of all audit findings on the auditor's report and
prepare the report. (The practice aid will help you understand how
opinion units affect how you evaluate misstatements in the basic
financial statement and write your report. In addition, the practice aid
includes an auditor's reports checklist for this purpose. Appendix A
in Chapter 14 of AAG-SLV includes illustrative auditor's reports,
which also are on the CD-ROM that accompanies the practice aid.)
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20. Review the printed version of the financial statements to determine
that they agree to the final draft.
21. Accumulate all points concerning internal control-related conditions
to be communicated to the entity. (See SAS No. 60, Communication of
Internal Control Related Matters Noted in an Audit, as amended [AU sec.
325], and the related discussion in AAG-SLV, paragraph 13.24.)

a.

Review the listing with the engagement partner and determine
which points to deliver in written communications and which
points to communicate verbally to the entity. (We may verbally
communicate these conditions during the course of the audit.)

b.

For those items to be communicated verbally to the entity, docu
ment the communication.

c.

For all other items, prepare the written communication.

22. Determine that we have properly communicated fraud and illegal acts
noted during the audit. (AAG-SLV, paragraph 13.24, lists applicable
AU sections.)
23. If the entity has an audit committee or has otherwise formally desig
nated oversight of the financial reporting process to a group equivalent
to an audit committee (such as a finance committee or budget commit
tee), communicate the following to the committee and include audit
documentation to that effect, as required by SAS No. 61, Communica
tion With Audit Committees, as amended (AU sec. 380):11, 12

a.

Our responsibility under GAAS.

b.

Management's initial selection of and changes in significant ac
counting policies or their application.

c.

The process used by management to formulate particularly sensi
tive accounting estimates and the basis for our conclusions regard
ing the reasonableness of those estimates.

d.

Adjustments arising from the audit that could, in our judgment,
either individually or in the aggregate, have a significant effect on
the entity's financial reporting process.

e.

Uncorrected misstatements that we aggregated during the current
engagement and pertaining to the latest period presented that
were determined by management to be immaterial, both individu
ally and in the aggregate, to the financial statements for each
opinion unit.

f.

Our responsibility for other information in documents containing
audited financial statements, such as a CAFR or an official state
ment. (AAG-SLV, paragraph 16.08, discusses this standard in
relation to official statements.)

11 In the absence of such a committee, you could consider making the required communication to the governing body as suggested
in AAG-SLV, paragraph 13.24.
12 If the communication with the audit or similar committee is in writing, include restricted use language as provided by SAS No. 87,
Restricting the Use of an Auditor's Report (AU sec. 532).
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Disagreements with management.

h.

Consultations by management with other accountants about
auditing and accounting matters.

i.

Major issues we discussed with management prior to retention.

j.

Difficulties we encountered in performing the audit.

Date

Ref.

C. Administering the Audit
1.

Determine whether we have considered or completed all steps in all
audit programs, and whether we have properly approved and docu
mented any modifications to the programs resulting from changed
conditions.

2.

If we used statistical or nonstatistical sampling for substantive tests of
details, determine whether we performed the following as required by
SAS No. 39, Audit Sampling, paragraphs 15 through 30 (AU sec. 350.15.30):

3.

a.

In planning the sampling application, we considered the relation
ship of the sample to the audit objective, preliminary judgments
about materiality levels for the affected opinion units, our allow
able level of risk of incorrect acceptance, and characteristics of the
population.

b.

We selected the sample in such a way that it could be expected to
be representative of the population.

c.

We projected the misstatement results of the sample to the items
from which we selected the sample.

d.

In evaluating the sample, we considered items for which we could
not perform the planned substantive tests or appropriate alternate
procedures.

e.

We considered projected misstatement results from all audit sam
pling applications and all known misstatements from nonsam
pling applications in evaluating material misstatements in the
financial statements for each affected opinion unit.

Determine whether we have evaluated differences between the ac
counting records and the evidential matter gathered during the appli
cation of audit procedures as to both their quantitative and qualitative
effects. (AAG-SLV, paragraph 13.03, discusses the effect of qualitative
factors.)

a.

4.

Determine whether the audit documentation includes the nature
and effect of the misstatements, and a conclusion whether the
misstatements cause the financial statements for each affected
opinion unit to be materially misstated.

If audit procedures identified significant misstatements in the financial
statements, determine that we considered whether such misstate
ments indicate fraud and took appropriate action. (See the related
discussions in SAS No. 99 [AU sec. 316.75 and .78] and AAG-SLV,
paragraph 4.42.)
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5.

6.

7.

8.

In the event that illegal acts were noted, determine that:

a.

We obtained an understanding of the nature of the acts.

b.

We evaluated the circumstances in which they occurred.

c.

We considered the effect of the illegal act on the financial state
ments.

d.

We performed such other audit procedures necessary in the cir
cumstances. (See the related discussion in SAS No. 54, Illegal Acts
by Clients, paragraphs 7 through 15 [AU sec. 317.07-15] and
AAG-SLV, paragraph 4.42.)

Ensure that we have reviewed all audit work to determine that it was
adequately performed and that the results of the work are consistent
with the conclusions presented in the auditor's report.

Date

9-04

Ref.

— — —
— — —

— — —

Determine that the audit documentation meets the requirements of
SAS No. 96, Audit Documentation (AU sec. 339), including that it:

a.

Shows that the audit work has been adequately planned and
supervised.

b.

Shows that we obtained a sufficient understanding of internal
control to plan the audit and to determine the nature, timing, and
extent of tests to be performed.

c.

Shows that we obtained sufficient competent evidential matter
through the auditing procedures we applied to afford a reasonable
basis for our opinions.

d.

Was sufficient to enable members of the engagement team with
supervision and review responsibilities to understand the nature,
timing, extent, and results of auditing procedures performed, and
the evidence obtained.

e.

Indicates the engagement team member(s) who performed and
reviewed the work.

f.

Shows that the accounting records agree or reconcile with the
financial statements, including the notes thereto.

g.

Includes abstracts or copies of significant contracts or agreements
that were examined to evaluate the accounting for significant
transactions.

h.

For tests of operating effectiveness of controls and substantive
tests of details that involve inspection of documents or confirma
tion, includes an identification of the items tested.

i.

Documents audit findings and issues that are significant, actions
taken to address them, and the basis for the final conclusions
reached. (AAG-SLV, paragraph 13.26, discusses documenting
audit findings.)

__ — _

_
__ _ _

Determine that the audit documentation:
a.

Includes required information about planning and procedures
relating to the risk of material misstatement due to fraud and
communications with the client relating to fraud.
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9.

Date

Ref.

If an analytical procedure is used as the principal substantive test
of a significant financial statement assertion, includes:

(1)

The expectation, where that expectation is not otherwise
readily determinable from the documentation of the work
performed, and factors considered in its development.

(2)

Results of the comparison of the expectation to the recorded
amounts or ratios developed from recorded amounts.

(3)

Any additional audit procedures performed in response to
significant unexpected differences arising from the analytical
procedure and the results of such additional procedures.

c.

Includes appropriate memos about consultations with firm and
outside specialists.

d.

Is headed, indexed, cross-referenced, initialed, and dated.

Clear all pending items, and dispose of all follow-up or "to do" sheets
and other similar notations in the files.

10. Determine that we have posted all time to the daily time control
records, and recorded totals on the engagement time summary. Ex
plain any significant variations between budgeted and actual time.
We have completed this audit program in accordance with firm policy.

Done by

[Date]

Reviewed by

[Date]

[The next page is 13,001.]
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AAM Section 13,000'

Government Auditing Standards
TABLE OF CONTENTS
Important Note: Sections 12,000 through 14,000 have not been updated since the 2005
edition of the Audit and Accounting Manual. An update will be performed for the 2007
edition, when the volume of changes will be more substantial.
This section contains a supplemental audit program and illustrative auditor's reports for a financial
statement audit in accordance with the 2003 revision to Government Auditing Standards (GAS) (also
referred to as the "Yellow Book"), issued by the Comptroller General of the United States.12 GAS
incorporates the fieldwork and reporting standards of generally accepted auditing standards (GAAS)
and the related Statements on Auditing Standards (SASs) issued by the AICPA unless the Comptroller
General of the United States excludes them by formal announcement. The audit program at AAM section
13,010 supplements audit programs for financial statement audits in accordance with GAAS (such as the
audit program at AAM section 12,010 for state and local governments) by reflecting the general
standards of GAS,3 as well its fieldwork and reporting standards that are in addition to those
required by GAAS, for financial audits.4
GAS applies to the audits of governmental entities, programs, activities, and functions, and of
governmental assistance administered by contractors, not-for-profit organizations (NPOs), and other
nongovernmental entities, when required by statute or other mandates or when auditors hold
themselves out as following those standards. Entities for which an auditor may need to apply GAS when
auditing financial statements include federal, state, and local governments, NPOs, health care
organizations, and organizations with mortgage banking, real estate, or student lending and servicing
activities.5 They also include state and local governments and NPOs that are subject to audits under the
Single Audit Act Amendments of 1996 (the Single Audit Act) and Office of Management and Budget
(OMB) Circular A-133, Audits of States, Local Governments, and Non-Profit Organizations (Circular A-133),
which require the use of GAS. This program should be used in conjunction with the program at AAM
section 14,010 for audits conducted in accordance with Circular A-133.
1 You should also refer to AAM section 9240 for a Partner's Engagement Review Program Supplement for Government Auditing
Standards and Circular A-133 Audits.
2 An electronic version of Government Auditing Standards (GAS) is available on the Government Accountability Office (GAO) Internet
site at www.gao.gov/govaud/ybk01.htm. That site also explains how to obtain a printed version of GAS.
3 The program at AAM section 13,010 does not specifically address the professional judgment general standard discussed in GAS,
paragraphs 3.33 through 3.38. That standard is similar to the AICPA's general standard on due professional care in Statement on
Auditing Standards (SAS) No. 1, section 230, Due Professional Care in the Performance of Work (AU section 230), as amended.

4 GAS contains requirements and guidance for financial audits, attestation engagements, and performance audits. This section
addresses only the GAS requirements and guidance for financial audits.
5 The Public Accounting Oversight Board (PCAOB) establishes standards for audits of "issuers," as that term is defined by the
Sarbanes-Oxley Act of 2002 (the Act) or whose audit is prescribed by the rules of the Securities and Exchange Commission (SEC). Other
entities are referred to as "nonissuers." Although many entities that are subject to GAS are nonissuers, some are issuers. Such issuers
may include, for example, lending institutions that participate in federally-sponsored loan programs such as housing and education.
In May 2005, GAO posted an Internet Notice at www.gao.gov/govaud/ybk01.htm titled Guidance on Complying with Government
Auditing Standards Reporting Requirements for the Report on Internal Control for Audits of Certain Entities Subject to the Requirements of the
Sarbanes-Oxley Act of 2002 and Government Auditing Standards. That Notice states that Government Auditing Standards (GAS) may be
used in conjunction with professional standards issued by other authoritative bodies, such as PCAOB, even though those standards are
not incorporated into GAS and provides guidance for the reporting of internal control deficiencies and compliance with GAS
requirements related to reporting internal control deficiencies. The Notice to Readers and Appendix A to Chapter 4 of the AICPA Audit
Guide Government Auditing Standards and Circular A-133 Audits (AAG-SLA) discuss the consideration of PCAOB standards in a GAS
audit of both issuers and nonissuers.
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The steps in the program at AAM section 13,010 are derived from the AICPA Audit Guide Government
Auditing Standards and Circular A-133 Audits (AAG-SLA) and an audit program supplement in the
AICPA Practice Aid, Auditing Recipients of Federal Awards: Practical Guidance for Applying OMB Circular
A-133, Third Edition. That practice aid includes additional resources in paper and electronic form for both
financial statement audits in accordance with GAS and Circular A-133 audits.
Paragraph

Section

13,010 Government Auditing Standards Audit Program Supplement.......................................................
Audit Objectives
A. Planning and Conducting the Audit
B. Concluding and Reporting on the Audit
C. Conclusion

.01

13,020 Government Auditing Standards Auditor's Reports.................................................................................. 01-.04
Unqualified Opinions on Basic Financial Statements Accompanied by
Required Supplementary Information and Supplementary Information—State
or Local Governmental Entity......................................................................................................
.01
Unqualified Opinion on Financial Statements—Not-for-Profit Organization...................
.02
Report on Internal Control Over Financial Reporting and on Compliance and
Other Matters Based on an Audit of Financial Statements Performed in
Accordance With Government Auditing Standards (No Material Weaknesses
[No Reportable Conditions Identified], No Reportable Instances of Noncompliance
or Other Matters) .............................................................................................................................
.03
Report on Internal Control Over Financial Reporting and on Compliance and
Other Matters Based on an Audit of Financial Statements Performed in
Accordance With Government Auditing Standards (Reportable Conditions,
Reportable Instances of Noncompliance, and Other Matters Identified)..........................
.04
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Government Auditing Standards Audit
Program Supplement
.01 This program supplements, and should be used in conjunction with, audit programs for financial
statement audits in accordance with GAAS.

Initials

Obj.

Date

Ref.

Audit Objectives

Note: The audit objectives for an audit in accordance with GAS, in
addition to those for an audit in accordance with GAAS, are as follows.
The letters preceding those audit objectives are identification codes. The
objective column presents those codes when the audit step accomplishes
the specific objective. If the letter appears in brackets, that is, [A], [B], and
so forth, the audit procedure only secondarily accomplishes the objective.
A. The financial statement audit is conducted in accordance with the GAS
general standards.
B. The financial statement audit is conducted in accordance with the GAS
fieldwork standards.
C. The financial statement audit is reported on in accordance with the GAS
reporting standards.

A.
A

Planning and Conducting the Audit1
1.

Determine whether our firm, the audit staff, and any specialists
used on the engagement meet the GAS independence require
ments, specifically:2,3
a.

Document that we have an internal quality control system to
assure compliance with the GAS independence require
ments, including whether there are personal or external
impairments to independence such as those listed in GAS,
paragraphs 3.07 and 3.19.

b.

If we have performed nonaudit services for the auditee,
document that we have applied the two overarching princi
ples stated and discussed in GAS, paragraphs 3.13 through
3.16, and our compliance with all the safeguards stated and
discussed in GAS, paragraphs 3.17 and 3.18.123

1 Certain of the documentation discussed in these steps may be available on a firm-wide basis or in the documentation for other
engagements. In those situations, you should consider referring to materials in locations other than the documentation for this audit
engagement.

2 If an audit organization is not independent, GAS states that the auditor should (a) decline to perform the work or (b) report the
impairment in the scope section of the auditor's report when a government auditor cannot decline to perform the work because of a
legislative requirement or for other reasons.
3 In addition to the independence guidance in GAS, auditors should consider consulting the GAO's Answers to Independence Standard
Questions, which is available on its Internet site at www.gao.gov/govaud/yb01.htm.
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c.

2.

Determine whether the audit staff collectively have the necessary
knowledge, skills, and experience.

A

3.

Document that we have a process for recruiting, hiring, continu
ously developing, and evaluating staff that allows us to maintain
a workforce with adequate competence.

4.

Ref.

If we are a government audit organization, determine whether
we are free from organizational impairments to independence,
as discussed in GAS, paragraphs 3.21 through 3.26.

A

a.

Date

Document that we maintain CPE records for the audit staff.

Assign audit staff to the engagement that collectively possess
knowledge of the accounting and auditing standards being ap
plied and of the environment in which the auditee operates,
effective communication skills, and skills appropriate for the
work being performed.
a.

If we are not a licensed certified public accounting firm or a
government auditing organization, assign audit staff to the
engagement that are licensed certified public accountants or
otherwise qualified under footnote 34 to GAS.

b.

Determine whether the auditors meet the continuing profes
sional education (CPE) requirements of GAS, paragraphs
3.45 and 3.46, and the GAO's Interpretation of Continuing
Education and Training Requirements and its Internet Notice
amending paragraph 46 of the Interpretation.4

A

5.

Determine and document whether the external and internal
specialists we use on the engagement are qualified and maintain
professional competence in their areas of specialization.

A

6.

Determine whether we have an appropriate internal quality
control system in place and undergo an external peer review,
specifically:
a.

Determine whether the system monitors, on an ongoing
basis, whether our firm has suitably designed and effectively
applied policies and procedures related to auditing and
attestation standards.

b.

Determine whether we have appropriate documentation for
our internal quality control system.

c.

Determine whether we have received an appropriate exter
nal peer review within the last 3 years by independent
reviewers.

___________

4 In April 2005, the GAO issued Technical Amendment to the CPE Requirements of the 2003 Revision of Government Auditing Standards
(the amendment) and Guidance on GAGAS Requirements for Continuing Professional Education (Guidance), which are effective for CPE
measurement periods beginning on or after June 30, 2005, with early application encouraged. The amendment modifies the require
ments for both the 80-hour rule and the 24-hour rule by revising paragraph 3.45 and footnote 36 of GAS and deleting footnote 35 to
paragraph 3.45. Guidance replaces the Interpretation and the Internet Notice that amended paragraph 46 of the Interpretation.
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d.

Date

Ref.

If we are a government audit organization, determine
whether we have transmitted our external peer review re
ports to appropriate oversight bodies.

A

7.

Provide the party contracting for the audit copies of our most
recent external peer review report and any letter of comment,
and any subsequent peer review reports and letters of comment
received during the period of the contract.

A

8.

If the financial statements include organizational units that are
audited by other auditors in accordance with GAS, ensure that
the inquiries that we make as required by AU section 543.10
address the other auditors' adherence to the GAS general stand
ards.
______
____

a.

Obtain other representations relating to GAS from the other
auditors, for example, that they are familiar with GAS.

b.

Document our request and receipt of a copy of those other
auditors' peer review reports and any letters of comment,
even if the other auditors are not engaged to conduct an audit
in accordance with GAS.

____

Determine whether we have developed clearly defined policies
and criteria to deal with situations where requests are made by
outside parties to obtain access to audit documentation.

B

9.

B

10. Communicate information regarding the nature, timing, and
extent of planned testing and reporting and the level of assurance
provided to appropriate auditee officials and to the individuals
contracting for or requesting the audit,5 preferably in the engage
ment letter. Specifically, the letter should:

a.

Discuss our responsibilities for testing and reporting on
internal control over financial reporting and on compliance
with laws, regulations, and provisions of contracts or grant
agreements.

b.

Discuss the nature of any additional testing of internal con
trol and compliance required by laws, regulations, and pro
visions of contracts or grant agreements or otherwise
requested, and whether we are planning to provide an opin
ion on internal control over financial reporting or on compli
ance with laws, regulations, and provisions of contracts or
grant agreements.

c.

Contrast our responsibilities for testing and reporting on
internal control over financial reporting and on compliance
with other audits of internal control and compliance.

5 Paragraphs 4.08 and 4.09 of GAS require this communication to be made to appropriate auditee officials (which normally would
include the head of the organization, the audit committee or board of directors or other equivalent oversight body, and the individual
who possesses a sufficient level of authority such as the chief financial officer), the individuals contracting for or requesting the audit
services (when we are performing the audit under a contract with a party other than the auditee or pursuant to a third-party request),
and the legislative members or staff who have oversight of the auditee (when we are performing the audit pursuant to a law or
regulation that specifically identifies this auditee).
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d.

Discuss additional relevant topics, such as our field work and
reporting responsibilities for fraud and abuse.

e.

Discuss potential restrictions on the auditor's reports.

Date

9-05

Ref.

11. Ensure that the engagement letter also:
a.

States that the audit will be conducted in accordance with GAS.

b.

Provides for access to audit documentation by other auditors
and reviewers.

c.

Describes management's responsibility for:

(1)

The entity's basic financial statements, and, if applica
ble, required supplementary information (RSI) (which
for governments includes the management's discussion
and analysis [MD&A]) and supplementary information
other than RSI, known as SI. (If we have a role in
preparing the trial balance and draft financial state
ments and related notes or in converting cash-basis
financial statements to accrual-based financial state
ments, the letter should indicate that management is
responsible for reviewing, approving, and taking re
sponsibility for the financial statements and related
notes and for acknowledging our role.)

(2)

Taking timely and appropriate steps to remedy fraud,
illegal acts, violations of provisions of contracts or grant
agreements, or abuse that we report.

(3)

Having a process to track the status of audit findings
and recommendations.

(4)

Identifying for us previous financial audits, attestation
engagements, performance audits, or other studies re
lated to the objectives of the audit being undertaken and
the corrective actions taken to address significant find
ings and recommendations.

(5)

Providing views on our current findings, conclusions,
and recommendations, as well as management's
planned corrective actions, for the report, and the tim
ing and format for providing that information.

d.

States that because the determination of abuse is subjective,
GAS does not expect auditors to provide reasonable assur
ance of detecting abuse.

e.

Describes the reports we expect to prepare and issue.

f.

Describes report distribution responsibilities, including that
copies are available for public inspection unless the report is
restricted by law or regulation, or contains privileged and con
fidential information.

12. When appropriate, communicate with grantor agencies (includ
ing pass-through entities) or federal or state auditors or other
oversight entities about:

AAM §13,010.01
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B [C]

a.

The audit plan.

b.

The scope of the review and testing of internal control over
financial reporting and of compliance.

c.

The identification of grant awards and compliance require
ments, including current year changes to those requirements.

d.

The form and content of required supplemental reporting.

e.

The status of prior-year findings and recommendations.

f.

Recent audits or other reviews conducted by federal or state
auditors or other oversight entities.

Date

Ref.

13. Consider the results of previous financial audits, attestation en
gagements, performance audits, or other studies and follow up
on known significant findings and recommendations that di
rectly relate to the objectives of the current audit. Specifically:

a.

Ask the auditee to identify those audits, engagements, and
studies and the corrective actions taken to address significant
findings and recommendations.

b.

Use professional judgment to determine the (1) prior periods
to be considered, (2) level of work necessary to follow up on
significant findings and recommendations that affect the
audit, and (3) effect on the risk assessment and audit proce
dures in planning the current audit.

c.

Consider whether uncorrected prior-period findings should
continue to be current-period findings.

B [C]

14. If during the audit we identify problems that we may report as
findings, ensure that we plan audit procedures to develop the
elements of a finding to facilitate developing our report.

B [C]

15. When planning and performing audit procedures relating to
illegal acts, make sure that we consider not only violations of
laws and regulations but also violations of provisions of con
tracts or grant agreements.

a.

B [C]
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If during the audit we identify problems that we may report
as compliance findings, evaluate whether compliance re
quirements arise from laws or regulations or, instead, only
from provisions of contracts or grant agreements. (As dis
cussed in AAG-SLA, paragraph 4.16, this is necessary be
cause GAS has differing standards for reporting (1)
noncompliance that is an illegal act [that is, violations of law
or regulation] as compared to (2) noncompliance that is a
violation of provisions of contract or grant agreements.)

16. If during the audit we become aware of indications of abuse that
could materially affect the financial statement amounts or other
financial data significant to the audit objectives, ensure that we
apply audit procedures specifically directed to ascertain whether
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Date

Ref.

abuse has occurred and the effect on the financial statement
amounts or other financial data significant to the audit objectives.
In doing so:

a.

Consider both quantitative and qualitative factors in making
judgments regarding the materiality of possible abuse and
whether we need to extend audit steps and procedures.
(AAG-SLA, paragraph 3.36, discusses possible qualitative
factors.)

b.

Make inquiries of auditee officials about the nature of and
reasons for the situation or transaction to help determine
whether it is indicative of abuse.

c.

Evaluate whether the situation or transaction meets the defi
nition of abuse, including that it does not involve fraud, illegal
acts, or violations of provisions of contracts or grant agree
ments.6

d.

Use professional judgment to evaluate whether the situation
or transaction involves behavior that is deficient or improper
when compared with behavior that a prudent person would
consider reasonable and necessary business practice given
the facts and circumstances.

e.

If the situation or transaction is potentially material, perform
additional procedures (such as extending sample sizes or by
selectively choosing items for testwork) to provide further
evidence whether the situation or transaction constitutes
abuse and its effect on financial statement amounts or other
financial data significant to the audit objectives.

17. When evidential matter obtained is highly dependent on com
puterized information systems and is material to the objective of
the audit and we are not relying on the effectiveness of internal
control over those computerized systems that produced the in
formation, ensure that the audit documentation contains our
consideration that the planned audit procedures are designed to
achieve audit objectives. The audit documentation should spe
cifically address:

a.

The rationale for determining the nature, timing, and extent
of planned audit procedures.

b.

The kinds and competence of available evidential matter
produced outside a computerized information system or
plans for direct testing of data produced from a computer
ized information system.

c.

The effect on the audit report if evidential matter to be
gathered does not afford a reasonable basis for achieving the
objectives of the audit.

6 Because the Office of Management and Budget (OMB) cost principles circulars require that costs charged to federal awards be
reasonable and necessary for the performance and administration of the awards, situations or transactions involving federal awards
that might otherwise appear to constitute abuse instead generally are instances of noncompliance. See the discussion in AAG-SLA,
paragraph 8.48.
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Concluding and Reporting on the Audit
1.

2.

If the audit is terminated before it is completed:

a.

Write a memorandum that summarizes the results of our work
and explains the reasons why the audit was terminated.

b.

Communicate the reason for terminating the audit to auditee
management, the entity requesting the audit, and other ap
propriate officials, preferably in writing.

Accumulate all findings identified during the audit and deter
mine which are to be reported in the report on internal control
over financial reporting and compliance and other matters (the
GAS report) and which are to be communicated to auditee
officials in the management letter or in some other manner,
following the standards of GAS, paragraphs 5.12,5.16,5.17, and
5.20, and the guidance in chapters 4 and 12 of AAG-SLA, such as
paragraphs 4.15, 4.35,12.16, and 12.25.

a.

Draft the findings for the GAS report, for each:
(1)

Assigning a reference number.

(2)

Describing the work performed that resulted in the
finding.

(3)

Relating instances identified to the population or the
number of cases examined and quantifying them in
terms of dollar value, if appropriate. (For findings of
fraud, illegal acts, violations of provisions of contracts
or grant agreements, or abuse, if the results cannot be
projected, you should limit your conclusion to the items
tested.)

(4)

Developing the elements of criteria, condition, cause,
and effect. (The criteria should include the statutory,
regulatory, or other citation and the condition should
include facts that support the deficiency identified in
the audit finding.)

(5)

Providing recommendations for corrective action, if
possible.

(6)

Not including names, Social Security numbers, other
personal identification, or other potentially sensitive
matters.

Note: AAG-SLA, paragraphs 4.28 and 4.29, provides guidance on the
placement of internal control, compliance, fraud, and abuse findings in
the GAS report.
b.

Draft the management letter.

c.

Document the communication of other findings to auditee
officials.
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4.

5.

Date

Ref.

Evaluate the effect that the audit findings have on our:

a.

GAS report.

b.

Opinion in the report on the financial statements.

For all findings that will be presented in the GAS report, ask
responsible officials to provide in writing their views concerning
the findings, conclusions, and recommendations, as well as planned
corrective actions.

a.

If, instead, officials provide their views orally, prepare a
summary of those oral comments and provide that summary
to the officials to verify that the comments are accurately
stated.
______

b.

If the officials' comments validly oppose our findings,
conclusions, or recommendations, modify the findings
accordingly.

c.

If the officials' comments oppose our findings, conclusions,
or recommendations, and are not, in our opinion, valid, or
when planned corrective actions do not adequately address
our recommendations, include in the findings our reasons
for disagreeing with the comments or planned corrective
actions.

Ensure that the management representation letter addresses
matters relevant to the GAS audit, specifically that management:

a.

Is responsible for compliance with the laws, regulations, and
provisions of contracts and grant agreements applicable to the
auditee.

b.

Is responsible for establishing and maintaining effective in
ternal control over financial reporting.

c.

Has identified and disclosed to us all laws, regulations, and
provisions of contracts and grant agreements that have a
direct and material effect on the determination of financial
statement amounts or other financial data significant to the
audit objectives.

d.

Has identified and disclosed to us violations (and possible
violations) of laws, regulations, and provisions of contracts
and grant agreements whose effects should be considered for
disclosure in the financial statements, as a basis for recording
a loss contingency, or for our reporting on noncompliance.

e.

If applicable, has reviewed, approved, and taken responsi
bility for the financial statements and related notes and
acknowledges our role in the preparation of this information.

f.

If applicable, has reviewed, approved, and taken responsi
bility for accrual adjustments and acknowledges our role in
the preparation of the adjustments.
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g.

Has taken timely and appropriate steps to remedy fraud,
illegal acts, violations of provisions of contracts or grant
agreements, or abuse that we report.

h.

Has a process to track the status of audit findings and rec
ommendations.

i.

Has identified for us previous financial audits, attestation
engagements, performance audits, or other studies related to
the objectives of the audit being undertaken and the correc
tive actions taken to address significant findings and recom
mendations.

j.

Has provided views on our reported findings, conclusions,
and recommendations, as well as management's planned
corrective actions, for our report.

C

6.

If the audit identified fraud, illegal acts, violations of provisions
of contracts or grant agreements, or abuse, consider the direct
reporting requirements of GAS, paragraphs 5.21 through 5.25,
even if we resigned or were dismissed from the audit before its
completion.

C

7.

Prepare theauditor's report on the financial statements, ensuring
that it conforms to the standard report elements listed in AAGSLA, paragraph 4.21, and illustrated at AAM section 13,020.01
and .02, including that it:

C
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8.

a.

States that the audit was conducted in accordance with
GAAS, including an identification of the United States of
America as the country of origin of those standards, and the
standards applicable to financial audits contained in GAS.7

b.

Refers to the separate GAS report, indicating that report's
purpose (including, if applicable, that it does not provide an
opinion on internal control over financial reporting or on
compliance) and that it is an integral part of the audit and
should be considered in assessing the results of the audit.

c.

If certain pertinent information is prohibited from general
disclosure, modify the report to state the nature of the infor
mation omitted and the requirement that makes the omis
sion necessary.8

Date

Ref.

Prepare the GAS report—the report on internal control over
financial reporting and compliance and other matters—ensuring
that it conforms to the standard report elements listed in AAGGSA, paragraph 4.26, and illustrated at AAM section 13,020.03
and .04, including that it:

7 If we did not follow an applicable GAS requirement in the audit, assess whether we need to withdraw from the audit or instead
modify the report using the guidance in GAS, paragraph 5.06. Further, if we are a government audit organization that is not
independent but that cannot decline to perform the work because of a legislative requirement or for other reasons, report that
impairment in the scope section of the report.

8 In such circumstances, GAS permits auditors to issue a separate limited-official-use report containing such information and
distribute the report only to appropriate persons. See GAS, paragraphs 5.31 through 5.33.
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9.

a.

States that the audit was conducted in accordance with U.S.
GAAS and the standards applicable to financial audits con
tained in GAS.9

b.

Describes the scope of the auditor's testing of internal control
over financial reporting and compliance with laws, regula
tions, and provisions of contracts or grant agreements and
the results of those tests or an opinion, if sufficient work was
performed.

c.

Describes or refers to a separate schedule that reports:1011

(1)

Deficiencies in internal control considered to be report
able conditions as defined in AICPA standards, with
identification of those reportable conditions that are
individually or in the aggregate considered to be mate
rial weaknesses.

(2)

All instances of fraud and illegal acts unless clearly
inconsequential.11

(3)

Significant violations of provisions of contracts or grant
agreements and abuse.

d.

Refers to the management letter, if that letter communicates
certain matters to the auditee as required by GAS.

e.

Includes a paragraph at the end stating that the report is
intended solely for the information and use of the audit
committee, management and specified legislative or regula
tory bodies12 and is not intended to be and should not be
used by anyone other than these specified parties.

f.

Includes the views of responsible officials concerning the
findings, conclusions, and recommendations, as well as
planned corrective actions.13 (If the auditee does not provide
the necessary information by the time the report is released,
our report should indicate the status of the auditee's re
sponse.)

g.

Is dated the same as the report on the financial statements.

Date

9-05

Ref.

Modify the auditor's report on the financial statements and the
GAS report, as appropriate, if the financial statements include
operating units or organizational components that:

9 See footnote 7.
10 For an audit in accordance with OMB Circular A-133, Audits of States, Local Governments, and Non-Profit Organizations (Circular
A-133), the auditors should include all findings, including those required to be reported under GAS, in the schedule of findings and
questioned costs.

11 For an audit in accordance with Circular A-133, the auditor should apply a financial statement materiality consideration in
reporting in the GAS report fraud and illegal acts involving federal awards that are subject to Circular A-133 reporting. That is because
those findings already are reported in the Circular A-133 report and reporting findings that are not material to the financial statements
again in the GAS report would be unnecessarily duplicative.
12 For an audit in accordance with Circular A-133, this reference should include federal awarding agencies and, if applicable,
pass-through entities.

13 For an audit in accordance with Circular A-133, the report may be able to refer to the corrective action plan to satisfy as the required
presentation of the auditee's views and planned corrective actions.
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Obj.

Initials

a.

Are not required to have a GAS audit. (See AAG-SLA, para
graphs 4.37 through 4.39.)

b.

Are audited by other auditors and we are referring to those
other auditors.

C

10. Draft the transmittal letter for the reports, making sure that it
clarifies that copies of the reports are made available for public
inspection, unless they are restricted by law or regulation, or
contains privileged and confidential information.

C

11. Distribute the report as provided by GAS, paragraph 5.34, and
the terms of the engagement.

BC

12. Determine that the audit documentation contains:

C.

a.

The objectives, scope, and methodology of the audit.

b.

Sufficient information to enable an experienced auditor who
has had no previous connection with the audit to ascertain
from the audit documentation the evidence that supports
our significant judgments and conclusions.

c.

Support for reported findings, conclusions, and recommen
dations, and evidence of supervisory review of the work
performed that supports those findings, conclusions, and
recommendations, before we issue our report.

d.

If we determined that certain additional government audit
ing standards do not apply or did not follow an applicable
standard, the reasons therefore and the known effect that not
following the applicable standard had, or could have had, on
the audit.

Date

Ref.

Conclusion

1.

In our opinion, the objectives of this audit program have been
met, except as follows:

We have completed this audit program in accordance with firm policy.

Done by

[Date]

Reviewed by

[Date]

[The next page is 13,081.]
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AAM Section 13,020

Government Auditing Standards
Auditors’ Reports
Note: This section contains examples of the reports issued under generally accepted
auditing standards (GAAS) and GAS in various circumstances. GAS requires that in
addition to providing an opinion or a disclaimer of opinion on the financial statements,
auditors should report on the scope and results of testing of the auditee's internal control
over financial reporting and compliance with laws, regulations, and provisions of
contracts or grant agreements. They also should report certain fraud or abuse. The
following is a list of the example reports in this section:
Paragraph
Title
.01
Unqualified Opinions on Basic Financial Statements Accompanied by Required
Supplementary Information and Supplementary Information—Governmental
Entity
.02
Unqualified Opinion on Financial Statements—Not-for-Profit Organization
.03
Report on Internal Control Over Financial and on Compliance and Other Matter
Based on an Audit of Financial Statements Performed in Accordance With Govern
ment Auditing Standards (No Material Weaknesses [No Reportable Conditions
Identified], No Reportable Instances of Noncompliance or Other Matters)
.04
Report on Internal Control Over Financial Reporting and on Compliance and Other
Matters Based on an Audit of Financial Statements Performed in Accordance With
Government Auditing Standards (Reportable Conditions, Reportable Instances of
Noncompliance, and Other Matters Identified)
.01

Unqualified Opinions on Basic Financial Statements Accompanied by Required Supplementary
Information and Supplementary Information—State or Local Governmental Entity1

Independent Auditor's Report

[Addressee]
We have audited the accompanying financial statements of the governmental activities, the business-type
activities, the aggregate discretely presented component units, each major fund, and the aggregate remaining
fund information of the City of Example, Any State, as of and for the year ended June 30, 20X1, which
collectively comprise the City's basic financial statements as listed in the table of contents. These financial
statements are the responsibility of the City of Example's management. Our responsibility is to express
opinions on these financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America and the standards applicable to financial audits contained in Government Auditing Standards,12 issued
1 Auditors should refer to AICPA Audit and Accounting Guide State and Local Governments (AAG-SLV) for additional guidance on
reporting on a government's basic financial statements and for additional illustrative auditor's reports on governmental financial
statements in various situations, such as referring to the work of other auditors. As explained in AAG-SLV, the auditor generally
expresses or disclaims an opinion on a government's basic financial statements by providing an opinion or disclaimer of opinion on
each opinion unit required to be presented in those financial statements. In addition, the auditor may provide opinions or disclaimers
of opinions on additional opinion units if engaged to set the scope of the audit and assess materiality at a more detailed level than by
the opinion units required for the basic financial statements.
2 The standards applicable to financial audits are the general, fieldwork, and reporting standards described in Chapters 3, 4, and 5 of
GAS.
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by the Comptroller General of the United States. Those standards require that we plan and perform the audit
to obtain reasonable assurance about whether the financial statements are free of material misstatement.
[Optional: An audit includes consideration of internal control over financial reporting as a basis for designing audit
procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness
of the City's internal control over financial reporting. Accordingly, we express no such opinion.]3 An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and the significant estimates made by manage
ment, as well as evaluating the overall financial statement presentation. We believe that our audit provides
a reasonable basis for our opinions.4

In our opinion, the financial statements referred to above present fairly, in all material respects, the respective
financial position of the governmental activities, the business-type activities, the aggregate discretely
presented component units, each major fund, and the aggregate remaining fund information of the City of
Example, Any State, as of June 30, 20X1, and the respective changes in financial position and cash flows,
where applicable, thereof for the year then ended in conformity with accounting principles generally
accepted in the United States of America.

In accordance with Government Auditing Standards, we have also issued our report dated [date of report] on
our consideration of the City of Example's internal control over financial reporting and on our tests of
its compliance with certain provisions of laws, regulations, contracts, and grant agreements and other
matters.5 The purpose of that report is to describe the scope of our testing of internal control over financial
reporting and compliance and the results of that testing, and not to provide an opinion on the internal control
over financial reporting or on compliance.6 That report is an integral part of an audit performed in accordance
with Government Auditing Standards and should be considered in assessing the results of our audit.
The [identify accompanying required supplementary information, such as management's discussion and analysis and
budgetary comparison information] on pages XX through XX and XX through XX are not a required part of the
basic financial statements but are supplementary information required by accounting principles generally
accepted in the United States of America.7 We have applied certain limited procedures, which consisted
principally of inquiries of management regarding the methods of measurement and presentation of the
required supplementary information. However, we did not audit the information and express no opinion
on it.8
3 This optional wording may be added in accordance with Auditing Interpretation No. 17, “Clarification in the Audit Report of the
Extent of Testing of Internal Control Over Financial Reporting in Accordance With Generally Accepted Auditing Standards," of SAS
No. 58, Reports on Audited Financial Statements, as amended (AU section 9508.85-88), which provides reporting guidance for audits of
nonissuers. Interpretation No. 17 addresses how auditors may expand this report to explain that their consideration of internal control
was sufficient to provide the auditor sufficient understanding to plan the audit and determine the nature, timing and extent of tests to
be performed, but was not sufficient to express an opinion on the effectiveness of the internal control. If this optional wording is added,
in an audit of a governmental entity, the remainder of the paragraph should read as follows:
"An audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial state
ments, assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audit provides a reasonable basis for our opinions."
4 If the financial statements include organizational units that are not required to have a GAS audit, the auditor should consider
modifying this scope paragraph as discussed and illustrated in AAG-SLA, paragraphs 4.37 and 4.38.

5 AAG-SLA, paragraph 4.15, discusses noncompliance and other matters—certain fraud and abuse—for which GAS requires
reporting in the auditor's report.
6 This sentence should be modified if the auditor is providing an opinion on internal control over financial reporting or on
compliance in the GAS report. See footnote 6 to paragraph 4.04b of AAG-SLA.
7 The auditor may identify the body requiring the information, which in this situation is the Governmental Accounting Standards
Board (GASB).

8 Generally accepted accounting principles (GAAP) require that the financial statements of state and local governments be accompa
nied by a management's discussion and analysis, and may require that they be accompanied by other required supplementary
information (RSI). The auditor may be required to or choose to report on that information. This example assumes such reporting. SAS
No. 52, Required Supplementary Information (AU section 558), as amended; SAS No. 29, Reporting on Information Accompanying the Basic
Financial Statements in Auditor-Submitted Documents (AU section 551), as amended; and AAG-SLV contain guidance on the auditor's
responsibilities for and reporting on RSI.
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Our audit was conducted for the purpose of forming opinions on the financial statements that collectively
comprise the City of Example's basic financial statements. The [identify accompanying supplementary information,
such as the introductory section, combining and individual nonmajor fund financial statements, and statistical tables]
are presented for purposes of additional analysis and are not a required part of the basic financial state
ments.9 The [identify relevant supplementary information, such as the combining and individual nonmajor fund
financial statements] have been subjected to the auditing procedures applied in the audit of the basic financial
statements and, in our opinion, are fairly stated in all material respects in relation to the basic financial
statements taken as a whole.10 The [identify relevant supplementary information, such as the introductory section
and statistical tables] have not been subjected to the auditing procedures applied in the audit of the basic
financial statements and, accordingly, we express no opinion on them.

[Signature]
[Date]

9 If the financial statements are accompanied by supplementary information other than RSI (known as SI), the auditor may be
required to or choose to report on that information. This example assumes such reporting. SAS No. 8, Other Information in Documents
Containing Audited Financial Statements (AU section 550), as amended; SAS No. 29, as amended; and AAG-SLV contain guidance on the
auditor's responsibilities for and reporting on SI. In addition, in an audit in accordance with Circular A-133, the financial statements
should be accompanied by a supplementary schedule of expenditures of federal awards and the auditor should report whether that
schedule is presented fairly in all material respects in relation to the financial statements taken as a whole. Chapter 12 of AAG-SLA
illustrates wording for this paragraph in that situation.

10 When reporting on SI, the auditor should consider the effect of any modifications to the report on the basic financial statements
(for example, a qualified opinion, a modification as to consistency because of a change in accounting principle, or a reference to the
report of other auditors). Furthermore, if the report on SI is other than unqualified, this paragraph should be modified. SAS No. 29 (AU
section 551.09-.1l, .13, and .14) provides guidance for reporting in these circumstances.
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Unqualified Opinion on Financial Statements—Not-for-Profit Organization11

Independent Auditor's Report
[Addressee]
We have audited the accompanying statement of financial position of Example NPO as of June 30,20X1, and
the related statements of activities and cash flows11
1213
14
for the year then ended. These financial statements are
the responsibility of Example NPO's management. Our responsibility is to express an opinion on these
financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America and the standards applicable to financial audits contained in Government Auditing Standards,13 issued
by the Comptroller General of the United States. Those standards require that we plan and perform the audit
to obtain reasonable assurance about whether the financial statements are free of material misstatement.
[Optional: An audit includes consideration of internal control over financial reporting as a basis for designing audit
procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness
of the City's internal control over financial reporting. Accordingly, we express no such opinion.]14 An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and the significant estimates made by manage
ment, as well as evaluating the overall financial statement presentation. We believe that our audit provides
a reasonable basis for our opinion.15

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of Example NPO as of June 30,20X1, and the changes in its net assets and its cash flows
for the year then ended in conformity with accounting principles generally accepted in the United States
of America.
In accordance with Government Auditing Standards, we have also issued our report dated [date of report]
on our consideration of Example NPO's internal control over financial reporting and on our tests of its
compliance with certain provisions of laws, regulations, contracts, and grant agreements and other
matters.16 The purpose of that report is to describe the scope of our testing of internal control over financial
reporting and compliance and the results of that testing, and not to provide an opinion on the internal
control over financial reporting or on compliance.17 That report is an integral part of an audit performed in

11 Auditors also should refer to the AICPA Audit and Accounting Guide Not-for-Profit Organizations for additional guidance on
reporting on the financial statements of a not-for-profit organization. In addition to the situations discussed in that Guide, auditors may
need to modify the report on the financial statements to refer to the work of other auditors, using the guidance in SAS No. 1, section
543, Part of Audit Performed by Other Independent Auditors (AU section 543), as amended.

12 Each of the statements presented, which may include a statement of functional expenses, should be identified in the introductory
paragraph.
13 See footnote 2.
14 See footnote 3. If this optional wording is added, in an audit of a nongovernmental entity, the remainder of the paragraph should
read as follows:
"An audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial state
ments, assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audit provides a reasonable basis for our opinion."

15 See footnote 4.

16 See footnote 5.
17 See footnote 6.

AAM §13,020.02

Copyright © 2005, American Institute of Certified Public Accountants, Inc.

68

9-05

Government Auditing Standards Auditor's Reports

13,085

accordance with Government Auditing Standards and should be considered in assessing the results of our
audit.18
[Signature]

[Date]

18 If the financial statements are accompanied by RSI or SI (for example, a comparison of actual and budgeted expenditures), the
auditor may be required to or choose to report on that information in one or more paragraphs following this paragraph. SAS No. 8, as
amended; SAS No. 29, as amended; and SAS No. 52, as amended, contain guidance on the auditor's responsibilities for and reporting
on RSI and SI. See also footnote 10. In addition, in an audit in accordance with Circular A-133, the financial statements should be
accompanied by a supplementary schedule of expenditures of federal awards and the auditor should report whether that schedule is
presented fairly in all material respects in relation to the financial statements taken as a whole. Chapter 12 of AAG-SLA illustrates
wording for this paragraph in that situation.
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Report on Internal Control Over Financial Reporting and on Compliance and Other Matters14
*19 Based
on an Audit of Financial Statements Performed in Accordance With Government Auditing Standards
(No Material Weaknesses [No Reportable Conditions Identified], No Reportable Instances of
Noncompliance or Other Matters)20

[Addressee]
We have audited the financial statements21 of Example Entity as of and for the year ended June 30,20X1, and
have issued our report thereon dated August 15,20X1.22 We conducted our audit in accordance with auditing
standards generally accepted in the United States of America and the standards applicable to financial audits
contained in Government Auditing Standards,23 issued by the Comptroller General of the United States.24

Internal Control over Financial Reporting25 26
In planning and performing our audit, we considered Example Entity's internal control over financial
reporting in order to determine our auditing procedures for the purpose of expressing our opinion on the
financial statements and not to provide an opinion on the internal control over financial reporting. Our
consideration of the internal control over financial reporting would not necessarily disclose all matters in the
internal control that might be material weaknesses. A material weakness is a reportable condition in which
the design or operation of one or more of the internal control components does not reduce to a relatively low
level the risk that misstatements caused by error or fraud in amounts that would be material in relation to
the financial statements being audited may occur and not be detected within a timely period by employees
in the normal course of performing their assigned functions. We noted no matters involving the internal
control over financial reporting and its operation that we consider to be material weaknesses.

14 Chapters 2 and 3 of AAG-SLA discuss the auditor's consideration of internal control over financial reporting and of fraud, illegal
acts, violations of provisions of contracts or grant agreements, and abuse.
20 The auditor should use the portions of AAM section 13,020.03 and .04 that apply to a specific auditee situation. For example, if the
auditor has identified reportable conditions but has not identified instances of noncompliance or other matters that are required to be
reported under Government Auditing Standards, the internal control section of AAM section 13,020.04 would be used along with the
compliance and other matters section of this report. Alternatively, if the auditor has not identified reportable conditions but has
identified instances of noncompliance or other matters that are required to be reported under Government Auditing Standards, the
internal control section of this report would be used along with the compliance section of AAM section 13,020.04.

21 As explained in footnote 1, the auditor generally expresses or disclaims an opinion on a government's basic financial statements
by providing an opinion or disclaimer of opinion on each opinion unit required to be presented in those financial statements. For audits
of governmental entities, the first sentence in this report should be modified to reflect the opinion units that have been reported on. In
addition, the first sentence under the heading "Internal Control over Financial Reporting" should be revised to refer to "our opinions"
instead of "our opinion." An illustration of the revised wording for the first sentence follows:
We have audited the financial statements of the governmental activities, the business-type activities, the aggregate
discretely presented component units, each major fund, and the aggregate remaining fund information of Example
Entity as of and for the year ended June 30, 20X1, which collectively comprise Example Entity's basic financial
statements and have issued our report thereon dated August 15, 20X1.

22 Describe any departure from the standard report (for example, a qualified opinion, a modification as to consistency because of a
change in accounting principle, or a reference to the report of other auditors).
23 See footnote 2.
24 If the financial statements include organizational units that are not required to have a GAS audit, the auditor should consider
modifying this scope paragraph as discussed and illustrated in AAG-SLA, paragraphs 4.37 and 4.39.
23 GAS permits, but does not require, auditors to express an opinion on internal control over financial reporting or on compliance if
sufficient work was performed.

26 This report sequences the reporting on internal control over financial reporting before the reporting on compliance and other
matters. However, the Circular A-133 reports in AAM section 14,020.01 through .04 sequence the reporting on compliance before the
reporting on internal control over compliance. Auditors may present the internal control and compliance sections of the GAS and
Circular A-133 reports in whichever sequence better meets their needs.
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Compliance and Other Matters27

As part of obtaining reasonable assurance about whether Example Entity's financial statements are free of
material misstatement, we performed tests of its compliance with certain provisions of laws, regulations,
contracts, and grant agreements, noncompliance with which could have a direct and material effect on the
determination of financial statement amounts. However, providing an opinion on compliance with those
provisions was not an objective of our audit, and accordingly, we do not express such an opinion. The results
of our tests disclosed no instances of noncompliance or other matters that are required to be reported under
Government Auditing Standards.
We noted certain matters that we reported to management of Example Entity in a separate letter dated August
15, 20X1.28
This report is intended solely for the information and use of the audit committee, management, and [specify
legislative or regulatory body]29 and is not intended to be and should not be used by anyone other than these
specified parties.30

[Signature]
[Date]31

27 Other matters are certain findings of fraud or abuse. This heading and the reference to "other matters" in the following paragraph
should appear in all reports, even if the report does not present or refer to findings of fraud or abuse or even if the only findings of fraud
or abuse are presented in or referred to from the section on internal control over financial reporting. (See AAG-SLA, paragraph 4.29.)
See also footnote 25.
28 GAS requires the auditor to communicate to the auditee in a management letter the following matters unless clearly inconsequen
tial—(a) deficiencies in internal control over financial reporting other than reportable conditions or (b) immaterial violations of
provisions of contracts or grant agreements or immaterial abuse. Paragraphs 5.16 and 5.20 of GAS require the reference illustrated in
this paragraph if the auditor has issued a letter reporting such matters. This reference does not preclude the auditor from including
other discussions or recommendations in the management letter. See AAG-SLA, paragraphs 4.35 and 4.36.

29 For an audit in accordance with Circular A-133, this sentence should include a reference to federal awarding agencies and, if
applicable, pass-through entities. See the further discussion in Chapter 12 of AAG-SLA.
30 This paragraph conforms to SAS No. 87, Restricting the Use of an Auditor's Report (AU section 532). See SAS No. 87 for additional
guidance on restricted-use reports.

31 Because this report relates to the audit of the financial statements and is based on the GAAS audit procedures performed, it should
carry the same date as the auditor's report on the financial statements.
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Report on Internal Control Over Financial Reporting and on Compliance and Other Matters32 Based
on an Audit of Financial Statements Performed in Accordance With Government Auditing Standards
(Reportable Conditions, Reportable Instances of Noncompliance, and Other Matters Identified)33

[Addressee]
We have audited the financial statements34 of Example Entity as of and for the year ended June 30,20X1, and
have issued our report thereon dated August 15, 20X1.35 We conducted our audit in accordance with
auditing standards generally accepted in the United States of America and the standards applicable to
financial audits contained in Government Auditing Standards,36 issued by the Comptroller General of the
United States.37

Internal Control over Financial Reporting38,39

In planning and performing our audit, we considered Example Entity's internal control over financial
reporting in order to determine our auditing procedures for the purpose of expressing our opinion on the
financial statements and not to provide an opinion on the internal control over financial reporting. However,
we noted certain matters involving the internal control over financial reporting and its operation that we
consider to be reportable conditions. Reportable conditions involve matters coming to our attention relating
to significant deficiencies in the design or operation of the internal control over financial reporting that, in
our judgment, could adversely affect Example Entity's ability to initiate, record, process, and report financial
data consistent with the assertions of management in the financial statements. Reportable conditions are
described in the accompanying schedule of findings and responses40 as items [list the reference numbers of the
related findings, for example, 20X1-1, 20X1-3, and 20X1-4].
[NOTE: As discussed in AAG-SLA, paragraph 4.32, the auditor should consider identifying each finding with a
reference number. As discussed in AAG-SLA, paragraph 4.28, this report can, as an alternative, describe findings and
responses rather than refer to a separate schedule. In AAG-SLA, paragraph 4.28 also discusses how to report findings
that relate to both internal control over financial reporting and to compliance; paragraph 4.29 discusses when findings
of fraud and abuse should be reported in the section on internal control over financial reporting; paragraphs 4.30 and
4.31 discuss the detail to use to present each finding; and paragraphs 4.33 and 4.34 discuss the presentation of the
views of responsible officials and their planned corrective actions. The schedule offindings and questioned costs shown
in AAM section 14,020.05 further describes the presentation of financial statement findings. Further, in an audit in
accordance with Office of Management and Budget Circular A-133, Audits of States, Local Governments, and
Non-Profit Organizations (Circular A-133), findings and responses should not be described in this report; instead,
this report should refer to the schedule of findings and questioned costs. See the further discussion in Chapter 12 of
AAG-SLA.]
A material weakness is a reportable condition in which the design or operation of one or more of the internal
control components does not reduce to a relatively low level the risk that misstatements caused by error or
fraud in amounts that would be material in relation to the financial statements being audited may occur and
not be detected within a timely period by employees in the normal course of performing their assigned
functions. Our consideration of the internal control over financial reporting would not necessarily disclose
all matters in the internal control that might be reportable conditions and, accordingly, would not necessarily
32 See footnote 19.
33 See footnote 20.
34 See footnote 21.
35 See footnote 22.
36 See footnote 2.

37 See footnote 24.
38 See footnote 25.
39 See footnote 26.
4t) For an audit in accordance with Circular A-133, this reference should be to the schedule of findings and questioned costs.
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disclose all reportable conditions that are also considered to be material weaknesses.41 However, we believe
that none of the reportable conditions described above is a material weakness.

Compliance and Other Matters42

As part of obtaining reasonable assurance about whether Example Entity's financial statements are free of
material misstatement, we performed tests of its compliance with certain provisions of laws, regulations,
contracts, and grant agreements, noncompliance with which could have a direct and material effect on the
determination of financial statement amounts. However, providing an opinion on compliance with those
provisions was not an objective of our audit, and accordingly, we do not express such an opinion. The results
of our tests disclosed instances of noncompliance or other matters that are required to be reported under
Government Auditing Standards43 and which are described in the accompanying schedule of findings and
responses as items [list the reference numbers of the related findings, for example, 20X1-2 and 20X1-5].
We noted certain additional matters that we reported to management of Example Entity in a separate letter
dated August 15, 20X1.44
[NOTE: The referenced findings should be those that are instances of noncompliance. They also should be those that are
fraud or abuse that are not reportable conditions. (See AAG-SLA, paragraph 4.29.) The "Note" in the internal control
section of this example report further discusses the presentation of findings and auditee responses.]

This report is intended solely for the information and use of the audit committee, management, and [specify
legislative or regulatory body]45 and is not intended to be and should not be used by anyone other than these
specified parties.46
[Signature]
[Date]47

[The next page is 14,001.]

41 If conditions believed to be material weaknesses are disclosed, the report should identify the material weaknesses that have come
to the auditor's attention. The last sentence of this paragraph should be replaced with language such as the following: "However, of the
reportable conditions described above, we consider items [list the reference numbers of the related findings, for example, 20X1-1 and 20X1-4]
to be material weaknesses."

42 See footnote 27.
43 AAG-SLA, paragraphs 4.15 and 4.16, discusses the GAS criteria for reporting fraud, illegal acts, violations of provisions of
contracts or grant agreements, and abuse. It is important to note within that discussion that in an audit conducted in accordance with
Circular A-133, the auditor should apply a financial statement materiality consideration in reporting in the GAS report fraud and illegal
acts involving federal awards that are subject to Circular A-133 reporting. That is because those findings already are reported in the
Circular A-133 report and reporting findings that are not material to the financial statements again in the GAS report would be
unnecessarily duplicative.

44 See footnote 28.
45 See footnote 29.

46 See footnote 30.
47 See footnote 31.
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Important Note: Sections 12,000 through 14,000 have not been updated since the 2005
edition of the Audit and Accounting Manual. An update will be performed for the 2007
edition, when the volume of changes will be more substantial.

This section contains a supplemental audit program and illustrative auditor's reports for a single audit
of federal awards in accordance with the provisions of the Single Audit Act Amendments of 1996 (the
Single Audit Act) and Office of Management and Budget (OMB) Circular A-133, Audits of States, Local
Governments, and Non-Profit Organizations (Circular A-133).12 A single audit consists of an audit of an
entity's financial statements, reporting on its schedule of expenditures of federal awards, and a
compliance audit of its federal awards. The Single Audit Act and Circular A-133 require single audits to
be performed in accordance with Government Auditing Standards (GAS) (also referred to as the "Yellow
Book"), issued by the Comptroller General of the United States. The requirement to use GAS applies to
both the financial statement audit and the compliance audit. The audit program at AAM section 14,010
addresses the planning, audit procedures, and reporting under Circular A-133 that are in addition to
those required by generally accepted auditing standards (GAAS) and GAS. Consequently, the auditor
should use that program as a supplement to audit programs for financial statement audits in accordance
with GAAS (such as the audit program at AAM section 12,010 for state and local governments) and the
Government Auditing Standards Audit Program Supplement at AAM section 13,010.
The Single Audit Act and Circular A-133 require states, local governments, and not-for-profit
organizations (NPOs) that expend $500,000 or more of federal awards in a fiscal year to have a single or
program-specific audit. Auditors should refer to the Single Audit Act, Circular A-133, and the OMB
Circular A-133 Compliance Supplement (Compliance Supplement) for a complete understanding of the
requirements.3 Auditors also should refer to the AICPA Audit Guide Government Auditing Standards
and Circular A-133 Audits (AAG-SLA), which reflects the provisions of the Single Audit Act, Circular
A-133, and GAS.
The steps in the program at AAM section 14,010 are derived from AAG-SLA and an audit program
supplement in the AICPA Practice Aid, Auditing Recipients of Federal Awards: Practical Guidance for
Applying OMB Circular A-133, Third Edition. That practice aid includes additional resources in paper and
electronic form for a Circular A-133 audit, such as checklists and worksheets for:
•

Performing and reporting on a program-specific audit.

•

Determining whether an entity qualifies as a low-risk auditee.

•

Selecting major programs using the risk-based approach.

•

Presenting the schedule of expenditures of federal awards.

•

Management representations relating to federal awards.

•

Auditor's reports required by Circular A-133.

1 You should also refer to AAM section 9240 for a Partner's Engagement Review Program Supplement for Government Auditing
Standards and Circular A-133 Audits.

2 This section does not address program-specific audits in accordance with Office of Management and Budget (OMB) Circular A-133,
Audits of States, Local Governments, and Non-Profit Organizations (Circular A-133).

3 Appendixes in the AICPA Audit Guide Government Auditing Standards and Circular A-133 Audits (AAG-SLA) reprint the Single
Audit Act and Circular A-133. The OMB Circular A-133 Compliance Supplement is available from the Government Printing Office by
calling (202) 512-1800 and on the OMB Internet site at www.whitehouse.gov/omb/grants/grants_circulars.html.
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AAM Section 14,010

Circular A-133 Audit Program
Supplement
.01 This program supplements, and should be used in conjunction with, audit programs for financial
statement audits in accordance with GAAS and the Government Auditing Standards Audit Program Supple
ment at AAM section 13,010.
Initials

Obj.

Date

Ref.

Audit Objectives
Note: The audit objectives for a single audit in accordance with Circular
A-133, in addition to those for an audit in accordance with GAAS and GAS,
are as follows. The letters preceding those audit objectives are identifica
tion codes. The objective column presents those codes when the audit step
accomplishes the specific objective. If the letter appears in brackets, that
is, [A], [B], and so forth, the audit procedure only secondarily accom
plishes the objective.
A. All federal awards received and expended and the federal programs
under which they were received are identified in the auditee's accounts.
B. The auditee's internal control over federal programs provides reason
able assurance that it is managing federal awards in compliance with
laws, regulations, and the provisions or contracts or grant agreements
that could have a material effect on each of its federal programs.
C. The auditee has complied with laws, regulations, and the provisions
or contracts or grant agreements related to each of its major programs.
D. The auditee has prepared appropriate financial statements and other
schedules—the schedule of expenditures of federal awards and the
summary schedule of prior audit findings.
E. The single audit has been properly performed, all audit findings prop
erly reported, and the auditor's reports and the auditor's sections of
the data collection completed and transmitted to the auditee in time
to allow it to submit its reporting package when due.

A.

Audit Planning

E

1.

Determine whether we have communicated with auditee man
agement (for example, through the engagement letter or audit
contract) that we will be performing a single audit of its federal
awards.

E

2.

Determine whether the amount of the auditee's expenditures of
federal awards makes it subject to a single audit.

E

3.

Determine the audit period and, if a biennial audit, that the entity
meets the A-133 criteria for a biennial audit.

E

4.

Determine whether we are restricted from conducting the single
audit because we prepared the indirect cost rate proposal or the
cost allocation plan.
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Initials

E

5.

Determine whether the timing of the audit is appropriate to
enable the auditee to comply with the Circular A-133 report
submission deadline.

E

6.

Review applicable laws and regulations, the Compliance Supple
ment, GAS, AAG-SLA, and other material governing the per
formance of a single audit.

E

7.

Obtain and review a copy of the auditee's prior-year single audit
reporting package for issues that may affect the current-year
audit.
______

ABC

8.

Review and discuss with responsible officials the policies and
procedures used to account for and administer federal programs
as well as the administration of federal programs during the
audit period. Cover issues such as:
a.

Correspondence from and monitoring visits by federal agen
cies and pass-through entities.

b.

New or newly-administered federal programs.

c.

Recent changes in program laws, regulations, and compli
ance requirements.

d.

The use of vendors (including service organizations) and
subrecipients and subrecipient monitoring.

e.

The use of computerized information systems.

f.

The locations where the auditee administers and maintains
accounting records for federal programs.

g.

Recent changes in auditee personnel responsible for federal
programs.

h.

Which federal programs were audited as major programs in
the past two years.

i.

Federal programs, if any, that the awarding agency has
notified the auditee that it wants audited as major.

j.

If federal awards were not subject to an A-133 audit in the
prior year, the need to perform any audit work for that
period.

Date

Ref.

Determine whether the auditee understands and is prepared to
meet its reporting responsibilities under Circular A-133. Discuss
with the auditee the format desired for the single audit reports
(such as whether they are to be included in the comprehensive
annual financial report or issued separately).

D

9.

D

10. Determine whether the auditee has prepared financial state
ments that reflect its financial position, results of operations, and,
where appropriate, cash flows.

ADE

11. Obtain the current year schedule of expenditures of federal
awards (which may only be available in draft), perform proce
dures to validate the amounts in the schedule (for example, by
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Date

Ref.

vouching and tracing the amounts to and from the entity's ac
counting or other relevant records, or agreeing the amounts to a
reconciliation between the schedule and the accounting or other
relevant records and testing the reconciling items), and:
a.

Determine whether the period covered by the schedule is the
same as that covered by the financial statements.

b.

Determine whether the awards reported in the schedule are
the same as those covered by our compliance audit.

c.

Determine whether the schedule:

(1)

Includes all types of federal financial assistance as de
fined by Circular A-133, section 105, and properly iden
tifies those programs that constitute clusters of
programs.

(2)

Properly includes program expenditures made from
program income that reduce federal awards or increase
the program budget.

(3)

Presents the minimum data elements required by Cir
cular A-133, section 310(b), including notes that de
scribe the significant accounting policies used.

(4)

Reports "awards expended" based on the definition in
Circular A-133, section 205.

(5)

Appropriately measures certain specific items, such as
loans and loan guarantees, endowment funds, and non
cash assistance, as provided in A-133, section 205(b)
through (j).

(6)

Uses measurements or presentations that differ from
those in the prior period. (If so, evaluate the nature and
reasonableness of the changes.)

(7)

Has any significant assumptions or interpretations un
derlying the measurements or presentations. (If so,
evaluate the nature and reasonableness of the changes.)

(8)

Can be reconciled to the amounts presented in the
financial statements and is consistent with other knowl
edge obtained during the financial statement audit.

ADE

12. Determine the reporting entity for single audit purposes (that is,
whether the single audit will be an organization-wide audit or a
series of audits of individual departments, agencies, and other
organizational units) and whether the financial statements and
the schedule of expenditures of federal awards are for the same
reporting entity.

E

13. Where appropriate, communicate with the auditee's cognizant
or oversight agency for audit and its pass-through entities on
important areas including, if federal awards were not subject to
a Circular A-133 audit in the prior year, the need to perform any
audit work for that period.
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Date

Ref.

14. Consider any issues relating to joint audits or reliance on other
auditors.
______

____

____

15. Consider the effect of using the work of the auditee's internal
auditors.
______

____

____

E

16. Consider an approach to auditing indirect costs.

—

—

A

17. Consider whether the entity is a subrecipient or vendor and
whether the entity has properly identified its own subrecipients
and vendors.
______

BC

18. Consider the effect of the auditee's use of service organizations
in the administration of federal awards and on the audit.
______

____

____

E

19. Evaluate whether the auditee qualifies as a low-risk auditee.

—

—

[C] E

20. Risk assess federal programs as needed and determine the major
federal programs, making sure to meet the percentage-of-coverage
requirement and to document the risk analysis process used to
determine major programs.
______

E

21. Compute materiality for each major program.

—

—

[B] [C] E

22. Review correspondence between the auditee and federal and passthrough agencies applicable to major programs.
______

—

—

23. Consider the effect that multiple service locations will have on
the compliance audit of major programs.
______

—

—

—

—

E

E

[B] [C] E

______

______

______

[C] E

24. Obtain from management the requirements of the laws, regula
tions, and provisions of contracts or grant agreements applicable
to major programs and, using those materials and the Compliance
Supplement, identify the compliance requirements that could
have a direct and material effect on each major program.
______

E

25. Consider and apply the requirements of GAS as they concern the
compliance audit, in particular:
a.

Communicate information regarding the nature, timing, and
extent of planned testing and reporting and the level of
assurance under Circular A-133 to specified parties.
______

b.

Ensure that audit documentation contains our consideration
that planned audit procedures are designed to achieve audit
objectives when evidential matter obtained is highly de
pendent on computerized information systems and is mate
rial to the compliance audit objectives but we are not relying
on the effectiveness of internal control over those computer
ized systems that produced the information.
______

c.

Be alert to situations or transactions that could be indicative
of abuse1 and if we become aware of indications of abuse that

1 As discussed in AAG-SLA, paragraph 8.48, because the OMB cost principles circulars require that costs charged to federal awards
be reasonable and necessary for the performance and administration of the awards, situations or transactions involving federal awards
that might otherwise appear to constitute abuse instead generally are instances of noncompliance. By definition, instances of noncom
pliance—illegal acts and violations of provisions of contracts or grant agreements—are not abuse.
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Date

Ref.

could materially affect the financial statement amounts or
the compliance audit objectives, apply audit procedures spe
cifically directed to ascertain whether abuse has occurred
and the effect on the financial statement amounts or on the
major programs.

B. Internal Control Over Compliance

1.

B

C.
C

For each compliance requirement that could have a direct and
material effect on each major program as identified above:

a.

Associate each compliance requirement to one of the four
teen types of compliance requirements in the Compliance
Supplement.

b.

Using the guidance in Part 6 of the Compliance Supplement,
identify specific internal control policies and procedures
relevant to each compliance requirement that are likely to
prevent or detect material noncompliance and perform a
preliminary assessment of control risk. (If a low assessed
level of control risk for a compliance requirement cannot be
planned, document that conclusion, including sufficient in
formation to draft a finding as required by Circular A-133,
section 500(c)(3).)

c.

Perform tests of controls to evaluate the effectiveness of the
design and operation of the controls (for example, through
inquiry of appropriate personnel, inspection of documents
and reports, observation of the application of specific con
trols, and reperformance of the application of controls), and
assess control risk. (If we identify internal control deficien
cies that we may report as findings, ensure that we perform
adequate procedures to develop the elements of a finding to
facilitate developing our report.)

d.

Document the internal control tests performed, the results of
those tests, and the basis for conclusions concerning the level
of control risk.

Compliance

1.

For each compliance requirement that could have a direct and
material effect on each major program as identified above:

a.

Consider the understanding of internal control, the assessed
level of control risk (together with an assessment of fraud
risk and inherent risk), the acceptable level of detection risk,
and other appropriate factors to determine the nature, tim
ing, and extent of substantive compliance tests.

b.

Using the guidance in Part 3 of the Compliance Supplement,
identify audit objectives and audit procedures.

c.

Determine the numbers and types of transactions to test.

d.

Perform compliance tests, expanding or adjusting those tests
as needed for identified noncompliance, fraud, and abuse.
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(If we identify noncompliance, fraud, or abuse that we may
report as findings, ensure that we perform adequate proce
dures to develop the elements of a finding to facilitate devel
oping our report.)
e.

Document the planning, performance, and results of the
compliance tests.

D. Other Procedures
BC

1.

Determine whether indirect or allocated costs have been appro
priately audited through the testing of major programs. If not,
perform appropriate procedures to evaluate internal control and
to determine whether the costs charged to cost pools that were
used to calculate the indirect cost rate or that were allocated
through the cost allocation plan or indirect cost rate agreement
were proper.

CE

2.

When making inquiries of the auditee's lawyers, address matters
related to the Circular A-133 compliance audit, for example,
whether a federal agency is investigating or suing the auditee.

DE

3.

Follow-up on prior audit findings and perform procedures to
assess the reasonableness of the auditee's summary schedule of
prior audit findings. If the summary schedule of prior audit
findings materially misrepresents the status of any prior audit
findings, obtain sufficient information to draft a finding as re
quired by Circular A-133, section 500(e).

E

4. Perform procedures to determine whether subsequent events
relating to federal programs are appropriately reported and
disclosed in the financial statements and the schedule of expen
ditures of federal awards.

E

5. As required by GAS, determine that the audit documentation
relating to the compliance audit contains:

a.

The objectives, scope, and methodology of the audit.

b.

Sufficient information to enable an experienced auditor who
has had no previous connection with the audit to ascertain
from the audit documentation the evidence that supports
our significant judgments and conclusions.

c.

Support for reported findings, conclusions, and recommen
dations, and evidence of supervisory review of the work
performed that supports those findings, conclusions, and
recommendations, before we issue our report.

ci.

If we determined that certain additional government audit
ing standards do not apply or did not follow an applicable
standard, the reasons therefore and the known effect that not
following the applicable standard had, or could have had, on
the audit.
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E

6.

Date

Ref.

Determine that our audit firm has established policies and pro
cedures for complying with the Circular A-133 requirements
•
2
concerning:

a.

Retaining audit documentation and reports for a minimum
of three years from the date of the audit report, unless we
have been notified in writing by the cognizant or oversight
agency for audit or a pass-through entity to extend the
retention period. (Circular A-133 also requires that when we
are aware that a federal awarding agency, pass-through
entity, or auditee is contesting an audit finding, that we
contact the parties contesting the audit finding for guidance
before destroying the audit documentation and reports.)

b.

Making the audit documentation available upon request to
the cognizant or oversight agency (or its designee), federal
agencies providing direct or indirect funding, or the GAO.

A B C D E 7. Ensure that the management representation letter addresses
matters relevant to the Circular A-133 audit. (See the listing of
representation at AAG-SLA, par. 8.70.)
E

8.

E.
E

If the audit identified fraud, illegal acts violations of provisions
of contracts or grant agreements, or abuse, consider the direct
reporting requirements of GAS, paragraphs 5.21 through 5.25,
even if we resigned or were dismissed from the audit before its
completion.

Reporting

1.

Accumulate all internal control, noncompliance, fraud, and
abuse findings relating to federal awards identified during the
compliance audit and:
a.

Determine which are to be referred to in the auditor's reports
(and reported either or both in the GAS and Circular A-133
sections of the schedule of findings and questioned costs)
and which are to be communicated to auditee officials in the
management letter or in some other manner. (GAS and
Circular A-133 establish various requirements for reporting
findings. See the discussion of those requirements and the
additional guidance in Chapters 4 and 12 of AAG-SLA, such
as paragraphs 4.15, 4.35,12.16, and 12.25.)
(1)

Draft the findings for the schedule of findings and
questioned costs, following the finding presentation
requirements of GAS and Circular A-133.

Note: Chapters 4 and 12 of AAG-SLA provide guidance on the content
and placement of findings in the auditor's reports and the schedule of
findings and questioned costs.

(2)

Draft additional findings for the management letter.
(See AAG-SLA, paragraph 12.25.)

2 The information required by these steps may be available on a firm-wide basis or in the documentation for other engagements. In
those situations, you should consider referring to materials in locations other than the documentation for this audit engagement.
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b.

2.

Date

Ref.

Document the communication of other findings to
auditee officials.

Evaluate the effect that the audit findings have on our opin
ion:
(1)

On compliance in the Circular A-133 report—the report
on compliance with requirements applicable to each
major program and on internal control over compliance.

(2)

In the report on the financial statements.

(3)

In the report on the schedule of expenditures of federal
awards.

For all federal awards findings that will be presented in the
auditor's reports and the schedule of findings and questioned
costs, ask responsible officials to provide in writing their views
concerning the findings, conclusions, and recommendations, as
well as planned corrective actions. (Alternatively, obtain the
auditee's corrective action plan, if available.)

a.

If, instead, officials provide their views orally, prepare a
summary of those oral comments and provide that summary
to the officials to verify that the comments are accurately
stated.

b.

If the officials' comments validly oppose our findings, con
clusions, or recommendations, modify the findings accord
ingly.

c.

If the officials' comments oppose our findings, conclusions,
or recommendations, and are not, in our opinion, valid, or
when planned corrective actions do not adequately address
our recommendations, include in the findings our reasons
for disagreeing with the comments or planned corrective
actions.

ADE

3.

Obtain a final copy of the schedule of expenditures of federal
awards, compare it to programs and amounts reflected in the
audit documentation, make sure that the notes to the schedule
are appropriate and complete, and document our conclusion
whether the schedule is fairly presented in relation to the basic
financial statements.

E

4.

Prepare the auditor's report on the schedule of expenditures of
federal awards, either as part of the report on the financial
statement or as part of the Circular A-133 report. (See AAG-SLA,
paragraphs 12.12 through 12.14, and footnote 5 in the illustrative
report at AAM section 14,020.01.)

E

5.

Make sure that the GAS report—the report on internal control over
financial reporting and compliance and other matters—developed
at AAM section 13,010:

a.

AAM
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6.

E

7.

b.

Refers to the management letter, even if that letter is written
only to communicate certain matters relating to federal
awards to the auditee as required by GAS.

c.

Includes a restricted use paragraph that refers to federal
awarding agencies and, if applicable, pass-through entities.

8.

Date

Ref.

Prepare the Circular A-133 report ensuring that it conforms to
the standard report elements listed in AAG-SLA, paragraph
12.23, and illustrated at AAM section 14,020.01 through .04,
including that it:

a.

States that the audit was conducted in accordance with
GAAS, including an identification of the United States of
America as the country of origin of those standards, the
standards applicable to financial audits contained in GAS,
and Circular A-133.

b.

Provides an opinion or disclaimer of opinion on whether the
auditee complied with the types of compliance requirements
that are applicable to each of its major federal programs.

c.

Describes the scope of the testing of internal control and the
results of the tests.

d.

Refers, as appropriate, to the schedule of findings and ques
tioned costs.

e.

Is modified for abuse findings reported in the federal awards
section of the schedule of findings and questioned costs.

Prepare a schedule of findings and questioned costs that in
cludes a summary of auditor's results, findings related to the
financial statements that are required to be reported in accord
ance with GAS, and findings and questioned costs for federal
awards, ensuring that it conforms to the standard report ele
ments listed in AAG-SLA, paragraph 12.32, and illustrated as
AAM section 14,020.05.

a.

DE
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Make sure that the schedule refers to the corrective action
plan or includes the views of responsible officials concerning
the findings, conclusions, and recommendations, as well as
planned corrective actions as required by GAS. (If the
auditee does not provide the necessary information by the
time the report is released, our report should indicate the
status of the auditee's response.)

Complete the appropriate sections of the data collection form
and review the sections of the form prepared by the auditee.3

3 The data collection form and related instructions are available from the Federal Audit Clearinghouse (FAC) Internet site at
harvester.census.gov/sac or by calling the FAC at (888) 222-9907. The form number is SF-SAC. The FAC prefers to receive the data
collection form via an online Internet Data Entry System (IDES). The OMB periodically revises the data collection form and its
accompanying instructions. You should exercise caution to make sure you use the version of the form and instructions that applies to
the fiscal year audited.
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Determine whether all reports and the auditor's signature in the
data collection form are appropriately dated.

E

9.

E

10. Review drafts of the reports and the data collection form with
appropriate auditee officials.

E

11. Draft the transmittal letter for the reports, making sure that it:

a.

Clarifies that copies of the reports are made available for
public inspection, unless they are restricted by law or regu
lation, or contains privileged and confidential information.

b.

Lists the required contents of the reporting package, includ
ing the summary schedule of prior audit findings and the
corrective action plan.

c.

Explains the requirements for submitting the reporting pack
age and data collection form to the Federal Audit Clearing
house (FAC), including the number of copies of the reporting
package to submit, and the requirements for submitting
reporting packages or other written notification to passthrough entities.

12. Provide the auditee with a sufficient number of copies of the
single audit reporting package for it to satisfy its report distribu
tion responsibilities under Circular A-133.

E

F.

Conclusion
1.

In our opinion, the objectives of this audit program have been
met, except as follows:

We have completed this audit program in accordance with firm policy.

Done by

[Date]

Reviewed by

[Date]

[The next page is 14,081.]
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Circular A-133 Auditor’s Reports
Note: This section contains examples of the reports on compliance with requirements
applicable to each major program and on internal control over compliance as required
for a single audit by Circular A-133. It also contains an illustrative schedule of findings
and questioned costs. The following is a list of the example reports in this section:
Paragraph

Title

.01

Report on Compliance With Requirements Applicable to Each Major Program
and on Internal Control Over Compliance in Accordance With OMB Circular
A-133 (Unqualified Opinion on Compliance and No Material Weaknesses [No
Reportable Conditions Identified])

.02

Report on Compliance With Requirements Applicable to Each Major Program
and on Internal Control Over Compliance in Accordance With OMB Circular
A-133 (Qualified Opinion on Compliance and Reportable Conditions Identified)

.03

Report on Compliance With Requirements Applicable to Each Major Program
and on Internal Control Over Compliance in Accordance With OMB Circular
A-133 (Qualified Opinion on Compliance—Scope Limitation for One Major
Program, Unqualified Opinion on Compliance for Other Major Programs,
Reportable Conditions Identified)

.04

Report on Compliance With Requirements Applicable to Each Major Program
and on Internal Control Over Compliance in Accordance With OMB Circular
A-133 (Adverse Opinion on Compliance for One Major Program, Unqualified
Opinion on Compliance for Other Major Programs, and Material Weaknesses
Identified)

.05

Schedule of Findings and Questioned Costs

Circular A-133 also requires auditors to issue (a) a report on the financial statements and
on the supplementary schedule of expenditures of federal awards and (b) a GAS report,
that is, a report on internal control over financial reporting and on compliance and other
matters based on an audit of financial statements performed in accordance with
Government Auditing Standards. AAM section 13,020 illustrates those reports.

Chapter 13 of the AICPA Audit Guide Government Auditing Standards and Circular
A-133 Audits contains examples of auditor's reports for program-specific audits as
required by Circular A-133.

AICPA Audit and Accounting Manual

AAM §14,020

14,082
.01

Circular A-133

68

9-05

Report on Compliance With Requirements Applicable to Each Major Program and on Internal
Control Over Compliance in Accordance With OMB Circular A-133 (Unqualified Opinion on
Compliance and No Material Weaknesses [No Reportable Conditions Identified])1

[Addressee]
Compliance12

We have audited the compliance of Example Entity with the types of compliance requirements described in
the U.S. Office of Management and Budget (OMB) Circular A-133 Compliance Supplement that are applicable
to each of its major federal programs for the year ended June 30, 20X1. Example Entity's major federal
programs are identified in the summary of auditor's results section of the accompanying schedule of findings
and questioned costs. Compliance with the requirements of laws, regulations, contracts, and grants applica
ble to each of its major federal programs is the responsibility of Example Entity's management. Our
responsibility is to express an opinion on Example Entity's compliance based on our audit.
We conducted our audit of compliance in accordance with auditing standards generally accepted in the
United States of America; the standards applicable to financial audits contained in Government Auditing
Standards,3 issued by the Comptroller General of the United States; and OMB Circular A-133, Audits of States,
Local Governments, and Non-Profit Organizations. Those standards and OMB Circular A-133 require that we
plan and perform the audit to obtain reasonable assurance about whether noncompliance with the types of
compliance requirements referred to above that could have a direct and material effect on a major federal
program occurred. An audit includes examining, on a test basis, evidence about Example Entity's compliance
with those requirements and performing such other procedures as we considered necessary in the circum
stances. We believe that our audit provides a reasonable basis for our opinion. Our audit does not provide
a legal determination of Example Entity's compliance with those requirements.
In our opinion, Example Entity complied, in all material respects, with the requirements referred to above
that are applicable to each of its major federal programs for the year ended June 30, 20X1. However, the
results of our auditing procedures disclosed instances of noncompliance with those requirements, which are
required to be reported in accordance with OMB Circular A-133 and which are described in the accompany
ing schedule of findings and questioned costs as items [list the reference numbers of the related findings, for
example, 20X1-3 and 20Xl-6].4

Internal Control Over Compliance
The management of Example Entity is responsible for establishing and maintaining effective internal control
over compliance with the requirements of laws, regulations, contracts, and grants applicable to federal
programs. In planning and performing our audit, we considered Example Entity's internal control over
1 The auditor should use the portions of the example reports at AAM section 14,020.01 through .04 that apply to a specific auditee
situation. For example, if the auditor will be giving an unqualified opinion on compliance but has identified reportable conditions, the
compliance section of this report would be used along with the internal control section of the example reports at AAM section 14,020.02,
.03, or .04. Alternatively, if the auditor will be giving a modified opinion on compliance but has not identified reportable conditions, the
internal control section of this report would be used along with the compliance section of the example reports at AAM section 14,020.02,
.03, or .04. See also paragraph 12.36 of AAG-SLA concerning the need to modify this report if the federal awards section of the schedule
of findings and questioned costs includes abuse findings.

2 This report sequences the reporting on compliance before the reporting on internal control over compliance. However, the GAS in
AAM section 13,020.03 and .04 sequence the reporting on internal control over financial reporting before the reporting on compliance
and other matters. Auditors may present the internal control and compliance sections of the Circular A-133 and GAS reports in
whichever sequence better meets their needs.
2 The standards applicable to financial audits are the general, fieldwork, and reporting standards described in Chapters 3, 4, and 5 of
GAS.

4 When there are no such instances of noncompliance identified in the schedule of findings and questioned costs, the last sentence
should be omitted.
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compliance with requirements that could have a direct and material effect on a major federal program in
order to determine our auditing procedures for the purpose of expressing our opinion on compliance and
to test and report on the internal control over compliance in accordance with OMB Circular A-133.

Our consideration of the internal control over compliance would not necessarily disclose all matters in the
internal control that might be material weaknesses. A material weakness is a reportable condition in which
the design or operation of one or more of the internal control components does not reduce to a relatively low
level the risk that noncompliance with applicable requirements of laws, regulations, contracts, and grants
caused by error or fraud that would be material in relation to a major federal program being audited may
occur and not be detected within a timely period by employees in the normal course of performing their
assigned functions. We noted no matters involving the internal control over compliance and its operation
that we consider to be material weaknesses.5

This report is intended solely for the information and use of the audit committee, management, [specify
legislative or regulatory body], and federal awarding agencies and pass-through entities and is not intended to
be and should not be used by anyone other than these specified parties.6

[Signature]
[Date]

As discussed in paragraphs 12.15 and 12.24 of AAG-SLA, there may be instances in which it would be appropriate to report on the
schedule of expenditures of federal awards in this report (that is, a separate single audit package is issued). In such a circumstance, a
new section should be added immediately following this paragraph. For audits of not-for-profit organizations, the wording of the new
section is as follows:
Schedule of Expenditures of Federal Awards
We have audited the basic financial statements of Example Entity as of and for the year ended June 30, 20X1, and have issued
our report thereon dated August 15, 20X1. Our audit was performed for the purpose of forming an opinion on the basic
financial statements taken as a whole. The accompanying schedule of expenditures of federal awards is presented for purposes
of additional analysis as required by OMB Circular A-133 and is not a required part of the basic financial statements. Such
information has been subjected to the auditing procedures applied in the audit of the basic financial statements and, in our
opinion, is fairly stated, in all material respects, in relation to the basic financial statements taken as a whole.
For audits of governmental entities, the wording of this new section is as follows:
Schedule of Expenditures of Federal Awards
We have audited the financial statements of the governmental activities, the business-type activities, the aggregate discretely
presented component units, each major fund, and the aggregate remaining fund information of Example Entity as of and for
the year ended June 30, 20X1, and have issued our report thereon dated August 15, 20X1. Our audit was performed for the
purpose of forming opinions on the financial statements that collectively comprise Example Entity's basic financial statements.
The accompanying schedule of expenditures of federal awards is presented for purposes of additional analysis as required
by OMB Circular A-133 and is not a required part of the basic financial statements. Such information has been subjected to the
auditing procedures applied in the audit of the basic financial statements and, in our opinion, is fairly stated, in all material
respects, in relation to the basic financial statements taken as a whole.
When reporting on the supplementary information, the auditor should consider the effect of any modifications to the report on the basic
financial statements (for example, a qualified opinion, a modification as to consistency because of a change in accounting principle, or
a reference to the report of other auditors). Furthermore, if the report on supplementary information is other than unqualified, this
paragraph should be modified. Guidance for reporting in these circumstances is described in SAS No. 29, Reporting on Information
Accompanying the Basic Financial Statements in Auditor-Submitted Documents (AU section 551.09-11, .13, and .14).
6 This paragraph conforms to SAS No. 87, Restricting the Use of an Auditor's Report (AU section 532). See SAS No. 87 for additional
guidance on restricted-use reports.
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Report on Compliance With Requirements Applicable to Each Major Program and on Internal
Control Over Compliance in Accordance With OMB Circular A-133 (Qualified Opinion on
Compliance and Reportable Conditions Identified)7

[Addressee]

Compliance8

We have audited the compliance of Example Entity with the types of compliance requirements described in
the U.S. Office of Management and Budget (OMB) Circular A-133 Compliance Supplement that are applicable
to each of its major federal programs for the year ended June 30, 20X1. Example Entity's major federal
programs are identified in the summary of auditor's results section of the accompanying schedule of findings
and questioned costs. Compliance with the requirements of laws, regulations, contracts, and grants applica
ble to each of its major federal programs is the responsibility of Example Entity's management. Our
responsibility is to express an opinion on Example Entity's compliance based on our audit.
We conducted our audit of compliance in accordance with auditing standards generally accepted in the
United States of America; the standards applicable to financial audits contained in Government Auditing
Standards,9 issued by the Comptroller General of the United States; and OMB Circular A-133, Audits of States,
Local Governments, and Non-Profit Organizations. Those standards and OMB Circular A-133 require that we
plan and perform the audit to obtain reasonable assurance about whether noncompliance with the types of
compliance requirements referred to above that could have a direct and material effect on a major federal
program occurred. An audit includes examining, on a test basis, evidence about Example Entity's compliance
with those requirements and performing such other procedures as we considered necessary in the circum
stances. We believe that our audit provides a reasonable basis for our opinion. Our audit does not provide
a legal determination of Example Entity's compliance with those requirements.

As described in item [list the reference numbers of the related findings, for example, 20X1-10] in the accompanying
schedule of findings and questioned costs, Example Entity did not comply with requirements regarding
[identify the type(s) of compliance requirement] that are applicable to its [identify the major federal program].
Compliance with such requirements is necessary, in our opinion, for Example Entity to comply with the
requirements applicable to that program.
In our opinion, except for the noncompliance described in the preceding paragraph, Example Entity
complied, in all material respects, with the requirements referred to above that are applicable to each of its
major federal programs for the year ended June 30, 20X1.10

Internal Control Over Compliance

The management of Example Entity is responsible for establishing and maintaining effective internal control
over compliance with the requirements of laws, regulations, contracts, and grants applicable to federal
programs. In planning and performing our audit, we considered Example Entity's internal control over
compliance with requirements that could have a direct and material effect on a major federal program in
order to determine our auditing procedures for the purpose of expressing our opinion on compliance and
to test and report on the internal control over compliance in accordance with OMB Circular A-133.
We noted certain matters involving the internal control over compliance and its operation that we consider to be
reportable conditions. Reportable conditions involve matters coming to our attention relating to significant
7 See footnote 1.
8 See footnote 2.

9 See footnote 3.
10 When other instances of noncompliance are identified in the schedule of findings and questioned costs as required by Circular
A-133, the following sentence should be added: "The results of our auditing procedures also disclosed other instances of noncompli
ance with those requirements, which are required to be reported in accordance with OMB Circular A-133 and which are described in
the accompanying schedule of findings and questioned costs as items [list the reference numbers of the related findings, for example, 20X1-3
and 20X1-6]."
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deficiencies in the design or operation of the internal control over compliance that, in our judgment, could
adversely affect Example Entity's ability to administer a major federal program in accordance with the
applicable requirements of laws, regulations, contracts, and grants. Reportable conditions are described in
the accompanying schedule of findings and questioned costs as items [list the reference numbers of the related
findings, for example, 20X1-7, 20X1-8, and 20X1-9].

A material weakness is a reportable condition in which the design or operation of one or more of the internal
control components does not reduce to a relatively low level the risk that noncompliance with the applicable
requirements of laws, regulations, contracts, and grants caused by error or fraud that would be material in
relation to a major federal program being audited may occur and not be detected within a timely period by
employees in the normal course of performing their assigned functions. Our consideration of the internal
control over compliance would not necessarily disclose all matters in the internal control that might be
reportable conditions and, accordingly, would not necessarily disclose all reportable conditions that are also
considered to be material weaknesses. However, we believe that none of the reportable conditions described
above is a material weakness.11,12
This report is intended solely for the information and use of the audit committee, management, [specify
legislative or regulatory body], and federal awarding agencies and pass-through entities and is not intended to
be and should not be used by anyone other than these specified parties.13
[Signature]

[Date]

11 If conditions believed to be material weaknesses are disclosed, the report should identify the material weaknesses that have come
to the auditor's attention. The last sentence of this paragraph should be replaced with language such as the following, as shown in the
example report at AAM section 14,020.04: "However, of the reportable conditions described above, we consider items [list the reference
numbers of the related findings, for example, 20X1-8 and 20X1-9] to be material weaknesses."

12 See footnote 5.
13 See footnote 6.
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Report on Compliance With Requirements Applicable to Each Major Program and on Internal
Control Over Compliance in Accordance With OMB Circular A-133 (Qualified Opinion on
Compliance—Scope Limitation for One Major Program, Unqualified Opinion on Compliance
for Other Major Programs, Reportable Conditions Identified)14

[Addressee]

Compliance15
We have audited the compliance of Example Entity with the types of compliance requirements described in
the U.S. Office of Management and Budget (OMB) Circular A-133 Compliance Supplement that are applicable
to each of its major federal programs for the year ended June 30, 20X1. Example Entity's major federal
programs are identified in the summary of auditor's results section of the accompanying schedule of findings
and questioned costs. Compliance with the requirements of laws, regulations, contracts, and grants applica
ble to each of its major federal programs is the responsibility of Example Entity's management. Our
responsibility is to express an opinion on Example Entity's compliance based on our audit.

Except as discussed in the following paragraph, we conducted our audit of compliance in accordance with
auditing standards generally accepted in the United States of America; the standards applicable to financial
audits contained in Government Auditing Standards,16 issued by the Comptroller General of the United States;
and OMB Circular A-133, Audits of States, Local Governments, and Non-Profit Organizations. Those standards
and OMB Circular A-133 require that we plan and perform the audit to obtain reasonable assurance about
whether noncompliance with the types of compliance requirements referred to above that could have a direct
and material effect on a major federal program occurred. An audit includes examining, on a test basis,
evidence about Example Entity's compliance with those requirements and performing such other procedures
as we considered necessary in the circumstances. We believe that our audit provides a reasonable basis for
our opinion. Our audit does not provide a legal determination of Example Entity's compliance with those
requirements.
We were unable to obtain sufficient documentation supporting the compliance of Example Entity with
[identify the major federal program] regarding [identify the type(s) of compliance requirement], nor were we able to
satisfy ourselves as to Example Entity's compliance with those requirements by other auditing procedures.

In our opinion, except for the effects of such noncompliance, if any, as might have been determined had we
been able to examine sufficient evidence regarding Example Entity's compliance with the requirements of
[identify the major federal program] regarding [identify the type(s) of compliance requirement], Example Entity
complied, in all material respects, with the requirements referred to above that are applicable to each of its
major federal programs for the year ended June 30, 20X1.17

Internal Control Over Compliance
The management of Example Entity is responsible for establishing and maintaining effective internal control
over compliance with the requirements of laws, regulations, contracts, and grants applicable to federal
programs. In planning and performing our audit, we considered Example Entity's internal control over
compliance with requirements that could have a direct and material effect on a major federal program in
order to determine our auditing procedures for the purpose of expressing our opinion on compliance and
to test and report on the internal control over compliance in accordance with OMB Circular A-133.

We noted certain matters involving the internal control over compliance and its operation that we consider to be
reportable conditions. Reportable conditions involve matters coming to our attention relating to significant
deficiencies in the design or operation of the internal control over compliance that, in our judgment, could
14 See footnote 1.
See footnote 2.

16 See footnote 3.
b See footnote 10.
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adversely affect Example Entity's ability to administer a major federal program in accordance with the
applicable requirements of laws, regulations, contracts, and grants. Reportable conditions are described in
the accompanying schedule of findings and questioned costs as items [list the reference numbers of the related
findings, for example, 20X1-7, 20X1-8, and 20X1-9],
A material weakness is a reportable condition in which the design or operation of one or more of the internal
control components does not reduce to a relatively low level the risk that noncompliance with the applicable
requirements of laws, regulations, contracts, and grants caused by error or fraud that would be material in
relation to a major federal program being audited may occur and not be detected within a timely period by
employees in the normal course of performing their assigned functions. Our consideration of the internal
control over compliance would not necessarily disclose all matters in the internal control that might be
reportable conditions and, accordingly, would not necessarily disclose all reportable conditions that are also
considered to be material weaknesses. However, we believe that none of the reportable conditions described
above is a material weakness.18
This report is intended solely for the information and use of the audit committee, management, [specify
legislative or regulatory body], and federal awarding agencies and pass-through entities and is not intended to
be and should not be used by anyone other than these specified parties.19

[Signature]

[Date]

18 See footnotes 5 and 11.
19 See footnote 6.
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Report on Compliance With Requirements Applicable to Each Major Program and on Internal
Control Over Compliance in Accordance With OMB Circular A-133 (Adverse Opinion on Compliance
for One Major Program, Unqualified Opinion on Compliance for Other Major Programs, and Material
Weaknesses Identified)20

[Addressee]
Compliance21

We have audited the compliance of Example Entity with the types of compliance requirements described in
the U.S. Office of Management and Budget (OMB) Circular A-133 Compliance Supplement that are applicable
to each of its major federal programs for the year ended June 30, 20X1. Example Entity's major federal
programs are identified in the summary of auditor's results section of the accompanying schedule of findings
and questioned costs. Compliance with the requirements of laws, regulations, contracts, and grants applica
ble to each of its major federal programs is the responsibility of Example Entity's management. Our
responsibility is to express an opinion on Example Entity's compliance based on our audit.
We conducted our audit of compliance in accordance with auditing standards generally accepted in the
United States of America; the standards applicable to financial audits contained in Government Auditing
Standards,22 issued by the Comptroller General of the United States; and OMB Circular A-133, Audits of States,
Local Governments, and Non-Profit Organizations. Those standards and OMB Circular A-133 require that we
plan and perform the audit to obtain reasonable assurance about whether noncompliance with the types of
compliance requirements referred to above that could have a direct and material effect on a major federal
program occurred. An audit includes examining, on a test basis, evidence about Example Entity's compliance
with those requirements and performing such other procedures as we considered necessary in the circum
stances. We believe that our audit provides a reasonable basis for our opinion. Our audit does not provide
a legal determination of Example Entity's compliance with those requirements.

As described in items [list the reference numbers of the related findings, for example, 20X1-10,20X1-11, and 20X1-12]
in the accompanying schedule of findings and questioned costs, Example Entity did not comply with
requirements regarding [identify the types of compliance requirements] that are applicable to its [identify the major
federal program]. Compliance with such requirements is necessary, in our opinion, for Example Entity to
comply with requirements applicable to that program.
In our opinion, because of the effects of the noncompliance described in the preceding paragraph, Example
Entity did not comply in all material respects, with the requirements referred to above that are applicable to
[identify the major federal program]. Also, in our opinion, Example Entity complied, in all material respects,
with the requirements referred to above that are applicable to each of its other major federal programs for
the year ended June 30, 20X1.23
Internal Control Over Compliance

The management of Example Entity is responsible for establishing and maintaining effective internal control
over compliance with the requirements of laws, regulations, contracts, and grants applicable to federal
programs. In planning and performing our audit, we considered Example Entity's internal control over
compliance with requirements that could have a direct and material effect on a major federal program in
order to determine our auditing procedures for the purpose of expressing our opinion on compliance and
to test and report on the internal control over compliance in accordance with OMB Circular A-133.
We noted certain matters involving the internal control over compliance and its operation that we consider
to be reportable conditions. Reportable conditions involve matters coming to our attention relating to significant
20 See footnote 1.

21 See footnote 2.
22 See footnote 3.
23 See footnote 10.
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deficiencies in the design or operation of the internal control over compliance that, in our judgment, could
adversely affect Example Entity's ability to administer a major federal program in accordance with the
applicable requirements of laws, regulations, contracts, and grants. Reportable conditions are described in
the accompanying schedule of findings and questioned costs as items [list the reference numbers of the related
findings, for example, 20X1-7, 20X1-8, and 20X1-9].

A material weakness is a reportable condition in which the design or operation of one or more of the internal
control components does not reduce to a relatively low level the risk that noncompliance with the applicable
requirements of laws, regulations, contracts, and grants caused by error or fraud that would be material in
relation to a major federal program being audited may occur and not be detected within a timely period by
employees in the normal course of performing their assigned functions. Our consideration of the internal
control over compliance would not necessarily disclose all matters in the internal control that might be
reportable conditions and, accordingly, would not necessarily disclose all reportable conditions that are also
considered to be material weaknesses. However, of the reportable conditions described above, we consider
items [list the reference numbers of the related findings, for example 20X1-8 and 20X1-9] to be material weaknesses. 24
This report is intended solely for the information and use of the audit committee, management, [specify
legislative or regulatory body], and federal awarding agencies and pass-through entities and is not intended to
be and should not be used by anyone other than these specified parties.24
25

[Signature]
[Date]

24 See footnote 5.
25 See footnote 6.
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Schedule of Findings and Questioned Costs

Section I—Summary of Auditor's Results

Financial Statements

Type of auditor's report issued [unqualified, qualified, adverse, or disclaimer]:26

Internal control over financial reporting:
• Material weakness(es) identified?

_____ yes

__ ____ no

• Reportable condition(s) identified that are not considered to be
material weaknesses?

_____ yes

__ ____ none reported

Noncompliance material to financial statements noted?

_____ yes

__ ____ no

Federal Awards

Internal control over major programs:
•

•

Material weakness(es) identified?

Reportable condition(s) identified that are not considered to be
material weakness(es)?

yes

no

yes

none reported

Type of auditor's report issued on compliance for major programs [unqualified, qualified, adverse, or disclaimer]:27

Any audit findings disclosed that are required to be reported in
accordance with section 510(a) of OMB Circular A-133?

yes

no

Identification of major programs:28

Name of Federal Program or Cluster30

CFDA Number(s)29

Dollar threshold used to distinguish between type A
and type B programs:

$

Auditee qualified as low-risk auditee?

yes

no

26 As explained in the AICPA Audit and Accounting Guide of State and Local Governments, the auditor generally expresses or disclaims
an opinion on a government's basic financial statements by providing an opinion or disclaimer of opinion on each opinion unit required
to be presented in those financial statements. Therefore, there could be multiple responses to this question for audits of a government's
basic financial statements.
27 If the audit report for one or more major programs is other than unqualified, indicate the type of report issued for each program.
For example, if the audit report on major program compliance for an auditee having five major programs includes an unqualified
opinion for three of the programs, a qualified opinion for one program, and a disclaimer of opinion for one program, the response to
this question could be as follows: "Unqualified for all major programs except for [name of program], which was qualified and [name of
program], which was a disclaimer."
28 Major programs generally should be identified in the same order as reported on the schedule of expenditures of federal awards.

29 When the Catalog of Federal Domestic Assistance (CFDA) number is not available, include other identifying number, if applicable.
30 The name of the federal program or cluster should be the same as that listed in the schedule of expenditures of federal awards. For
clusters, auditors are required only to list the name of the cluster and not each individual program within the cluster.
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Section II—Financial Statement Findings
This section should identify the reportable conditions, material weaknesses, fraud, illegal acts, violations of provisions
of contracts and grant agreements, and abuse related to the financial statements for which Government Auditing
Standards requires reporting in a Circular A-133 audit. (See paragraphs 12.16 and 12.33 of AAG-SLA.) Auditors
should refer to Chapter 4 of AAG-SLA for a discussion of the Government Auditing Standards requirements for
presenting findings.

Audit findings that relate to both the financial statements and federal awards should be reported in both section II and
section III. However, the reporting in one section may be in summary form with a reference to a detailed reporting in
the other section of the schedule. For example, a material weakness in internal control that affects an entity as a whole,
including its federal awards, generally would be reported in detail in this section. Section III would then include a
summary identification of the finding and a reference back to the specific finding in this section.
Identify each finding with a reference number.31 If there are no findings, this section could state that no matters were
reported. Alternatively, this section could be omitted without confusing the schedule's users because the summary of
auditor's results section would indicate that there are no findings. Each finding should be presented in the level of detail
shown in the following listing, as applicable. Auditors also should refer to Chapter 4 of AAG-SLA for a discussion of
the Government Auditing Standards requirements for presenting findings.

•

Criteria or specific requirement

•

Condition

•

Context32

•

Effect

•

Cause

•

Recommendation

•

Views of responsible officials and planned corrective actions33

Section III—Federal Award Findings and Questioned Costs
This section should identify the audit findings required to be reported by section 510(a) of Circular A-133 (for example,
reportable conditions, material weaknesses, and material instances of noncompliance, including questioned costs—see
paragraph 12.35 of AAG-SLA) as well as any abuse findings involving federal awards that is material to a major program
(see paragraph 12.36 of AAG-SLA). Where practical, findings should be organized by federal agency or pass-through
entity.

Audit findings that relate to both the financial statements and federal awards should be reported in both section II and
section III. However, the reporting in one section may be in summary form with a reference to a detailed reporting in
the other section of the schedule. For example, a finding of noncompliance with a federal program law that is also material
to the financial statements generally would be reported in detail in this section. Section II would then include a summary
identification of the finding and a reference back to the specific finding in this section.
31 One option for assigning reference numbers is to use the fiscal year being audited as the beginning digits of each reference number,
followed by a numeric sequence. For example, findings identified and reported in the audit of fiscal year 20X1 would be assigned
reference numbers of 20X1-1, 20X1-2, and so forth.
32 Describe the work performed that resulted in the finding, and provide sufficient information for judging the prevalence and
consequences of the finding, such as the relation to the population or universe of costs or the number of cases examined as well as
quantification of audit findings in dollars.

33 Paragraphs 12.34 and 12.38 and Chapter 4 of AAG-SLA provide guidance on reporting views of responsible officials and planned
corrective action.
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Identify each finding with a reference number.34 If there are no findings, state that no matters were reported.
Alternatively, this section could be omitted without confusing the schedule's users because the summary of auditor's
results section would indicate that there are no findings. Each finding should be presented in the level of detail shown
in the following listing, as applicable. Auditors also should refer to Chapter 4 of AAG-SLA for a discussion of the
Government Auditing Standards requirements for presenting findings.
•

Information on the federal program35

•

Criteria or specific requirement (including statutory, regulatory, or other citation)

•

Condition36

•

Questioned costs37

•

Context38

•

Effect

•

Cause

•

Recommendation

•

Views of responsible officials and planned corrective actions39

[The next page is 20,001.]

34 See footnote 31.

35 Provide the federal program (CFDA number and title) and agency, the federal award's number and year, and the name of the
pass-through entity, if applicable. When this information is not available, the auditor should provide the best information available to
describe the federal award.
36 Include facts that support the deficiency identified in the audit finding.
37 Identify questioned costs as required by sections 510(a)(3) and 510(a)(4) of Circular A-133.

38 See footnote 32.
39 See footnote 33.
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